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Directors' Report

The audited consolidated financial statements of islandsbanki hf. (“the Bank” or “Islandsbanki”) for the financial year 2016 comprise the
financial statements of islandsbanki hf. and its subsidiaries, together referred to as “the Group”.

Operations in 2016

islandsbanki is a universal bank offering comprehensive financial services to households, corporations, and institutional investors in
Iceland and overseas. The Group is one of Iceland's largest banking and financial services groups, with a strong domestic market
share.

The Bank, which traces its roots back to 1875, builds on a solid heritage of lending to industry in Iceland. It has developed specific
expertise in lending to the tourism, seafood, municipal, and energy sectors. With its focused approach in these fields, islandsbanki
offers valuable services to industry players and investors.

The Bank is divided into six business segments: Retail Banking, Corporate Banking, Markets, Wealth Management, Treasury, and
Subsidiaries & Equity Investments. The Bank operates a diverse and efficient branch network, with branches strategically located in the
Reykjavik metropolitan area and in larger towns across the country. At the end of 2016, the Group employed 1,075 full-time members of
staff, including 910 within the Bank itself, 64% female and 36% male.

The profit from the Group's operations for the financial year 2016 amounted to ISK 20.2 billion, which corresponds to a 10.2% return on
equity. The Group's total equity amounted to ISK 178.9 billion and total assets were ISK 1,047.6 billion as of year-end 2016. The
Group's total capital ratio, calculated according to the Act on Financial Undertakings, was 25.2%, well above the current short-term
target of 23%. The year-end liquidity position was strong and well above the regulatory minimum and the leverage ratio remained very
high compared to international peers at 16%.

The net income of the Group was heavily impacted by Borgun's, a subsidiary of the Bank, sale of its stake in Visa Europe, which
resulted in a financial gain of ISK 6.2 billion. For further information on the Visa Europe transaction please refer to Note 13 to the
consolidated financial statements.

In 2016, the Bank paid in total ISK 37 billion in dividends to the Icelandic State Treasury. In addition to the regular annual dividend, the
Bank paid in December an ISK 27 billion special dividend due to accumulated profit from previous years.

In line with the Bank's published dividend policy of a 40-50% dividend payout ratio, the Board of Directors proposes that ISK 10 billion of
2016 net profit will be paid in dividends to shareholders, with the balance retained for the Bank's future development. The Board may
convene a special shareholders' meeting later in the year to propose payment of an additional dividend if the Bank's accumulated
capital reserves are considered to exceed its long-term capital requirements.

The Icelandic economy continued to perform strongly in 2016. Inflation was 1.7% over the year and has been below the Central Bank of
Iceland's (CBI) target three years in a row. The unemployment rate was at 2.6% at year-end 2016, which by most measures constitutes
full employment. GDP is expected to have grown by about 5.9% over the year, largely supported by the continued phenomenal growth
in tourism. The Icelandic kréna strengthened by close to 18% during the year on the back of positive currency flows.

The Icelandic government and CBI have continued to take measured steps towards the lifting of capital controls. As a result, individuals
can now invest parts of their savings abroad, local businesses can more easily grow outside of Iceland and the domestic pension funds
can diversify their holdings, which amounted to 146% of GDP at year-end 2016.

We saw modest growth of 3% in the Bank's loan portfolio in 2016 and new lending, including refinancing, amounted to over ISK 200
billion in total, supported by the overall increase in economic activity, while at the same time repayments remain high. Lending activity
was strongest in mortgages and loans towards the tourism industry, which increases from 10% to 13% as a proportion of the overall
loan book. The quality of the loan book continues to improve and the ratio of non-performing loans has decreased to 1.8% at the end of
2016, from 2.2% the year before.

In Q3 2016 Islandsbanki issued a 4-year EUR 500 million (ISK 65 billion) benchmark note. The proceeds of the transaction were largely
used to refinance existing facilities, including a EUR 138 million Tier 2 instrument and therefore at the end of 2016, the capital base fully
consisted of core equity Tier 1 capital. The transaction was more than twice oversubscribed and placed with investors in the UK,
Scandinavia and continental Europe. In the domestic market, the Bank was a frequent issuer of covered bonds, with total issuance of
ISK 20 billion in 2016. Customer deposits remained about flat in 2016. At the same time concentration in the deposit base was
substantially reduced and the proportion of deposits coming from the top ten depositors went from 24% to 15%.

In October, S&P upgraded the Bank's rating to BBB/A-2, with a positive outlook. The outlook reflects positive trends in the Icelandic
economy and the banking sector and the Bank's successful restructuring of its loan book.

At the end of 2016, the Bank moved its headquarters to a new building in Képavogur. The relocation will be finalised in the first half of
2017 and allows the Bank to merge all headquarter units in one location in an activity-based working environment. We believe this will
improve employee satisfaction and productivity and at the same time save costs. The Bank has also taken further steps towards
optimising the branch network. In 2016 three branches were merged into one in the new headquarter building and in 2017 the branch in
the old Kirkjusandur headquarters will be merged with the Sudurlandsbraut branch.

Our ambition is to provide the best banking services in Iceland. We are therefore proud to note that the Bank received the best score in
the Icelandic Customer Satisfaction Index (islenska Anzegjuvogin) of all credit institutions in Iceland in 2013- 2016. slandsbanki was
also named the best bank in Iceland by Euromoney, for the fourth consecutive year, and the bank of the year by the Banker. These
recognitions provide us with encouragement to further improve our services for the benefit of our customers.
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Directors' Report

Outlook

GDP growth in Iceland is expected to remain strong and the country's external position continues to improve. Modest public and non-
public debt levels and continued growth in tourism support this picture. The strengthening of the Icelandic kréna can however impact
the export sectors and create new economic imbalances. The overall outlook for the economy remains favourable.

A new coalition Government was formed in Iceland in January 2017. In the Government's platform agreement, it is clearly stated that it
is not ideal for the State to own a majority of the share capital in the domestic commercial banks. The Government plans to reduce the
State's ownership in small steps and in accord with a broad consensus and through an open and transparent process.

The continued growth in the Icelandic economy suggests that the outlook for the Bank's core operations remains favourable. Based on
customer perception, [slandsbanki is the leading bank in Iceland and is seen to provide the best service to its customers and this gives
an opportunity to grow the Bank's market share. Increased competition does however put a pressure on lending margins and income
growth. Furthermore, the bank tax is a clear competitive disadvantage for the domestic commercial banks and will have a substantial
impact on profitability going forward if the tax rate is kept at current levels. Foreign currency funding costs have come down
substantially in the past few quarters and the Bank will seek opportunities to optimise its capital structure by issuing subordinated debt.

Operationally, two of the biggest projects for 2017 are to finalise the relocation of the Bank's headquarters and to replace the Bank's
core banking systems for deposits and payments. After having replaced the legacy core systems, the Bank will strive to enhance
customer experience with better access to services through electronic channels.

The Bank has a strong balance sheet, capital and liquidity position. This, along with changes in the IT infrastructure, will allow the Bank
to continue to provide its customers with the best banking services in Iceland.

Risk management

The Bank is exposed to various risks. The management of these risks is an integral part of the Bank's operations. The ultimate
responsibility for ensuring an adequate risk management framework lies with the Board of Directors. The Board defines and
communicates the acceptable level of risk through the Bank's risk management policies and the CEO is responsible for ensuring that
risks are managed within those limits.

In January 2017, the Board approved certain changes to the risk management framework and internal controls. The aim of those
changes is to clarify the responsibilities of each of the Bank's three lines of defence and further improve the Bank's risk culture.

The Bank's risk management framework and policies are discussed under Notes 58-83 to the consolidated financial statements and in
the unaudited Pillar 3 Report.

Ownership

islandsbanki is wholly owned by the Icelandic State Treasury, directly (99.9%) and through its subsidiary ISB Holding ehf. (0.1%). The
shares are administered by the Icelandic State Financial Investments (ISFI — Bankasysla rikisins) on its behalf. At the end of January
2016 the Bank's previous owner, Glitnir hf., signed a composition agreement to transfer its 95% share ownership in the Bank to the
Icelandic Government as part of a stability contribution. The change of control was approved by the competition authorities in March
2016 and the shares transferred to the Icelandic State Treasury.

At the Bank's Annual General Meeting in April a new Board of Directors was elected for the Bank. The Board consists of seven
members, four female and three male. The Board members are Anna Thérdardéttir, Audur Finnbogadéttir, Arni Stefansson, Hallgrimur
Snorrason, Heidran Jénsdéttir, Helga Valfells and Fridrik Sophusson, as Chairman of the Board. Herdis Gunnarsdéttir and Palmi
Kristinsson were elected as Board alternates.

Corporate governance

Good governance practices are essential for long-term performance of companies as they improve work habits, transparency and
accountability, and therefore protect and enhance the interests of shareholders as well as other stakeholders. The Board of Directors of
islandsbanki is committed to excellence in its governance framework so that it reflects compliance with the best corporate governance
practices in the financial market at all times.

islandsbanki was first recognised as “Exemplary in Corporate Governance” in March 2014 by the Center of Corporate Governance at
the Institute for Business Research, University of Iceland. The recognition was awarded following a comprehensive review of the
practices of the Board, Board subcommittees and management. The recognition was renewed in March 2015 and 2016 and again in
February 2017.

Islandsbanki's management structure consists of the CEO and the Board of Directors, comprising seven non-executive directors and
two alternates. The Board undertakes the Bank's affairs and is responsible for setting the Bank's general strategy as well as instructing
the CEO on its further implementation and execution. The Board has a supervisory role overseeing that the Bank's organisation and
activities are at all times in accordance with relevant law, regulations and good business practices. Furthermore, the Board shall
monitor the execution of its policies, the sound control of accounting and financial management, and ensure that group internal audit,
compliance, risk management and internal controls are effective at all times.
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Directors' Report

Candidates for board membership are nominated through a selection process administered by Icelandic State Financial Investments
(ISFI) in accordance with Article 7 of the ISFI Act no. 88/2009. The Articles of Association of the Bank provide that the ratio of each
gender on the Board shall not be lower than 40%, currently the Board is comprised of four women and three men. In other respects
than the foregoing, the Board has not set a specific policy on Board diversity.

The Board appoints subcommittees, each one comprising Board members and operating under the terms of a mandate letter from the
Board as well as the Rules of Procedure of the Board. Three subcommittees are currently in operation: Board Audit Committee, Board
Risk committee and Board Corporate Governance, Compensation and Human Resource Committee. The mandate letters of Board
subcommittees are available on the Bank's website.

The CEO is responsible for the day-to-day operations of the Bank pursuant to set policies and resolutions of the Board of Directors.
Moreover the CEO is required to ensure that the Bank's operations are at all times consistent with the Bank's Articles of Association
and applicable legislation. An Executive Board is appointed by the CEO, consisting of nine members, including the CEO. The role of the
Executive Board is to maintain an overview of the Bank's operations and to coordinate key aspects of its activities that are not
supervised by other management committees.

The CEO ensures that the Board is regularly provided with accurate information on the Bank's finances, development and operations.

The Bank's Finance division is responsible for the preparation of the Bank's consolidated financial statements in line with the
International Financial Reporting Standards (IFRS). The Board's Audit Committee gives its opinion on annual and interim consolidated
financial statements before their submission for Board approval and endorsement. Management reporting is generally presented to the
Board 10 times a year. The external auditors review and audit annual consolidated financial statements. An evaluation of weaknesses
in the Bank's internal controls in relation to the accounting process is included in the external auditors report to the Board Audit
Committee. The Risk management notes to the consolidated financial statements form part of the accounting process, see further
notes 58-83 of the consolidated financial statements.

The regulatory framework for corporate governance practices within islandsbanki consists of the law applicable to entities subject to the
supervision of the Financial Supervisory Authority (FME) as well as other applicable laws and regulations, including those imposed by
the FME, the Central Bank of Iceland and Nasdaq Iceland. The applicable laws include the Act on Financial Undertakings no. 161/2002,
the Act on Securities Transactions no. 108/2007, the Act on Public Limited Companies no. 2/1995 and the Act on Competition no.
44/2005, available on the Icelandic legislature's website (www.althingi.is).

The Board of Directors follows the Corporate Governance Guidelines (5th ed.) issued by the Iceland Chamber of Commerce, Nasdaq
Iceland and SA-Business Iceland, available on www.corporategovernance.is (hereinafter the Guidelines). The Bank's practices are in
compliance with the Guidelines except for certain items in Articles 1.5 and 2.9 of the Guidelines.

Article 1.5 of the Guidelines provides that the shareholders' meeting shall appoint members to a nomination committee or decide how
they should be appointed. The Bank's shareholders, as well as the Board, have not deemed it necessary to appoint a nomination
committee at this time given the ownership of the Bank. Candidates for board membership are nominated by the Icelandic Government,
sole owner of the Bank, through a selection process administered by ISFI in accordance with article 7 of the ISFI Act.

Article 2.9 of the Guidelines provides that the Board sets a policy of social responsibility and a code of ethics. The Executive Board of
the Bank adopted a code of conduct for the Bank in January 2011 which all employees were involved in formulating. The Board will be
adopting a new code of ethics in the year 2017.

A more detailed description on Islandsbanki's governance framework and associated practices can be found in the Bank's Corporate
Governance Statement enclosed in an unaudited Appendix to the consolidated financial statements and on the Bank's webpage,
www.islandsbanki.is.

Corporate social responsibility

islandsbanki adheres to a policy of corporate social responsibility with the aim to have a positive effect on society. The policy was
implemented in 2015 and the focus is on nine key projects. Every year the Bank submits a corporate social responsibility report that
fulfils the G4 sustainability reporting guidelines issued by independent GRI organisation. The report examines the policy and progress of
projects that relate to corporate social responsibility. The report also covers issues related to the environment, employees and human
rights. In 2016 the Helping Hand project was one of the Bank's key projects where employees devote one working day per year to a
good cause and provide various charities with assistance. About 40% of employees took part in 2016 and the goal for 2017 is to have
50% employee participation in the Helping Hand project.
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Directors' Report

Statement by the Board of Directors and the CEO

The audited consolidated financial statements for the year ended 31 December 2016 have been prepared on a going concern basis in
accordance with the International Financial Reporting Standards (IFRS) as adopted by the European Union; the Act on Annual
Accounts, no. 3/2006; the Act on Financial Undertakings, no. 161/2002; and rules on accounting for credit institutions, where applicable,
to the extent that they are not inconsistent with the requirements of the IFRS as adopted by the EU.

The Board notes that the Bank maintains a strong capital and liquidity position and is therefore well positioned to meet future risks and

challenges.

To the best of our knowledge, these consolidated financial statements provide a true and fair view of the Group's operating profits and
cash flows in 2016 and its financial position as of 31 December 2016. It also describes the principal risks and uncertainties currently

faced by the Group.

The Board of Directors and the CEO have discussed the 2016 consolidated financial statements of islandsbanki and confirmed them

with their signatures today.

Képavogur, 24 February 2017

Board of Directors:

Fridrik Sophusson, Chairman
Helga Valfells, Vice-Chairman
Anna Thoérdardéttir

Audur Finnbogadottir

Arni Stefansson

Hallgrimur Snorrason

Heidrun Jénsdéttir

Chief Executive Officer:

Birna Einarsdéttir
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Independent Auditor's Report

To the Board of Directors and shareholders of islandsbanki hf.

Opinion

We have audited the consolidated financial statements of islandsbanki hf. and it subsidiaries (the Group) which comprise the
consolidated statement of financial position as at 31 December 2016 and the consolidated income statement, consolidated statement of
profit and loss and other comprehensive income, consolidated statement of changes in equity and consolidated statement of cash flow
for the year then ended and a summary of significant accounting policies and other explanatory information.

In our opinion, the accompanying consolidated financial statements give a true and fair view of the consolidated financial position of the
Group as at 31 December 2016, and its consolidated financial performance and its consolidated cash flows for the year then ended, in
accordance with the International Financial Reporting Standards, as adopted by the European Union and additional requirements in the
Icelandic Act on Annual Account, Act on Financial Undertakings and rules on accounting for credit institution, where applicable.

Basis for Opinion

We conducted our audit in accordance with the International Standards on Auditing (ISAs). Our responsibilities are further described in
the Auditor's Responsibilities for the Audit of the Financial Statements section of our report. We are independent of the Group in
accordance with the ethical requirements that are relevant to our audit of the financial statements in Iceland, and we have fulfilled our
other ethical responsibilities in accordance with these requirements. We believe that the audit evidence we have obtained is sufficient
and appropriate to provide a basis for our opinion.

Key Audit Matter

Key audit matters are those matters that, in our professional judgment, were of most significance in our audit of the financial statements
of the current period. These matters were addressed in the context of our audit of the financial statements as a whole, and in forming
our opinion thereon, and we do not provide a separate opinion on these matters.

Assessment of loan impairment allowances

Loans to customers represent ISK 687.840 million or 66% of total assets at 31 December 2016 against which impairment allowances of
ISK 13.521 million have been recorded. Impairment allowances are calculated individually, for individually significant loans where
objective evidence of impairment is identified, or collectively for groups of loans which are not assessed individually, and for which
objective evidence of impairment is identified on a portfolio basis. The identification of impairment events and the determination of the
recoverable amount is an inherently uncertain process involving various assumptions and factors including the financial condition of the
counterparty, expected future cash flows, observable market prices and expected net selling prices. The use of different modelling
techniques and assumptions could produce significantly different estimates of loan impairment allowances. The assessment of loan
loss allowances is a key area of judgment for management in the consolidated financial statements. Due to the significance of loans
and the related estimation uncertainty, we have assessed loan loss allowances as a key audit matter.

Auditor's Response
We assessed and tested the design and operating effectiveness of the controls over impairment identification and calculations.

For loan impairment allowances calculated on an individual basis, our test of controls included testing: controls over the process and
guidelines used by business units in reviewing loans for impairment, the credit file review process, controls over inputs into impairment
assessments, the loan system’s calculation of days in default, the preparation and review of reconciliations by management of the
impairment system to the accounting system and controls over the review and approval of significant individual impairments.

We tested management’s inputs into the impairment assessment, on an individual basis, for a risk based sample of loans. Our sample
was based on various factors, among others, default status, internal risk rating, legal collection status, significant impairments or
reversals during the year as well as sector information both in domestic and foreign markets.

For loan impairment allowance calculated on a collective basis our test of controls included controls over management’s review and
approval of the collective impairment calculations. We also assessed the methodology used with reference to International Financial
Reporting Standards. We tested the collective impairment calculations through re-performance, adherence to management’s
methodology as well as testing management’s model validations.

The basis of the loan impairment allowances is summarised in the significant accounting policies, in Note 4 “Use of significant
estimates and judgments in applying accounting policies”, in Notes 24, 31, 32 and credit risk notes 59 - 67.

Other information in the Annual report of islandsbanki hf. for the year 2016

Other information consists of the information included in islandsbanki hf. 2016 Annual Report other than the consolidated financial
statements and our auditor’s report thereon. Management and Board of Directors are responsible for the other information.

Our opinion on the consolidated financial statements does not cover the other information and we do not and will not express any form
of assurance conclusion thereon.
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Independent Auditor's Report

In connection with our audit of the consolidated financial statements, our responsibility is to read the other information and, in doing so,
consider whether the other information is materially inconsistent with the consolidated financial statements or our knowledge obtained in
the audit or otherwise appears to be materially misstated. If, based on the work we have performed on the other information obtained
prior to the date of the auditor’s report, we conclude that there is a material misstatement of this other information, we are required to
report that fact. We have nothing to report in this regard.

Responsibilities of CEO and Board of Directors for the Financial Statements

The Chief Executive Officer (CEO) and Board of Directors is responsible for the preparation and fair presentation of the consolidated
financial statements in accordance with International Financial Reporting Standards, as adopted by the European Union and additional
requirements in the Icelandic Act on Annual Accounts, Act on Financial Undertakings and rules on accounting for credit institution,
where applicable.

The CEO and Board of Directors is responsible for such internal control as management determines is necessary to enable the
preparation of consolidated financial statements that are free from material misstatement, whether due to fraud or error.

In preparing the consolidated financial statements, management is responsible for assessing the Group's ability to continue as a going
concern, disclosing, as applicable, matters related to going concern and using the going concern basis of accounting unless
management either intends to liquidate the Group or to cease operations, or has no realistic alternative but to do so.

The Board of Directors are responsible for overseeing the Group’s consolidated financial reporting process.

Auditor’s Responsibilities for the Audit of the Financial Statements

Our objectives are to obtain reasonable assurance about whether the consolidated financial statements as a whole are free from
material misstatement, whether due to fraud or error, and to issue an auditor’s report that includes our opinion. Reasonable assurance
is a high level of assurance, but is not a guarantee that an audit conducted in accordance with International Standards on Auditing
(ISAs) will always detect a material misstatement when it exists. Misstatements can arise from fraud or error and are considered
material if, individually or in the aggregate, they could reasonably be expected to influence the economic decisions of users taken on
the basis of these consolidated financial statements.

As part of an audit in accordance with the International Standards on Auditing (ISAs), we exercise professional judgment and maintain
professional skepticism throughout the audit. We also:

+ldentify and assess the risks of material misstatement of the consolidated financial statements, whether due to fraud or error, design
and perform audit procedures responsive to those risks, and obtain audit evidence that is sufficient and appropriate to provide a basis
for our opinion. The risk of not detecting a material misstatement resulting from fraud is higher than for one resulting from error, as fraud
may involve collusion, forgery, intentional omissions, misrepresentations, or the override of internal control.

*Obtain an understanding of internal control relevant to the audit in order to design audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the Group’s internal control.

*Evaluate the appropriateness of accounting policies used and the reasonableness of accounting estimates and related disclosures
made by management.

*Conclude on the appropriateness of management’s use of the going concern basis of accounting and, based on the audit evidence
obtained, whether a material uncertainty exists related to events or conditions that may cast significant doubt on the Group’s ability to
continue as a going concern. If we conclude that a material uncertainty exists, we are required to draw attention in our auditor’s report to
the related disclosures in the consolidated financial statements or, if such disclosures are inadequate, to modify our opinion. Our
conclusions are based on the audit evidence obtained up to the date of our auditor’s report. However, future events or conditions may
cause the Group to cease to continue as a going concern.

*Evaluate the overall presentation, structure and content of the consolidated financial statements, including the disclosures, and
whether the consolidated financial statements represent the underlying transactions and events in a manner that achieves fair
presentation.

*Obtain sufficient appropriate audit evidence regarding the financial information of the entities or business activities within the Group to
express an opinion on the consolidated financial statements. We are responsible for the direction, supervision and performance of the
group audit. We remain solely responsible for our audit opinion.

We communicate with those charged with governance regarding, among other matters, the planned scope and timing of the audit and
significant audit findings, including any significant deficiencies in internal control that we identify during our audit.

We also provide those charged with governance with a statement that we have complied with relevant ethical requirements regarding
independence, and to communicate with them all relationships and other matters that may reasonably be thought to bear on our
independence, and where applicable, related safeguards.
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Independent Auditor's Report

From the matters communicated with those charged with governance, we determine those matters that were of most significance in the
audit of the financial statements of the current period and are therefore the key audit matters. We describe these matters in our
auditor’s report unless law or regulation precludes public disclosure about the matter or when, in extremely rare circumstances, we
determine that a matter should not be communicated in our report because the adverse consequences of doing so would reasonably be
expected to outweigh the public interest benefits of such communication.

Report on the Board of Directors report

Pursuant to the legal requirements of Article 104, Paragraph 2 of the Icelandic Financial Statement Act no. 3/2006, we confirm that, to
the best of our knowledge, the report of the Board of Directors accompanying the consolidated financial statements includes all
information required by the Icelandic Financial Statement Act.

Reykjavik, 24 February 2017

Margrét Pétursdottir
State Authorised Public Accountant

Ernst & Young ehf.
Borgartuni 30
105 Reykjavik
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Consolidated Income Statement for the year 2016

Notes 2016 2015
INEreSt INCOME ......oiiiiiii s 11 60,503 53,414
INEErEST EXPENSE ..ottt ettt e et e e eaee e nee e 11 (28,701) (25,404)
Net interest income 31,802 28,010
Fee and commission income ... 12 21,818 20,737
Fee and COMMISSION EXPENSE ....cc..uiiiuiiiiiiiiiiie ittt 12 (8,095) (7,567)
Net fee and commission income 13,723 13,170
Net finanCial INCOME ........cociiiiiiice s 13-16 6,096 3,881
Net foreign exchange gain (I0SS) .......c.eoiiiiiiiiiiie e 17 443 (1,490)
Other 0perating INCOME .........coiiiiiiii e 18 652 1,102
Other net operating income 7,191 3,493
Total operating income 52,716 44,673
Salaries and related EXPENSES ........coiciiiiiiiiiiie s 19-21 (14,789) (13,891)
Other 0perating EXPENSES ......c..uuiiiiiiiii ettt sae e 22 (12,332) (19,869)
Contribution to the Depositors' and Investors' Guarantee Fund .............ccccooceenienne. (1,063) (1,067)
BaNK AX 1.ttt 86.27 (2,843) (2,878)
Total operating expenses (131,027) (27,705)
Profit before net loan impairment 21,689 16,968
Net 10an iIMPaIMMENT ...t e e 24 735 8,135
Profit before tax 22,424 25,103
INCOME 18X EXPENSE ...ttt ettt ettt e st e st e e sabeeenbeeebeeaneeeas 26 (5,205) (5,851)
Profit for the year from continuing operations 17,219 19,252
Profit from discontinued operations, net of income tax ..........cccccovviiiiiiniiiinieee, 25 2,939 1,326
Profit for the year 20,158 20,578
Profit attributable to:
Equity holders of ISIANASDANKI N, ..ottt eee e 16,947 20,000
NON-CONrolliNG INTEIESES ......eeiiiiieieie e e 3,211 578
Profit for the year 20,158 20,578
Earnings per share from continuing operations
Basic and diluted earnings per share attributable to the
shareholders of Islandsbanki hf. ...............c.ccoeuoiiiiueieiecee e 27 1.40 1.87

The notes on pages 17 to 88 are an integral part of these consolidated financial statements.
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Consolidated Statement of Profit or Loss and other Comprehensive Income
for the year 2016

Notes 2016 2015

Profit for the year 20,158 20,578
Other comprehensive income
Items that are or may be reclassified to profit or loss
Foreign currency translation differences for foreign operations ............cccccvevicenenne 53 (52) 9
Fair value reserve (available for sale financial assets):

Net change in fair value, tax Xempt .........ccoooiiiiiiiiieeeee e 702 5,445

Net amount reclassified to profit Or [0SS ........cccvviiiieiiii i (6,186) -
Other comprehensive income for the year, net of tax (5,536) 5,454
Total comprehensive income for the year 14,622 26,032
Total comprehensive income attributable to:
Equity holders of islandsbanki hf. ..............ccccoveiruriiiceeieccee e 13,412 23,467
NON-CONrOllNG INTEIESES ...t 1,210 2,565
Total comprehensive income for the year 14,622 26,032

The notes on pages 17 to 88 are an integral part of these consolidated financial statements.
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Consolidated Statement of Financial Position as at 31 December 2016

Notes 31.12.2016 31.12.2015
Assets
Cash and balances with Central Bank ...........ccccceeviiieiiieniie e 28 275,453 216,760
Bonds and debt inStruments ...........ooeueeeiiiiiiieeee e 7 31,256 78,606
Shares and equity INSIrUMENES .........cooeiiiiiie e 7 10,626 18,320
DENVALIVES ... aaann 29 1,953 1,981
Loans to credit inSttUtioNS ..........c.coiiiieeiiiie e 30 17,645 35,534
LOANS t0 CUSIOMENS ......eiiiiiiiiiiee ettt et e e e e e e s arae e e e ennnes 31-32 687,840 665,711
INnvestments in @SSOCIAIES .......c..eecuieiiiie e 33-34 450 716
Property and equipment ............cocoiiiiiiie e 38 6,211 7,344
INtANGIDIE @SSELS ... 39 2,672 1,331
Other @ssets ........ooooeeeecceeeeeeeeeeee e 40 7,064 6,674
Non-current assets and disposal groups held for sale ............ccccoeveeiiiienienns 41 6,384 12,792
Total Assets 1,047,554 1,045,769
Liabilities
Deposits from Central Bank and credit institutions .............ccccocciiiiiiii i, 42 4,922 25,631
Deposits from CUSLOMETS .........oiiiiiieiiie e 43-44 594,187 593,245
Derivative instruments and short positions ...........cccoceviiiieiiiiiiiceeeeeee, 29 4,798 6,981
Debt issued and other borrowed funds ..........cccceviiiiiieicee e 46 212,468 150,308
Subordinated loans ... 47 - 19,517
TaX HADINHIES ©oeiuveeeeie et 48-50 8,473 8,358
Other IADIlItIES .......eeeeveeeiiie et 51 43,456 36,677
Non-current liabilities and disposal groups held for sale ...........cccccceeviiveniieenn. 41 325 2,825
Total Liabilities 868,629 843,542
Equity
Share Capital ......cceeiiiiiie e e 52 10,000 10,000
ST E= T o (=Y 41U o RS 52 55,000 55,000
RESEIVES ...ttt e e et e e e e e e e e e eaaes 4,139 6,002
Retained €arnings ........ccooiiiiiiiieee e 105,563 127,288
Total equity attributable to the equity holders of islandsbanki hf. 174,702 198,290
NON-controlling INtErests ........c.ooiiiiiiee e 4,223 3,937
Total Equity 178,925 202,227
Total Liabilities and Equity 1,047,554 1,045,769

The notes on pages 17 to 88 are an integral part of these consolidated financial statements.
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Consolidated Statement of Changes in Equity for the year 2016

Attributable to the equity holders

of islandsbanki hf. Non-

Share  Share Fairvalue  Other Retained controlling Total

Notes capital premium reserve reserves earnings Total interests equity

Equity as at 1.1.2015 10,000 55,000 - 2,535 116,288 183,823 1,664 185,487
Translation differences for foreign operations ......... 53 9 9 9
Net change in fair value of AFS financial assets ..... 3,458 3,458 1,987 5,445
Profit for the year ..o, 20,000 20,000 578 20,578
Dividends Paid ........cccoerrerieieirireeee e (9,000) (9,000) (292) (9,292)
Equity as at 31.12.2015 10,000 55,000 3,458 2,544 127,288 198,290 3,937 202,227
Equity as at 1.1.2016 10,000 55,000 3,458 2,544 127,288 198,290 3,937 202,227
Translation differences for foreign operations ......... 53 (52) (52) (52)
Net change in fair value of AFS financial assets ..... 445 445 257 702
Net amount reclassified to profit or loss .... (3,928) (3,928) (2,258) (6,186)
Profit for the year .........c.ccoeeeoeiiineec e 16,947 16,947 3,211 20,158
Dividends paid .........ccooerrirreiienineeee e (37,000) (37,000) (835) (37,835)
Changes in non-controlling interests .............cc........ - (89) (89)
Restricted due to capitalised development cost ...... 53 1,302 (1,302) - -
Restricted due to fair value changes .............cccec... 53 113 (113) - -
Restricted due to subsidiaries and associates ........ 53 257 (257) - -
Equity as at 31.12.2016 10,000 55,000 (25) 4,164 105,563 174,702 4,223 178,925

Dividend:

The Annual General Meeting ("AGM") for the operating year 2015 was held on 19 April 2016. At the AGM shareholders approved the Board's
proposal to pay dividends to shareholders for the financial year 2015 of up to 50% of net profit. It was also approved that a special
shareholders meeting may be convened later in the year where an extraordinary dividend payout could be suggested. Dividends amounting
to ISK 10,000 million were paid on 27 April 2016 and an extraordinary dividend amounting to ISK 27,000 million, approved of at a
shareholders meeting held on 20 December 2016, was paid out on 28 December 2016. In total, Islandsbanki paid a total of ISK 37,000
million in dividends to the Icelandic State Treasury in 2016, equivalent to ISK 3.70 per share (2015: ISK 0.90 per share).

The notes on pages 17 to 88 are an integral part of these consolidated financial statements.
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Consolidated Statement of Cash Flows for the year 2016

Notes 2016 2015
Cash flows from operating activities:
Profit fOr the YEAT ....coooeeee et e e e e e e e e e e neeeeas 20,158 20,578
Adjustments to reconcile profit for the year to cash flows provided by (used in) operating activities:
Non-cash items included in profit for the year and other adjustments ............cc.cccccenrnne 12,772 2,860
Changes in operating assets and liabilities ...............ccooeiieiiniiee (60,259) 58,569
DiVIdENdS rECEIVEQ .......oooiiiiiiiiii et 209 681
Income tax and bank tax Paid ............coooiiiiiiiiii e (8,097) (8,386)
Net cash (used in) provided by operating activities (35,217) 74,302

Cash flows from investing activities:

Net investments in associated CoOmMpPanies ............cccccooiiiiiiiiiii e (84) (33)
Proceeds from sale of property and equipment ..............coociiiiiiiiii i 785 71

Purchase of property and equUIPmMENt ...........cooiiiiiiiiiie e 38 (1,270) (743)
Purchase of intangible @SSets ..........cooiiiiiiiii e 39 (1,493) (848)

Net cash (used in) investing activities (2,062) (1,553)

Cash flows from financing activities:

Proceeds from DOIrMOWINGS ........cuiiiiiiiii et 103,421 76,395
Repayment Of DOMTOWINGS ......co.eiiiiiiiiiee et (48,116) (24,318)
(DAY Te LT g o 3o - 1o RS (10,000) (19,000)
Dividends paid non-controlling interests .............cviiiiiiiiiiii e (835) (292)
Net cash provided by financing activities 44,470 42,785
Net increase in cash and cash equIvalents ... 7,191 115,534
Effects of foreign exchange rate changes ... (355) (127)
Cash and cash equivalents at the beginning of the year ... 233,427 118,020
Cash and cash equivalents at year-end 240,263 233,427

Reconciliation of cash and cash equivalents:

Cash ON NANG ... e 28 3,073 2,784
Cash balances with Central Bank ... 28 272,380 213,976
BaNK @CCOUNLS ..ottt 30 12,003 31,646
Mandatory reserve and special restricted balances with Central Bank .............c.ccccoeeenieen. 28 (47,193) (14,979)
Cash and cash equivalents at year-end 240,263 233,427

The Group has prepared its consolidated statement of cash flows using the indirect method. The statement is based on the net profit
after tax for the year and shows the cash flows from operating, investing and financing activities and the increase or decrease in cash
and cash equivalents during the year. Cash and cash equivalents consist of highly liquid assets that are readily convertible into cash
and which are subject to an insignificant risk of change in value. These are cash on hand, unrestricted balances with Central Bank and
demand deposits with credit institutions.

Interest received in 2016 was ISK 61,551 million (2015: ISK 55,349 million) and interest paid in 2016 was ISK 26,235 million (2015:

ISK 24,404 million). Interest paid is defined as having been paid when it has been deposited into the customer account and is available
for the customer's disposal.

The notes on pages 17 to 88 are an integral part of these consolidated financial statements.
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Consolidated Statement of Cash Flows for the year 2016

Non-cash items included in profit for the year and other adjustments: 2016 2015
Depreciation and iMPairMmENt ...........ooo it et et e e bt e e sbe e e e nbeeesneeesseeaenns 1,920 672
Amortisation of iINtaNGIbIE @SSELS .........c.eiiiiiii e 152 136
Share of [0ss (gain) Of @SSOCIAES .........cccoiiiiiii e 122 (113)
Accrued interest and foreign exchange gain on debt issued ............cccooiiiiiiiiiiiicnee e 6,340 4,258
IMPAIMMENT ON TOGNS ...ttt ettt e et e e hb e e e be e e e be e e e bbeeaseeeaabaeeanbeeesnseaaaneeaaas 779 3,184
Reversal of impairment previously recorded against 10aNS ............ccooceiiiiiiiniii e (1,514) (11,319)
Foreign exchange (gain) l0SS ... e (443) 1,490
Net (gain) loss on sale of property and eqUIPMENT ..........ccoiiiiiiiiiieee e (303) 57
Unrealised fair value losses (gains) recognised in profit and 0SS ..........cccociiiiiiiiiiieiiiie e 610 (2,908)
Net profit on non-current assets classified as held for sale ............ccocciiiiiiii e, (2,939) (1,326)
2 7= 0] =SSP 2,843 2,878
[[aTetel g T=TR =) O TSR RRN 5,205 5,851
Non-cash items included in profit for the year and other adjustments 12,772 2,860

Changes in operating assets and liabilities:

Mandatory reserve and special restricted balances with Central Bank ...............ccccoooiiiiiininiiiiinneee. (32,214) (5,427)
Loans and receivables to credit iINStIULIONS ... (5,326) 7,140
Loans and receivables 10 CUSTOMETS ...........oi it et e et e s (41,610) (29,172)
TTAAING @SSELS ...eiiitiie ittt b et e e a e e e bt e e h bt e e a et e b et e e hb e e h bt e e be e e ea et e n e e e ate e e e 18,356 4,309
Other Operating @SSEtS ...........ooiiiiii e s (1,321) 1,049
Non-current assets and liabilities held for Sale ............c..oooiiiiiiiiiiiic e 7,352 9,796
Deposits with credit institutions and Central Bank .............cccooiiiiiiiiiiii e (20,659) (166)
DepPOSIts frOM CUSTOMETS .....ccoiiiiiiie et e e e e e e e e e et e e e e e s sta e e e e e e nnsaeeeeensseneeeeeannnes 15,403 68,503
Trading financial liabilities ... (3,598) 3,387
DEIIVALIVES ...ttt ettt et e e s e e st e e s b e e s e e 1,443 (540)
Other operating Habilities ............ooi ittt ettt e e e e e nee 1,915 (310)
Changes in operating assets and liabilities (60,259) 58,569

Non-cash transactions 2016
During 2016 the Group entered into the following non-cash investing and financing activities which have been excluded from the
consolidated statement of cash flows:

a) Subordinated loan of ISK 17,820 million was paid up in the year 2016 by issuing bonds. The transaction had no cash effect on the
Group.

b) In 2016 the Bank paid dividends amounting to ISK 37,000 million. Thereof are non-cash transactions amounting to ISK 21,600
million which were paid with a government bond and capital income tax amounting to ISK 5,400 million, due in February 2017.

Non-cash transactions 2015

During 2015 the Group entered into the following non-cash investing and financing activities which have been excluded from the
consolidated statement of cash flows:

a) The Group recognised fair value changes of ISK 5,445 million in 2015 which had no cash effect on the Group.

The notes on pages 17 to 88 are an integral part of these consolidated financial statements.
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Notes to the Consolidated Financial Statements

1. Corporate information

islandsbanki hf. the parent company was incorporated on 8 October 2008 and is a limited liability company domiciled in Iceland. The
address of its registered office is Hagasmari 3, 201 Képavogur, Iceland.

The consolidated financial statements for the year ended 31 December 2016 comprise Islandsbanki hf. (“the Bank” or “islandsbanki”)
and its subsidiaries together referred to as "the Group".

At the end of 2016 the Bank was wholly owned by the Icelandic Government, directly and through its subsidiary ISB Holding ehf., which
is also wholly owned by the Icelandic Government. The shares are administered by the Icelandic State Financial Investments in
accordance with Act no. 88/2009 on Icelandic State Financial Investments.

The Group provides a wide range of financial services such as retail banking, corporate banking, investment banking, wealth
management and asset financing. The Group operates mainly in the Icelandic market.

2. Basis of preparation

The consolidated financial statements have been prepared in accordance with the International Financial Reporting Standards (IFRS)
as adopted by the European Union and additional requirements in the Act on Annual Accounts no. 3/2006, the Act on Financial
Undertakings no. 161/2002 and rules on accounting for credit institutions.

The consolidated financial statements were approved and authorised for issue by the Board of Directors and the CEO of islandsbanki
hf. on 24 February 2017.

The Group's management has made an assessment of the Group's ability to continue as a going concern and is satisfied that the
Group has the resources to continue in business for the foreseeable future. Therefore, these consolidated financial statements have
been prepared on a going concern basis.

3. Functional and presentation currency

These consolidated financial statements are presented in Icelandic kréna (ISK), which is the functional currency of islandsbanki hf. All
amounts presented in ISK have been rounded to the nearest million, except when otherwise indicated. At year-end the exchange rate
of the ISK against the USD was 112.82 and 119.13 for the EUR (2015: USD 129.59 and EUR 141.32).

4. Use of significant 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 application of accounting policies and the reported amounts of assets, liabilities, income and expenses recognised. Although
these estimates are based on management's best knowledge of current events and actions, actual results may ultimately differ from
those estimates.

The Group's management discusses with the Audit Committee the development, selection and disclosure of the Group's critical
accounting policies and their application, and assumptions made relating to major estimation uncertainties. Information about
assumptions and estimation uncertainties that have a significant risk of resulting in a material adjustment within the next financial year
and about critical judgements in applying accounting policies that have the most significant effect on the amounts recognised in the
consolidated financial statements.

Impairment of loans measured at amortised cost

The key sources of estimation uncertainty are within impairment losses and reversal of impairment losses of loans. The Group's
management reviews its loan portfolios on a quarterly basis to assess whether there is any objective evidence of impairment. In
determining whether an impairment loss should be recognised in the income statement, the Group's management makes judgements
as to whether there is any observable data indicating that there is a measurable decrease in the estimated future cash flows from loans
and receivables. This evidence may include observable data indicating that there has been an adverse change in the payment status
of borrowers in a group. The methodology and assumptions used for estimating both the amount and timing of future cash flows are
reviewed regularly to reduce any differences between loss estimates and actual loss experience. For more information see Note 24,
Credit Risk Notes 59 to 67 and Note 86.28.
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Notes to the Consolidated Financial Statements

Operating segments

5.
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The Group is organised into six main operating segments based on products and services:

Retail Banking

Retail Banking, the Bank's largest division, provides wide-ranging financial services to individuals and SMEs. Comprehensive consultancy
services are conducted by our experienced advisors, 50 of whom are certified financial advisors located throughout the branches and in the call
centre. In addition to operating Iceland's most efficient branch network, Retail Banking also operates Kreditkort, a specialised brand in the
credit card sector.

Corporate Banking

Corporate Banking provides lending and structured finance services to larger companies, institutions, and municipalities, as well as providing
project financing for infrastructure, industrial, and public service projects. Through Ergo, the division also offers asset-based financing to
corporations and individuals. Corporate banking has extensive experience servicing established sectors such as seafood, energy, and real
estate, as well as growing industries such as retail and tourism. Islandsbanki has developed a focused strategy for lending outside Iceland,
concentrating on the North Atlantic seafood industry.

Markets

Markets, the Bank's investment banking division, leads the growth of a healthy financial market by offering multifaceted financial services that
enable our customers to achieve their strategic goals. The division's main customers are large and medium-sized companies, financial
institutions, pension funds, investment funds, and other investors. The division's services include corporate finance, capital markets,
derivatives, foreign exchange, and market research.

Wealth Management

The Bank's wealth management division is comprised of two units: VIB and [slandssjédir hf., a subsidiary of the Bank. VIB offers
comprehensive asset management and private banking services to both private investors and institutional clients, including portfolio
management services for affluent individuals and institutional investors, and advisory, investment, and pension services for retail investors.
islandssjodir hf. is an independent fund management company offering a full range of fund products, including bond, stock, multi-asset, and
alternative investment funds. Wealth Management also comprised Summa Rekstrarfélag hf. for part of the year as a subsidiary of the Bank. At
year-end Summa Rekstrarfélag hf. was an associate of the Bank.

Treasury

Treasury is responsible for funding the Bank's operations and for managing an internal pricing framework. The division is also responsible for
sharing information regarding the financial position of the Group, and for each of its individual units, to the relevant parties inside and outside
the Group. Treasury is responsible for the Group's annual budgeting process and management of the Bank's liquidity risk, foreign exchange
risk, inflation risk and interest rate risk within regulatory requirements and internal limits established by the Board of Directors. The division also
manages relations with investors, financial institutions, stock exchanges and rating agencies.

Subsidiaries & Equity Investments

Subsidiaries & Equity Investments include equity investments in the banking book and subsidiaries, the most significant being:

+ Borgun hf., a payment acquirer and issuing processor.

« Allianz fsland hf., an agent for the German insurance company Allianz, and its holding company Hringur eignarhaldsfélag ehf.

» D1 ehf., a commercial real estate company which holds and manages a portfolio of properties for leasing, thereof 11 properties leased by the
Group.

Cost centres comprise Head Office, Human Resources, Legal, Risk Management, Finance, Operations & IT, Group Internal Audit, Compliance
and Business Development.

The accounting policies for the reportable segments are in line with the Group's accounting policies. The Group operates mainly in the
Icelandic market and no single customer generates 10% or more of the combined revenue of the Group.

On the following page is an overview showing the Group's performance with a breakdown by operating segments as well as reconciliation to
the Group's total profit before tax.
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Notes to the Consolidated Financial Statements

5. Cont'd
The year 2016
Operations Wealth Subsidiaries Cost
Retail Corporate Manage- & Equity Centres &

Banking Banking Markets ment  Treasury Investments Eliminations Total
Net interest income ...........cccccceeee. 18,176 7,114 838 604 4,662 748 (340) 31,802
Net fee and commission income ........ 4,758 523 1,494 2,015 (109) 5,017 25 13,723
Other operating income ..................... 123 39 291 2 209 8,279 (1,752) 7,191
Total operating income 23,057 7,676 2,623 2,621 4,762 14,044 (2,067) 52,716
Salaries and related expenses (3,988) (1,023) (1,011) (1997) (135) (2,158) (5,477) (14,789)
Other operating expenses .................. (13,099) (371) (226) (232) (249) (2,935) (5,220) (12,332)
Deposit guarantee fund and bank tax . (976) (6) (0) (69) (2,855) - (0) (13,906)
Net loan impairment .............cccccveee.. 682 (265) 0 0 - 318 - 735
Profit (loss) before cost allocation & tax 15,676 6,011 1,386 1,323 1,523 9,269 (12,764) 22,424
Net segment revenue from

external customers ...........c.ccceeeeeee. 20,164 17,257 3,275 529 (1,606) 14,813 (1,716) 52,716
Net segment revenue from
other segments .........c.ccoecvevciinininens 2,893 (9,581) (652) 2,092 6,368 (769) (351) 0

Depreciation and amortisation ........... (326) (54) - (3) (0) (940) (749) (2,072)
At 31 December 2016
Loans to customers ...........ccccceeeeeennn. 409,855 272,282 227 0 0 6,460 (984) 687,840
Other assets .......cccccevvireeiicneenecene, 4,663 190 16,255 2,803 289,434 62,940 (16,571) 359,714
Total segment assets 414,518 272,472 16,482 2,803 289,434 69,400 (17,555) 1,047,554
Desposits from customers ................. 439,632 1,783 9 34,692 122,655 6 (4,590) 594,187
Other liabilities ..........ccoeveiiiinenens 10,079 1,522 1,549 1,542 232,477 39,599 (12,326) 274,442
Total segment liabilities 449,711 3,305 1,558 36,234 355,132 39,605 (16,916) 868,629
Allocated equity 44,964 41,603 1,677 3,444 78,747 13,172 (4,682) 178,925

The individual segment balance sheet positions are with external customers, and exclude internal transactions thus explaining the differences
in total assets and total liabilities and equity.
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Notes to the Consolidated Financial Statements

5. Cont'd
The year 2015
Operations Wealth Subsidiaries Cost
Retail Corporate Manage- & Equity Centres &

Banking Banking Markets ment  Treasury Investments Eliminations Total
Net interest income ..........ccccceeeveens 16,279 6,682 1,066 639 3,579 142 (377) 28,010
Net fee and commission income ........ 4,156 495 1,520 2,208 (146) 4,932 5 13,170
Other operating income ..................... 41 18 415 314 (1,505) 4,690 (480) 3,493
Total operating income 20,476 7,195 3,002 3,161 1,928 9,764 (853) 44,673
Salaries and related expenses (3,713) (961) (892) (1992) (117) (1,763) (5,454) (13,891)
Other operating expenses .................. (2,065) (276) (149) (205) (188) (1,926) (5,060) (9,869)
Deposit guarantee fund and bank tax . (968) (20) (0) (62) (2,894) (0) - (3,945)
Net loan impairment .............cccccveen. 2,936 4,594 (0) 187 - 560 (142) 8,135
Profit (loss) before cost allocation & tax 16,666 10,532 1,960 2,090 (1,271) 6,635 (11,509) 25,103
Net segment revenue from

external customers ............cccccennnnnns 19,086 16,276 3,419 1,085 (5,368) 10,611 (435) 44,673
Net segment revenue from
other segments .........cccocceeeiieeeneenns 1,390 (9,081) (417) 2,076 7,297 (848) (417) 0

Depreciation and amortisation ........... (185) (9) (1) (3) (0) (188) (420) (808)
At 31 December 2015
Loans to customers .............cccceeneenns 393,712 268,577 152 0 (0) 5,450 (2,180) 665,711
Other assets ........cccceeevereeiicncnnien. 4,149 589 11,680 4,124 308,166 68,683 (17,334) 380,057
Total segment assets 397,861 269,166 11,833 4,124 308,166 74,133 (19,514) 1,045,769
Desposits from customers ................. 401,049 7,511 7 42,368 146,162 82 (3,934) 593,245
Other liabilities ..........ccccevvvenineinens 13,180 1,747 5,057 1,741 201,046 41,315 (13,790) 250,297
Total segment liabilities 414,229 9,258 5,064 44,109 347,208 41,398 (17,724) 843,542
Allocated equity 42,924 39,577 2,898 3,130 101,749 19,046 (7,097) 202,227
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Quarterly statements

6. Operations by quarters:

2016 Q4* Q3* Q2* Q1* Total
Net interest iINCOME ... 8,149 7,758 8,356 7,539 31,802
Net fee and commission income . 3,831 3,233 3,515 3,144 13,723
Net financial income** ....... 37 (607) 6,062 604 6,096
Net foreign exchange gain . 77 49 305 12 443
Other operating income ........... (17) 45 473 151 652
Salaries and related expenses . (4,061) (13,092) (3,697) (3,939) (14,789)
Other operating eXpenses ..........cccceevieeiiiiiiciic e (3,331) (2,521) (13,902) (2,578) (12,332)
Contribution to the Depositors' and Investors' Guarantee Fund . (252) (283) (267) (261) (1,063)
Bank taxX .......cccccuee. (691) (745) (716) (691) (2,843)
Net loan impairment 484 (118) 689 (320) 735
Profit before tax ....... 4,226 3,719 10,818 3,661 22,424
INCOME tAX EXPENSE .ottt e e e e e e naeee e (1,353) (1,266) (1,720) (866) (5,205)
Profit for the period from continuing operations ............cc.cccovviiienieeennen. 2,873 2,453 9,098 2,795 17,219
Profit from discontinued operations, net of income tax ..........cc.cccccvceeenne 1,730 85 409 715 2,939
Profit for the period 4,603 2,538 9,507 3,510 20,158
2015 Q4* Q3* Q2* Q1* Total
Net interest INCOME ... 7,003 7,457 7,359 6,191 28,010
Net fee and commission income . 3,235 3,512 3,518 2,905 13,170
Net financial income .................... 1,455 387 275 1,764 3,881
Net foreign exchange (loss) .. (137) (1,072) (141) (140) (1,490)
Other operating income ........... 403 158 252 289 1,102
Salaries and related expenses .... (3,670) (3,340) (3,421) (3,460) (13,891)
Other operating eXpenSses ..........cccoeecieeeiieiiiiee e (2,848) (1,970) (2,688) (2,363) (9,869)
Contribution to the Depositors' and Investors' Guarantee Fund .... (270) (263) (265) (269) (1,067)
BaNnK £8X ..o (818) (732) (710) (618) (2,878)
Net loan impairment .... 409 3,418 1,977 2,331 8,135
Profit before tax .......... 4,762 7,555 6,156 6,630 25,103
INCOME tAX EXPENSE ..ttt e e e e e e eereeee e (1,147) (1,784) (1,524) (1,396) (5,851)
Profit for the period from continuing operations ...........cccccccoviiiiiiieninen. 3,615 5,771 4,632 5,234 19,252
Profit from discontinued operations, net of income tax 274 128 762 162 1,326
Profit for the period 3,889 5,899 5,394 5,396 20,578

* The half-year results were reviewed by the Group's auditor. The quarterly statements and the split between quarters were not reviewed or
audited by the Group's auditor.

**For further information see Note 13.
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Financial assets and liabilities

7. The following table shows the classification of financial assets and financial liabilities:

At 31 December 2016 Held Held Designated Liabilities at Total
for for at fair value Loans & Available amortised carrying
Notes trading hedging through P&L receivables for sale cost amount
Cash and balances with Central Bank ........ 28 - - - 275,453 - - 275,453
Loans and receivables
Loans to credit institutions ................c....... 30 - - - 17,645 - - 17,645
Loans to customers .........cccoooevvvvvvieenieeennns 31-32 - - - 687,840 - - 687,840
Loans and receivables - - - 980,938 - - 980,938
Bonds and debt instruments
Listed .oveeeeeeeee e 28,448 - 635 - - - 29,083
Unlisted .....oooveieiiiee s - - 2,173 - - - 2,173
Bonds and debt instruments 28,448 - 2,808 - - - 31,256
Shares and equity instruments
Listed ..o 6,333 - 1,737 - - - 8,070
Unlisted ......oooeiiiiee s - - 1,717 - 839 - 2,556
Shares and equity instruments 6,333 - 3,454 - 839 - 10,626
Derivatives ........ccccceeeiiiiiiieeeeeeeee s 29 1,953 - - - - - 1,953
Other financial assets .........cccccoeecvveveeeninnns - - - 6,293 - - 6,293
Total financial assets 36,734 - 6,262 987,231 839 - 1,031,066
Deposits from CB and credit institutions ..... 42 - - - - - 4,922 4,922
Deposits from customers ..........ccccvveeeennne 43-44 - - - - - 594,187 594,187
Derivative instruments and short positions . 29 4,413 385 - - - - 4,798
Debt issued and other borrowed funds ....... 46 - - - - - 212,468 212,468
Other financial liabilities .............cccccceeeeeeel - - - - - 36,005 36,005
Total financial liabilities 4,413 385 - - - 847,582 852,380
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7. Cont'd
At 31 December 2015 Held Held Designated Liabilities at Total
for for at fair value Loans & Available amortised carrying
Notes trading hedging through P&L receivables for sale cost amount
Cash and balances with Central Bank ........ 28 - - - 216,760 - - 216,760
Loans and receivables
Loans to credit institutions ................cc.ccou.e. 30 - - - 35,534 - - 35,534
Loans to customers .........ccccceeeviiiiieneeeninns 31-32 - - - 665,711 - - 665,711
Loans and receivables - - - 918,005 - - 918,005
Bonds and debt instruments
Listed .ooveeeiiieeee e 44,443 - 31,341 - - - 75,784
Unlisted .....ccovveeeiieee e - - 2,822 - - - 2,822
Bonds and debt instruments 44,443 - 34,163 - - - 78,606
Shares and equity instruments
Listed .eeeeeieeeee e 7,993 - 3,218 - - - 11,211
Unlisted ... - - 1,664 - 5,445 - 7,109
Shares and equity instruments 7,993 - 4,882 - 5,445 - 18,320
DerivatiVes ..........uueeeiiiiiiieeeeeeeeeee e 29 1,981 - - - - - 1,981
Other financial assets ...........ccccceeeeeeeievnnnnnn. - - - 5,535 - - 5,635
Total financial assets 54,417 - 39,045 923,540 5,445 - 1,022,447
Deposits from CB and credit institutions ..... 42 - - - - - 25,631 25,631
Deposits from customers ............cccceeeevnnnn 43-44 - - - - - 593,245 593,245
Derivative instruments and short positions . 29 6,981 - - - - - 6,981
Debt issued and other borrowed funds ....... 46 - - - - - 150,308 150,308
Subordinated [0ans ..........cc.oooovveiiiiieeeien. 47 - - - - - 19,517 19,517
Other financial liabilities ...............cccccuvvennnns - - - - - 26,642 26,642
Total financial liabilities 6,981 - - - - 815,343 822,324
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Fair value information for financial instruments

8. Financial instruments carried at fair value

The fair value of a financial instrument is the transaction price that would be received to sell an asset or paid to transfer a liability in an orderly
transaction between market participants at the measurement date. Where a market price is not readily available, the Group applies valuation
techniques based on estimates and assumptions that are consistent with that which market participants would use in setting a price for the
financial instrument. In some instances the Group uses approximation methods. These approximation methods are explained in more detail
below.

The table below shows financial instruments carried at fair value at 31 December 2016 categorised into three levels of fair value hierarchy that
reflect the type of inputs used in making the fair value measurements. The different levels have been defined as follows:

Level 1: Inputs that are quoted prices (unadjusted) in active markets for identical assets or liabilities that the Group can access at the
measurement date.

Level 2: Inputs other than the quoted prices included in Level 1 that are observable for the asset or liability, either directly (i.e. as prices) or
indirectly (i.e. derived from prices).

Level 3: Inputs that are unobservable, e.g. internal assumptions.

At 31 December 2016

Financial assets: Level 1 Level 2 Level 3 Total
Bonds and debt inStruments ... 26,243 3,141 1,872 31,256
Shares and equity iINSTIUMENES ........c.ouiiiiii e 7,965 589 2,072 10,626
Derivative INSITUMENTS .......vveiii ittt e e e e e e e e e s - 1,953 - 1,953
Total financial assets 34,208 5,683 3,944 43,835

Financial liabilities:

SOOIt POSIHIONS ... e e e e e e e e e e e e e s entreeeeeennes 475 - - 475
Derivative INSITUMENTES ........veiiiiieeeeeee e e e e e e et e e e e e e e e e et e aees - 4,323 - 4,323
Total financial liabilities 475 4,323 - 4,798

At 31 December 2015

Financial assets: Level 1 Level 2 Level 3 Total
Bonds and debt iNSIrUMENES .........ovveeiiieeeeee e e e 45,227 32,732 647 78,606
Shares and equity INSIIUMENTS ..........ooiiiiiiii e 11,348 1,527 5,445 18,320
Derivative INSITUMENTES ........ueiii et e e e e e e e e e e e e e ees - 1,981 - 1,981
Total financial assets 56,575 36,240 6,092 98,907

Financial liabilities:

ShOrt POSItIONS ...t e e e et e e e e s et re e e e e annns 3,771 302 - 4,073
Derivative INSITUMENTS ... et e e e e e eaas - 2,908 - 2,908
Total financial liabilities 3,771 3,210 - 6,981
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8. Cont'd

Reconciliation of financial instruments categorised into Level 3

Bonds and  Shares and

debt equity

instruments  instruments  Derivatives
Fair value at 1 JAnUAY 2016 ........cooiiiiiiiieiii ettt ettt ne e nnnee s 647 5,445 -
PUFCRASES ...ttt ettt ettt e et e e et e e kbt e e eat et e e abe e e e bt e e enbeeeaneeeanbeeeannneeannen 113 906 -
SAIES e bbbt bt et b e bt bt e et e nae e ans (265) (6,193) -
Net gain on financial instruments recognised in profit Or I0SS .........ccccoeciiiiiiiieniiee e 6 29 -
Net gain on financial instruments recognised in other comprehensive income ...............cccccocieeeen. - 702 -
Transfers fromM IBVEI 1 OF 2 ........ue ittt e et e e e e e e e e e aeeeeeaaeeeeaeaaaeaaaeaaaeeeassnsnnnnanns 1,371 1,183 -
Fair value at 31 December 2016 1,872 2,072 -

Bonds and  Shares and

debt equity

instruments instruments  Derivatives
Fairvalue at 1 January 2015 ... e e e 1,190 2,816 (93)
PUICRASES ...ttt et e e e e ettt e e e e ettt e e e e s e et e e e e e anteeeeeeeannneeeeeean - 689 -
S-SR - (1,315) -
Net (loss) gain on financial instruments recognised in profit or 0SS ..........ccccoviiiiiiiiiiiiiciceeee (543) 818 (2)
Net gain on financial instruments recognised in other comprehensive income ............cccccceeiiieennnenn. - 5,445 -
Transfers to level 1 or 2 - (13,008) 95
Fair value at 31 December 2015 647 5,445 -

The responsibility for the valuation at fair value of financial instruments lies with the relevant business units. Each quarter, the business units
present a valuation report to the Investment Committee for approval. The report and its assumptions are reviewed by Risk Management.

Where applicable, fair values are determined using quoted prices in active markets for identical assets and liabilities. In other cases, where
there is no active market, the fair value is estimated using valuation techniques such as net present value and discounted cash flow models;
comparison with similar instruments for which observable market data exists; net asset value (NAV) for investment fund units or expected
recovery for distressed bonds. These valuation techniques are based on various assumptions and inputs such as risk-free rate, expected
revenue growth and credit and liquidity spreads. In some cases, where significant inputs into these models are not observable, expert
judgement and estimation for these inputs are required.

Level 1 financial assets and financial liabilities contain actively traded bonds and equities that are listed either domestically or abroad.

Level 2 assets and liabilities contain illiquid bonds in the domestic markets, equities as well as derivatives. The Group classifies mutual fund
units as shares and equity instruments in Level 2 and estimates the fair value for these units based on NAV where the unit prices are not
readily available. For interest rate derivatives contracts such as interest rate swaps (IRS) and cross-currency interest rate swaps (CIRS) the
Group calculates the net present value of estimated future cash flows based on yield curves with key inputs such as interest swap rates and
forward-rate agreements (FRAs) rates. Foreign-currency forwards and foreign-currency swaps are valued using the FX spot rate adjusted for
forward pricing points that can be obtained from market sources. These products are classified as Level 2. Bond forwards and equity forwards
are also classified as Level 2 as they are valued using standard models with key inputs observed from stock prices, estimated dividend rates
and funding rates. In general bond options are classified as Level 2.

Level 3 assets contain primarily unlisted and illiquid equities and bonds. Unlisted equities are initially booked at their transaction price but are
revalued each quarter based on the models as described above. At year-end 2016, the Group's Level 3 equities amounted to ISK 2.072
million. In 2016 the Group obtained Series C preferred shares in Visa Inc. in relation to the sale of its shares in Visa Europe. The shares are
subject to selling restrictions for a period of up to 12 years and under certain conditions may have to be recalled. The shares are classified as
Level 3 for the valuation of the fair value, amounted to ISK 819 million at 31 December 2016.

The Group's Level 3 bonds amounted to ISK 1,872 million and were valued based on discounted expected recovery of the bond issuers'
assets. The expected recovery of these bonds ranges from 0% to 100% and is subject to uncertainty regarding various assumptions, such as
the outcome of legal disputes. An increase or decrease in the expected recovery would result in a similar change in the fair value. The majority
of the amount in Level 3 bonds is estimated by discounting cash flow where the yield is the contractual currency's base rate with a premium
that is decided by expert judgement on project risk and financing cost.
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9. Financial instruments not carried at fair value

Assets
Loans to customers, on the Group's statement of financial position, that are carried at amortised cost consist of two types:

1) Loans whose carrying amount is less than their claim value, due to either impairments or deep discount.
2) Loans whose carrying amount equals the claim value.

Loans in category 1) are specifically assessed for impairment on quarterly basis and therefore their carrying amount is considered a good
approximation of their fair value. Since measurement is partially based on internal models they are classified as Level 3.

The fair value of the loans in category 2) may differ from their carrying amount because the interest rate they carry may not reflect the interest
rate that similar new loans would carry. This difference stems from two sources:

a) Credit migration: The debtors may not have the same credit-worthiness they had when the loans' interest rates were last reset and the
collateralisation of the loan may have changed.
b) Fixed rate loans: The interest rate level used as a base for pricing fixed rate loans may have shifted.

The Group calculates the fair value of loans in category 2) by discounting from the carrying amount the resulting interest rate difference from
31 December 2016 to the loan's next interest reset or maturity, whichever comes first. Since the credit-worthiness is estimated using the
Group's internal models these assets are classified as Level 3.

For “Cash and balances with Central Bank”, “Loans to credit institutions” and “Other financial assets” the fair value is very well approximated
by the carrying amount since they are short term in nature. They are thus classified as Level 2.

Liabilities

The fair value of a financial liability with a demand feature, such as a demand deposit, is not less than the amount payable on demand,
discounted from the first date that the amount could be required to be paid. On the liabilities side most deposits are on demand or carry
floating interest rates and as such their carrying amount is considered a good approximation of their fair value. For longer term, fixed rate
deposits the Group calculates the fair value with a duration approach, using the difference in each liability's current interest rate from the rate
that a similar deposit would carry today. The fair value estimate of deposits does not take into account the effect of the Payment Service
Directive on interest reset dates. All deposits are classified as Level 2 based on the use of observable market interest rates to estimate the fair
value.

For the fair value of "Debt issued and other borrowed funds" the Group uses an observed market value where it is available. Issued bonds and
bills with quoted market prices are classified as Level 1. If there is no quoted market price the fair value of the debt is valued in the same
manner as deposits if it carries a fixed rate. If the debt carries a floating rate its fair value is estimated by comparing the margin with the
Group's current funding premium on similar debt. These liabilities are classified as Level 2. The Group estimates its funding premium based
on the interest margin on its issued papers including covered bonds, commercial papers as well as foreign currency denominated bonds.

Other financial liabilities mainly include unsettled securities transactions and liabilities to retailers for credit card provisions and are classified
as Level 2 since their value is not observable from active market prices. Due to the short-term nature of these liabilities their carrying amount
is considered a good approximation of their fair value.

The following tables show the fair value measurement and classification of the Group's assets and liabilities not carried at fair value. The
different levels are defined as before (see Note 8):

At 31 December 2016 Total fair Carrying
Level 1 Level 2 Level 3 value amount
Financial assets:
Cash and balances with Central Bank . - 275,453 - 275,453 275,453
Loans to credit inStitutions ............coooiiiiiiie e - 17,645 - 17,645 17,645
LOANS tO CUSIOMES .....vviiiiieeecciee e - - 690,660 690,660 687,840
Other fiNaNCial @SSELS .......cooiiieiiee e - 6,293 - 6,293 6,293
Total financial assets - 299,391 690,660 990,051 987,231
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9. Cont'd
At 31 December 2016 Total fair Carrying
Level 1 Level 2 Level 3 value amount
Financial liabilities:
Deposits from Central Bank and credit institutions ...............cccccoevvveee.n. - 4,922 - 4,922 4,922
Deposits from CUSTOMETS .........ceiiiiiiiiiiie e - 594,253 - 594,253 594,187
Debt issued and other borrowed funds .............ccccevveeeveeeeeeeeeeeieeeeeeeeeeenns 70,907 145,793 - 216,700 212,468
Other financial liabilities ............coviiiiiiiiiee e - 36,005 - 36,005 36,005
Total financial liabilities 70,907 780,973 - 851,880 847,582
At 31 December 2015 Total fair Carrying
Level 1 Level 2 Level 3 value amount
Financial assets:
Cash and balances with Central Bank .............cceeeiiiiiiiiiiieeieeeeeieeeeees - 216,760 - 216,760 216,760
Loans to credit institutions ..............ooooviiiii i - 35,534 - 35,534 35,534
LOANS 10 CUSTOMEIS .......uuiiiiiiiiiiiiiiiiieiiiiii e e e e e e e e e e e e e eeeeeeaeees - - 668,265 668,265 665,711
Other financial @SSEtS ......cocuvviiiiiiiie e - 5,534 - 5,534 5,534
Total financial assets - 257,828 668,265 926,093 923,539
Financial liabilities:
Deposits from Central Bank and credit institutions ..............cccccoevviieeen.n. - 25,631 - 25,631 25,631
Deposits from CUSIOMErS .........oeiiiiiiiiiiiie e - 593,402 - 593,402 593,245
Debt issued and other borrowed funds ............cooeeiiiiiiiiiee e, 59,294 91,149 - 150,443 150,308
Subordinated 10aNS .........cc.vviiiiiii e - 19,517 - 19,517 19,517
Other financial liabilities ................cooiiiiiiiiieic e - 26,642 - 26,642 26,642
Total financial liabilities 59,294 756,341 - 815,635 815,343

AMOUNTS ARE IN ISK MILLION

ISLANDSBANKI HF. | CONSOLIDATED FINANCIAL STATEMENTS 2016

28



Notes to the Consolidated Financial Statements

Offsetting financial assets and financial liabilities
10. Offsetting financial assets and financial liabilities

The tables below shows reconciliation to the net amounts of financial assets and financial liabilities, which are subject to offsetting, enforceable
master netting agreements and similar agreements.

a) Financial assets Amounts not set off but subject to master

Financial assets subject to netting arrangements and similar
netting arrangements agreements
Gross
recognised Balance
financial sheet  Financial
assets netting assets Net amount after
before with gross recognised Financial consideration of Assets outside the
balance recognised on the Recognised instruments potential effect of scope of offsetting Total assets
sheet financial balance financial ~ Cash collateral collateral netting disclosure recognised on the
At 31 December 2016 netting liabilities sheet, net liabilities received received arrangements requirements balance sheet
DErivatives ...........ocovrvreerreeeeen. 1,953 - 1953  (616) (402) (59) 876 - 1,953
At 31 December 2015
DENIVALIVES ... 1,981 - 1,981  (696) (31) (1 1,253 - 1,981
b) Financial liabilities Amounts not set off but subject to master
Financial liabilities subject to netting arrangements and similar
netting arrangements agreements
Gross
recognised Balance
financial sheet Financial
liabilities netting  liabilities Net amount after Liabilities outside
before with gross recognised Financial consideration of the scope of
balance recognised on the Recognised instruments potential effect of offsetting Total liabilities
sheet financial balance financial ~ Cash collateral collateral netting disclosure recognised on the
At 31 December 2016 netting assets sheet, net assets pledged pledged arrangements requirements balance sheet
Derivative instruments and
short positions .........cccevcvievennine 4,323 - 4,323 (616) (297) - 3,410 475 4,798
At 31 December 2015
Derivative instruments and
short positions .........ccceeevcieeeerinie 2,908 - 2,908 (696) - - 2,212 4,073 6,981
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Net interest income

11. Net interest income is specified as follows:

2016 2015
Interest income:
Cash and balances With Central BAnK ...........ccccoiiiiiiiiiiii e e e e e e e e e e e e eeeeaaaaaeaaaeaaaaaeaaaaaasaaasaens 11,507 7,394
Loans and receivables ................ 47,084 43,303
Financial assets held for trading ...........ccccceiiviieiiieeiiiecneee 99 980
Financial assets designated at fair value through profit or loss .... 1,672 1,558
OB @SSELS ... ettt e et e e et e e e e e ettt ee e e e abaeeee e e e aaaeeeeeeeataaaeaeeeaeteaaeeeaaareeeaeaaataeaeeeeeaanraeaaaenn 141 179
Total interest income 60,503 53,414
Interest expense:
Deposits from credit institutions and Central BankK .............ccooiiiiiiiiiiiii e (275) (517)
Deposits from customers ..........cccceeevieeenieeennnnn. (20,382) (18,240)
Borrowings ........ccccceeenien. (7,384) (5,427)
Subordinated loans ........ (627) (1,015)
Other financial liabilities .... (7) (147)
Other INTEreSt EXPENSE ........eeiiiie ettt e e e st e et e e e e e s e e e b e e s s e e e e e e e saneeesneeeesnneeeeanes (26) (58)
Total interest expense (28,701) (25,404)
Net interest income 31,802 28,010
Interest spread (as the ratio of net interest income to the average carrying amount of total assets) ...........ccccccee..... 3.1% 2.9%

Net fee and commission income
12. Net fee and commission income is specified as follows:

2016 2015
Fee and commission income:
ASSEE MANAGEMENT ...t e ettt e et ottt e e o4 ettt e e e e e st et e e e e e et e e e e et e e e e e e ne e s 1,757 1,778
Investment banking and DroKerage ... e s 1,987 2,132
PaymeEnt PrOCESSING .......ooiiiii ettt e et e e e e e e e e e e e e e e e e e e e s na e e s e e e nanneeaaee 14,705 13,664
[ =T IR T o e U= = g (=TSSP PPPRSR 1,449 1,498
Other fees and COMMISSIONS INCOMIE .........uuuuuuiiiiiiiiiiiiiie et e et e e e e e ee e e e e e eaeaaeeaaaeaaaaaaaaaaeaaaaeaeeeseeaassasanannnsnnssnnnsnnns 1,920 1,665
Total fee and commission income 21,818 20,737
Commission expenses:
(2] (e] (=T =T [= TSRO U PR URRTR PR (109) (121)
Clearing and SEHEMENT ..........oo et e e e e e s e s e e e e e e e e e e e e (7,963) (7,415)
Other COMMISSION EXPENSES ......vviiiuiiiiiiii ettt et et e et e e et e e e sae et e e te e e e b e e e s sr e e e abe e e e saneeaaneeesanneesbeeessnneeeaanee (23) (31)
Total commission expenses (8,095) (7,567)
Net fee and commission income 13,723 13,170
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Net financial income

13. Net financial income is specified as follows:

2016
Net gain on financial assets and liabilities held for trading ...........c.ccccoeiiiiiiiiennnen. 138
Net (loss) gain on financial assets designated at fair value through profit or loss ... (185)
Net (loss) on fair value hedges ..........ccccoeiieeiiiiiiiiie i, (43)
Net gain on financial assets classified as available for Sale ..o 6,186
Net financial income 6,096

2015

1,375
2,506

3,881

During the year 2015 the Group's shares in Visa Europe were classified as available for sale financial asset and remeasured to fair value with
changes in other comprehensive income to ISK 5,445 million. On 21 June 2016 the Group disposed of its interest in Visa Europe to Visa Inc.
and received a mixture of cash and non-cash consideration valued at ISK 6,186 million. The consideration was made up of up-front cash of
ISK 4,943 million, of Series C preferred stock in Visa Inc. of ISK 876 million and ISK 367 million deferred cash which will be paid on 21 June
2019. The preferred shares may be reduced by any final settlement of potential liabilities relating to ongoing inter charge related litigation
involving Visa Europe. At the completion of the sale of the shares in Visa Europe, an increase in value in 2016 of ISK 741 million was
recognised in other comprehensive income and the total of increase in value in 2015 and 2016 of ISK 6,186 million reclassified to profit and
loss. The preferred shares in Visa Inc. are classified as available for sale asset with estimated value of ISK 819 million as of 31 December

2016.

Net gain on financial assets and liabilities held for trading

14. Net gain on financial assets and liabilities held for trading is specified as follows:

2016 2015
Shares and related AEMVALIVES ...........oiuiiiiiii ettt e st e e sabe e e ebe e e e nnneeeanes (182) 487
Dividend income on shares held fOr trading ..........oooeii i et e e sae e e nnnes 90 105
Bonds and related deHVALIVES ............oi ittt et e et e e e ne e e e et e e e be e e e aneeesaeaeanneaaanes (62) 530
OhEr EIIVALIVES ... ..ottt ettt e ettt e e et e e s tee e ameeeeemeeeeanteeeenneeseee e nneeeanseaeanneeeasseeaanneaaanes 292 253
Net gain on financial assets and liabilities held for trading 138 1,375
Net (loss) gain on financial assets designated at fair value through profit or loss
15. Net (loss) gain on financial assets designated at fair value through profit or loss is specified as follows:
2016 2015
SRAIES ..ttt b h e h e b b £ bt e e bt bkt e e bt b e e b et et e bt e b e e een e e b e e nteeea (368) 2,324
20} T S 183 182
Net (loss) gain on financial assets designated at fair value through profit or loss (185) 2,506
Net (loss) on fair value hedges
16. Net (loss) on fair value hedges is specified as follows:
2016 2015
Clean fair value (loss) on interest rate swaps designated as hedging instruments .............cocccooviniiniiiiiiic i (335) -
Fair value gain on bonds issued by the Group attributable to interest rate risk ...........cccccceeiiiiiiieii e, 292 -
Net (loss) on fair value hedges (43) -
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Net foreign exchange gain (loss)

17. Net foreign exchange gain (loss) is specified as follows:

2016 2015
Assets:
Cash and balances With Central BanK ..............oooiiiiiiiiii ettt sbe e e saee e (303) (136)
Financial @ssets held fOr trading ............ooi ittt e st e e ettt e s e e e aba e e e sae e e e enbeeeaneeaeas (8,735) (4,315)
Financial assets designated at fair value through profit Or I0SS ..........coooiiiiiiii e (205) (24)
L0oaNS @Nd rECEIVADIES ... ..ot e et e e e e s e e e neneenes (23,759) (6,255)
OFNEI @SSELS ...ttt e e e e st e et e e e e et e e e e e e e e e s n e e e e e e e e an e e e e e e e s an e e e aeneeenaneeas (681) 113
Total assets (33,683) (10,617)
Liabilities:
Deposits .................. 14,461 4,705
Subordinated loans .............cccccceuvvnnnnnns 1,697 1,787
Debt issued and other borrowed funds .. 17,305 2,918
OFNET TIADIIIES .....veivieitie ettt ettt et e et e et eete e eaeeeaaeesseeeseessseeseesaseenseenseeensesnseenseesnnesnnaanseean 663 (283)
Total liabilities 34,126 9,127
Net foreign exchange gain (loss) 443 (11,490)
Other operating income
18. Other operating income is specified as follows:
2016 2015
Share of profit of associates net of income tax .. 48 63
Net (loss) in associates .........cccceeevvveeveeennnnns (170) -
Service level agreement fees ... 77 194
[ITo Lol A= g Lo I =TT PO P PP OTPROPPPOE 135 171
(2T =1 T g Too 441 TSP OPPRUPPRNE 58 285
Gain from Sale Of DUIIAINGS ... ..eiiieie ettt e e e e st e e et e e e bt e e eae e e e saseeeaneeeeanneeesnneeeanneeas 363 23
Other Net OPErating iNCOME .........ooiiiiiiiii ettt b ettt h e s bt e et e s bt et e e bt saeesateeteenaeesaneenne 141 366
Other operating income 652 1,102
Personnel and salaries
19. Salaries and related expenses are specified as follows:
2016 2015
SAIAMES ...eeueieeei ettt ettt ettt ettt et e e eteete e eat e e teete e ettt e te e bt e ehteaate e bt e ehteeateeateeeas e teeanseenbe e teeeseeenreeseeeseennteereen 11,821 10,868
Pension and SIMIIAr @XPENSES .........eiiiiiiiiiiiie ettt e et e e e ettt e e e e sttt e e e e aataeeeeeeeeantbeeeeeeessteeeeeeaanssseeeeesannsaeeeeens 1,682 1,585
Social security charges and financial activities taX™ .........ooiiiiiiiiiiie e 1,552 1,507
(@] (1Y ST 302 205
Capitalisation of internal staff costs in software development ............cooiiiiiiii e (568) (274)
Salaries and related expenses 14,789 13,891

*Financial activities tax calculated on salaries 5.5% (2015: 5.5%).

The Group made a provision of ISK 430 million (2015: ISK 378 million) for potential performance plan payments. In accordance with the FME

rules no. 700/2011, part of the payment is deferred for a minimum of 3 years. Salary related expenses are included in the amount.

The performance based salaries are based on FME rules no. 700/2011 on remuneration policy for financial undertakings. The rules reflect a
conservative framework for remuneration schemes within the financial sector. The remuneration policy shall not encourage unreasonable risk

taking, nor contravene the long-term interests of the undertaking and the stability of the financial system.
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20. The Group's total number of employees is as follows:
2016 2015

The Bank  The Group The Bank  The Group

Average number of employees
Positions at the end of the year

955 1,161 958 1,222
910 1,075 919 1,184

Average number of employees for the Group in 2016 includes 42 employees (2015: 108 employees) in disposal groups held for sale, whose
salaries are not included in the salaries and related expenses.

21. Total amount of compensation to the Board of Directors, the CEO and Management Board are specified as follows:

Salaries
2016 2015
Fridrik Sophusson, Chairman of the BOArd ...............cooiiiiiiiiiii e 9.3 9.0
Helga Valfells, Vice-Chairman of the BOard ..............ccooi i 6.7 6.2
Anna Thérdardottir, member of the BOard .............oeeiiiiiiiiiiii e 4.8 -
Audur Finnbogadottir, member of the BOArd ... s 4.4 -
Arni StefansSon, MEMDET Of the BOAIT ..........voveueeeeeee oot et et e ettt eee et e et e ee et e e e e e e eeeeeeees 4.4 -
Hallgrimur Snorrason, member of the BOArd ..............coooiiiiiiiiiiie e 4.4 -
Heidrin Jonsdottir, member of the BOAId ...............uuuiiiiiiiiiiiiiiiiieceeeeeee ettt 4.4 -
Marianne @kland, former Vice-Chairman of the BOard ...............oooviiiiiiiiiei e 2.3 6.6
Arni Tomasson, former Member of the BOAIM .............cccuieueieeieeeee et eee e et 21 6.2
Eva Cederbalk, former member of the BOArd ............cooiiiiiiiiiiiiiec et e e e e reee e e e 2.3 5.2
Gunnar Fjalar Helgason, former member of the Board . 1.6 1.2
Neil Graeme Brown, former member Of the BOAId ............oooiiiiiiiieiiie et e e e e e e e e 2.3 6.6
John E. Mack, former Vice-Chairman of the BOArd ...............eeiiiiiiiieeee et e e e e e aaaaes - 1.6
Théranna Jonsdottir, former member of the BOard ...............iiiiiiiiee e - 4.5
ARErNAte DOAIA MEIMDEIS ...t e e e e et e e et e e e aeeeeaeaaeeeaaeaeeeeaeeaeaaasaaassaassasssnsssnnssnnssnnssnnnsnsnnnennnes 1.6 0.2
Total 50.6 47.2

2016 2015

Performance Performance
based based
Salaries  payments* Salaries  payments*
Birna EinarsdOttir, CEO ..........iiiiiieeeeee e e e e e e e 491 9.1 43.7 7.2
8 Managing DIrECIOrS .........ooiiiiiii e e 232.3 39.8 221.3 291

*According to the FME rules on variable remuneration, the aggregate of variable remuneration including deferred payments shall not amount to
more than 25% of the annual salary of the person in question, exclusive of variable remuneration. Payment of at least 40% of the variable
remuneration shall be deferred for a minimum of three years. If the employee gives a notice of termination, the employee shall no longer be
entitled to the deferred payment. In 2015 a deferred payment was paid out for the first time, 40% remainder from 2011.

The employer's contribution to pension funds and other benefits for the Board, CEO and Management Board amounted to ISK 72.9 million in
2016 (2015: ISK 68.9 million). There were no share based payments in the years 2016 and 2015.
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Other operating expenses

22. Other operating expenses are specified as follows:

2016 2015
[Rd (01 (=YX (o) A T= TR =T=T Y (o= T 4,425 4117
Real estate and fixtures .............. 3,555 2,795
Depreciation and amortisation .... 2,072 808
Other admiNiIStrativVe EXPENSES ..........iiiiiiiiiiiee ettt e et e e e e e e e e e et ae e e e e e s sasaeaeeesasseeesanbeeaeeesassseeaeeassnnnees 2,280 2,149
Other operating expenses 12,332 9,869
Auditors' fees
23. Auditors' fees are specified as follows:
2016 2015
Audit Of the @NNUAI ACCOUNLS ........iiiiiiiiiiie et e e e st e e e e e e areeee e et b e eeaesssaseeeeeasssaaeeessnsaeeaeean 101 113
ReVIEW Of INtEFIM ACCOUNLS .......eiiiiii ettt et e e et e e e e s ab e e e e e e e taeeeeessasseeeeesnnntaeeaesennsseneeeas 22 29
(03 T T o7 Y O RU PR 17 43
Auditors' fees 140 185
Net loan impairment
24. Net loan impairment is specified as follows:
2016 2015
ST o =Tt 1ol o 0] o X= 114 0 0 =T | APPSRt (11,090) (3,567)
Collective impairment .... 310 383
Impairment reversal due to revised estimated future cash flOWS ............cccciiiiiiiiiiii i 1,515 11,319
Net loan impairment 735 8,135
Profit from discontinued operations
25. Profit from discontinued operations are specified as follows:
2016 2015
Net profit from sale of forecloSed MOMGAGES ......cceiiiiiiiiee e e e e e s et e e e e e nneeeeeeaas 748 646
Net share of profit from disposal groups held fOr SAIE ............eiiiiiiiiiiie e 1,599 653
Net profit from sale of subsidiaries anNd ASSOCIALES ........c..eeiiiiiiiiiiee e e e e e 592 27
Profit from discontinued operations, net of income tax 2,939 1,326
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Income taxes

26. Income tax is recognised based on applicable tax rates and tax laws, the income tax rate for legal entities in 2016 was 20% (2015: 20%).
Special financial activities tax is calculated as 6% of taxable profits exceeding ISK 1 billion in accordance with Act. no 165/2011 Financial
Activities Tax. The effective income tax rate in the Group's income statement for 2016 is 23.2% (2015: 23.3%).

Income tax recognised in the income statement is specified as follows:

2016 2015
[0y =T 00 = Q= o 1= T PSR SRRN 3,897 4,027
Special fINANCIal CHVITIES 18X .....eeeiiiiiiiiie et e et e e e e st e e e e e e e e e e nanneees 1,060 1,046
Difference in prior year's imposed and calculated iNCOME taX ............occiiiiiiiiii s 57 (34)
Origination and reversal of temporary differences due to deferred tax assets/liabilities 191 812
Total 5,205 5,851
The effective income tax rate is specified as follows:
2016 2015
Profit DEOrE taX .......eeii e 22,424 25,103
20% income tax calculated on the profit of the year ............ccoociiiiiini e 4,485 20.0% 5,021 20.0%
Special financial activities tax 1,060 4.7% 1,046 4.2%
Income Not SUBJECE 10 taX .........eoiiiiiiii (1,132) (5.0%) (820) (3.3%)
NoNn-deductable EXPENSES .........cooiiiiiiiii e 579 2.6% 565 2.2%
Other dIifferENCES ........oiiiii e 213 0.9% 39 0.2%
Income tax expense 5,205 23.2% 5,851 23.3%
The Banki is taxed jointly with its subsidiary [slandssjédir hf.
Earnings per share
27. Earnings per share are specified as follows:
Discontinued operations
Excluded Included
2016 2015 2016 2015

Net profit to the equity holders of the parent,
according to the consolidated income statement ............cccooiiiiiiiiieiie e 14,008 18,674 16,947 20,000
Weighted average number of outstanding shares for the period, million 10,000 10,000 10,000 10,000

Basic earnings per share 1.40 1.87 1.69 2.00

There were no instruments at the end of the year that could potentially dilute basic earnings per share (2015: none).

Cash and balances with Central Bank

28. Specification of cash and balances with Central Bank:
31.12.2016  31.12.2015

(7= 1] 1o T 2 - o o SRR 3,073 2,784
Balances with Central Bank other than mandatory reserve deposits .............cccoooiiiiiiiiiei e 26,526 15,458
LI e (=Y o To 1 (PSSP 198,661 183,539
Balances with Central Bank assets subject to special restrictions™ ... 34,532 -
Included in cash and cash equivalents 262,792 201,781
Mandatory reserve deposits With Central BanK ..............ccooo i 12,661 14,979
Cash and balances with Central Bank 275,453 216,760

*Offshore kréna assets and onshore kréna assets, as defined in Act no. 37/2016 and rules no. 490/2016.
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Derivative instruments and short positions

29. Derivative instruments and short positions are specified as follows:

At 31 December 2016

Notional Notional
values values
related to related to
Assets assets Liabilities liabilities
INEEIESt FAtE SWAPS ...eeiiiiiiiiiie et et e e e e e e e st e e s et e e e e e nnaneeae s 762 58,055 1,991 123,333
Cross currency interest rat€ SWaPS .......ccooiueiiieiiiiiiie e e s e et e e e nneaeee s 782 8,293 765 24,989
EQUILY FOWAIAS ...eiieiieiiie et ettt e et e e s e e sneeennneeennes 237 2,494 152 2,141
Foreign exchange fOrWards .............ooiiiiiiiiiiiiiee e 30 2,660 1,056 13,992
Foreign eXChange SWaPS .......c.uuiiiiiiiiii et 141 13,128 231 21,105
(220 T Lo IR (o7 0" z= 1o [T TR 1 400 26 3,610
Bond options - - 102 25,000
Derivatives 1,953 85,030 4,323 214,170
Short positions in listed DONAS .........ccueiiiiiiiiiie e - - 475 -
Total 1,953 85,030 4,798 214,170
At 31 December 2015 Notional Notional
values values
related to related to
Assets assets Liabilities liabilities
INEErESt rAate SWAPS ....eiiiiiiiiiie et e e e e e e et e e e e eanaeee s 533 13,687 1,435 37,340
Cross currency interest rat€ SWaPS .......cceeiueiiieiiiiiiie e e e e e e e s eeaeee s 1,138 26,212 148 10,209
EQUILY TOTWAIAS ... 56 1,283 588 3,003
Foreign exchange fOrWards .............ooiiiiiiii it 21 1,551 391 7,687
Foreign eXChange SWaPS ..........c.ooi i 82 9,918 236 17,034
Bond forwards . 151 3,015 14 920
1270 T oo} (1] o 1< SRR OUPUPPIRE - - 96 25,000
Derivatives 1,981 55,666 2,908 101,193
Short positions in listed DONAS ...........ooiiiiiiie e - - 4,073 -
Total 1,981 55,666 6,981 101,193

The Group uses derivatives to hedge currency exposure, interest rate risk in the banking book as well as inflation risk. The Group carries
relatively low indirect exposure due to margin trading with clients and the Group holds collaterals for possible losses. Other derivatives in the

Group held for trading or for other purposes are insignificant.

Short positions are in Icelandic government bonds and institutions with government guarantees. As a primary dealer the Group has access to
securities lending facilities provided by the Central Bank and the Housing Financing Fund. Majority of the securities lending facilities have a

maturity of less than a year.

The Group applies hedge accounting only with respect to certain euro denominated interest rate swaps, whereby the Group pays floating rate
interest and receives fixed rate interest. The interest rate swaps are hedging the exposure of changes in the fair value of certain fixed-rate euro
denominated bonds (see Note 46) arising from changes in interest rates. The Group started to apply hedge accounting in the course of the
fourth quarter 2016. The Group applies fair value hedge accounting to the hedging relationships. The total fair value of the interest rate swaps
at year-end 2016 was negative and amounted to ISK 385 million. Their total notional values at year-end 2016 amounted to ISK 59,565 million.
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Loans and receivables

30. Loans to credit institutions are specified as follows: 31.12.2016  31.12.2015
MoONEY MArKEL IOANS .........ooii e e st e e e 5,642 3,888
BANK @CCOUNES ...ttt oo oottt e e e o et bttt e o2 e e bttt e e s ettt e e e e b et e e e e e b ae e e e e e e nnnee 12,003 31,646
Loans to credit institutions 17,645 35,534

31. Loans to customers - impairment allowance per sector:
At 31 December 2016

Specific  Loans less
Gross  impairment  impairment
amount allowance allowance
Loans to customers:

INAIVIAUAIS ... e 288,455 (2,278) 286,177
COMMEICE ANA SEIVICES .....eiiuiiieiaiiieete ettt ettt et e e ab bt e e sttt it e e e e bt e e aba e e e nan e e et e e eaneeenanee s 99,010 (1,067) 97,943
CONSTIUCLION ...ttt bt a et e a et e st e ettt e e b et e e st e e nbs e e e nnneeenneeeas 29,644 (1,766) 27,878
=10 T=T (o | PSP PT PP SRR 7,216 - 7,216
FINANCIAI SEIVICES ...t 85 - 85
Industrial and tranSPOMTALION ...........iiiiiiiiiii e 67,391 (4,301) 63,090
INVESTMENT COMPANIES ..ottt et b et st ebe e ne e eaanes 15,289 (887) 14,402
Public sector and non-profit organiSations ...............coiiiiiiiiiiii e 12,848 (13) 12,835
REAI ESTALE ... e 100,751 (731) 100,020
SEA00M ...t e e 80,672 (429) 80,243
Loans to customers before collective impairment allowance 689,889
Collective impairment @llOWaNCE .............coiiiiiiiiiiie et (2,049)
Loans to customers 701,361 (11,472) 687,840

At 31 December 2015

Specific  Loans less
Gross  impairment  impairment
amount allowance allowance
Loans to customers:

LT 1Y T [N SRR UPRTRRN 276,053 (3,443) 272,610
COMMEICE ANA SEIVICES ... e ettt e e e e e e et 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 eeeeneaan s 90,956 (1,175) 89,781
(070 4153 (U Lo} (1] o IO 24,815 (1,802) 23,013
=10 1=T (o) OO OO PPN 3,737 - 3,737
FINANCIAI SEIVICES ...ttt ettt e e e et e e e e ettt e e e s aeee e e e ennneeeeeaans 105 - 105
Industrial and tranSPOrtation ... e 63,589 (2,863) 60,726
INVESTMENt COMPANIES ... e 21,643 (2,281) 19,362
Public sector and non-profit organisSations ...............ccciiiiiiiiiiiici e 13,878 - 13,878
REAIESIALE ... e e e 99,869 (775) 99,094
SBAF00M ...ttt ettt h e bttt ettt e s 86,938 (1,066) 85,872
Loans to customers before collective impairment allowance 668,178
Collective impairment @lIOWANCE .........ccuuiiiiiieiiieiie et e e e e tee e e e st eeeesenaeeeeeas (2,467)
Loans to customers 681,583 (13,405) 665,711
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32. Impairment

The following table shows the movement in the provision for impairment losses for loans:

Specific Collective
impairment  impairment

allowance allowance Total
At 1 January 2016 ... . 13,405 2,467 15,873
Amounts written-off ... (13,799) - (13,799)
Recoveries of amounts previously written-off .. 71 - 71
Charged to the income statement ................... 1,090 (310) 780
OBNET <.ttt ettt h e bbbttt st 65 (108) (43)
At 31 December 2016 11,472 2,049 13,521

Specific Collective
impairment  impairment

allowance allowance Total

N I =T o THE= Y 0 I PSSR 16,908 2,851 19,759
Amounts written-off ... (6,699) - (6,699)
Recoveries of amounts previously written-off .. 591 - 591
Principal credit adjustment ............. (461) - (461)
Charged to the income statement .. 3,567 (383) 3,184
(@] (=Y TSRO PRSP RSP (501) - (501)
At 31 December 2015 13,405 2,467 15,873

Investments in associates

33. Changes in investments in associates: 2016 2015
Investments in associates at the beginning of the Year ... 716 570
AdditionNs dUMNG the PEHOA ...ttt e bt e e et e st e e be e e s e e e sab e e e nate e e eneeeaanee 104 33
Sales Of SNArES IN @SSOCIALES ........eii ittt et e bt e st e s bt e e e e s e e e s e e e nate e e aaneeeas (248) -
SNAIE OF FESUILS ...ttt a e at e a bt e ekt e ekt e e ebe e e et e e e bb e e et et e e be e e snnneenanneennee 48 63
(DAY T [T g T 3 o= o SRS URPRN - 23
L] F= T4 1= | S TSP PO T P PP PP PPPPOP (170) -
(14 T= PO TSP U PP OUPP PPN - 27
Investments in associates 450 716

34. The Group's interest in its associates are as follows:

Location Ownership

31.12.2016  31.12.2015

Atorka Group hf., a holding company, Sudurlandsbraut 18, 108 Reykjavik ..............ccccooiiiiiiinnin. Iceland - 26.8%
Audkenni hf., an information security company, Borgartini 31, 105 Reykjavik ..........cccccevcincincnnnne. Iceland 23.8% 22.4%
B-Payment Szolgaltaté Zrt, an electronic payment processing company, H-1132 Budapest ............. Hungary 35.0% -
FAST GP ehf., a holding company, Katrinartini 2, 105 Reykjavik ............cccoveniiiniiiiiiiceciee Iceland 35.0% 35.0%
Reiknistofa bankanna hf., an IT service centre company, Katrinartini 2, 105 Reykjavik ................... Iceland 30.8% 30.8%
Summa Rekstrarfélag hf., an investment fund company, Tjarnargétu 4, 101 Reykjavik* .................. Iceland 25.0% -

*At year-end 2015 Summa Rekstrarfélag hf. was a subsidiary of the Bank.
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34. Contd
Summarised financial information in respect of the Group's associates is set out below:
31.12.2016  31.12.2015

TOMAl @SSEES ...ttt E et e et e e et et e et e e e nanns 5,021 5,172
TOAI HIADIIHIES ....eeeeetee ettt ekttt e bt e s e bt e ottt e bt e e sa bt e e et bt e eabe e e e bt e e snbeeenabneennee (2,690) (2,284)
A LT A= TS -Y £ 2,331 2,888
Group's share of net assets of associates 450 716

2016 2015
TOLAI FEVENUE ...ttt oottt e e a et oo e bt e e ea bt e e st e e s bt e eat et e ea bt e e ea b e e e sabe e e nateeeenteeennnee 5,015 4,605
Total profit (I0ss) Of aSSOCIAtES fOr the YEAI ..o e e e e s e e e e nneeeas 313 (613)

Investment in subsidiaries

35. Significant subsidiaries:
Location Ownership

31.12.2016  31.12.2015

Borgun hf., a payment acquirer and issuing processor, Armula 30, 108 Reykjavik ..........cc..c.co........ Iceland 63.5% 63.5%
{slandssjédir hf., an investment fund management company, Kirkjusandi 2, 105 Reykjavik .............. Iceland 100% 100%
IS Thréunarsjodurinn Langbrék, a professional investment fund, Kirkjusandi 2, 105 Reykjavik ...... Iceland 100% -
Hringur eignarhaldsfélag ehf., a holding company, Digranesvegi 1, 200 Képavogur ............c.cccce...... Iceland 100% 100%
Allianz [sland hf., an insurance agent, Digranesvegi 1, 200 KOPavogur ..............ccceveveveveeuerenneen. Iceland 100% 100%
D-1 ehf., a commercial real estate company, Kirkjusandi 2, 105 Reykjavik ..........ccccocccveeeeiiiiiinnennnn. Iceland 100% 100%

Other non-significant subsidiaries:
In addition islandsbanki has control over 18 other subsidiaries.

36. Non-controlling interests in subsidiaries

Borgun hf. is the only significant subsidiary of islandsbanki that has a material non-contolling interest (2016: 36.5%, 2015: 36.5%).

The following table summarises key information relevant to Borgun hf.:

2016 2015
(o T=T R EoI= 10 Lo I C=TeT= V7= o] =Y 4,272 4,329
(@1 Y=Y = TST 1= £ 33,922 31,411
LIBDIIIHIES ... bbbt b e e 27,469 25,206
Net assets 10,725 10,534
Carrying amount of non-controlling interests ... ———— 3,915 3,845
REVENUE ...t b e st sttt st e e e bt b e e 11,448 4,674
[ (1 ST OO TSP TP PSR O PO PSP P OURR PR PR 7,866 1,523
Other comprehensive income for the year, Net Of taX .........occuiiiiiiiii e (5,484) 5,445
Total comprehensive income 2,382 6,968
Profit allocated to non-controlling iNterests ... ——————————— 869 2,543
Cash flows from operating @CtiVItIES .............ooiiiiiiiiii e 3,498 1,490
Cash flows from iNVeStiNg @CHVItIES ..........coiiiiiiiiiii et 4,724 (574)
Cash flows from finaNCING @CHIVItIES .........oiiiuiiiiii e (2,187) (800)
Net increase in cash and cash equivalents 6,035 116

Borgun paid out ISK 2,187 million in dividends to its shareholders in the year 2016.
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Related party disclosures

37. Related party disclosures

islandsbanki is wholly owned by the Icelandic Government, directly and through ISB Holding ehf., which is also wholly owned by the lcelandic
Government. The shares are administered by the Icelandic State Financial Investments ("ISFI"). As a result, the Icelandic Government and the
Icelandic State Financial Investments, and the members of the Board of Directors of ISFI are defined as related parties of the Group. The
Group has applied the partial exemption for government-related entities as described in IAS 24 paragraphs 25-27.

The Board of Directors of the parent company, the key management personnel, close family members of individuals referred to herein and
legal entities controlled by them, are defined as related parties.

The Group's associates, and their key management personnel and legal entities controlled by them, are also defined as related parties.

Related party transactions

The Group's products and services are offered to the Icelandic Government and government-related entities in competition with other vendors
and under generally accepted commercial terms. In a similar manner, the Bank and other Group entities purchase products and services from
government-related entities at market price and otherwise under generally accepted commercial terms.

Cash and balances with the Central Bank are disclosed under Note 28 and Deposits from the Central Bank are disclosed under Note 42.

All loans to employees are provided on general business terms of the Group. The balances do not reflect collaterals held by the Group.

At 31 December 2016

Commitments

Balance with related parties: Assets  Liabilities Netbalance Guarantees and overdraft
Shareholders with control over the Group ............ccooceeeiiiiiniiieniieeneee - (101) (101) - 1
Board of Directors and key management personnel .............ccccoceeennnen. 335 (606) (271) - 72
Associated companies and other related parties ............ccccovceiniiiennnnn. 523 (1,065) (542) 1 227
Balance with related parties 858 (1,772) (914) 1 300
Interest Interest Other Other
Transactions with related parties: income expense income expense
Shareholders with control over the Group ..........eoeviiiiiiiee e - (4) - -
Board of Directors and key management personnel .... 33 (24) 4 -
Associated companies and other related parties ............cccovveeiiiiiiiiciie 34 (32) 8 -
Transactions with related parties 67 (60) 12 -
At 31 December 2015
Commitments
Balance with related parties: Assets  Liabilities Netbalance Guarantees and overdraft
Shareholders with control over the Group ...........cccooceeriiiniiieeciceceeee - (110) (110) - -
Board of Directors and key management personnel . 359 (563) (204) - 67
Associated companies and other related parties ...........ccccoeveeveeeiiines 533 (479) 54 - 228
Balance with related parties 892 (1,152) (260) - 295
Interest Interest Other Other
Transactions with related parties: income expense income expense
Shareholders with control over the Group ............cccocviiiiiicii e - (4) - -
Board of Directors and key management personnel .............ccccccoeiiieiiiineccie e, 22 (18) 3 -
Associated companies and other related parties ...........ccccocoiiiiii 37 (37) 43 -
Transactions with related parties 59 (59) 46 -

Impairment allowances of ISK -1 million (2015: ISK -1 million) were recognised during the year against balances outstanding with associated
companies. No share option programmes were operated during 2016. For related party remuneration see Note 21.
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Property and equipment

38. Property and equipment are specified as follows:

Fixtures,

At 31 December 2016 Land and equipment
buildings & vehicles Total

Historical cost
Balance at the beginning of the Year ... e 6,787 4,883 11,670
Additions dUMNG the YA .........ooo e 119 1,151 1,270
Disposals and write-offs during the Year ... (1,611) (1,174) (2,785)
Balance at 31.12.2016 5,295 4,860 10,155
Accumulated depreciation
Balance at the beginning Of the YEar .........ooiii i (1,539) (2,787) (4,326)
Depreciation dUuriNg the YA ..........coiiiiiiiii ettt e e (83) (591) (674)
Impairment during the YA ..........ooiiiiiii et (768) - (768)
Disposals and write-0ffs during the Year .............coiiiiiiiie e 1,134 690 1,824
Balance at 31.12.2016 (1,256) (2,688) (3,944)
Carrying amount at 31.12.2016 4,039 2,172 6,211
DEPreCiation FALES .......oiiiiiiiiiie ettt ettt 0-2% 8-33%
Official real estate value of buildings and 1aNd ...........oooiiiiiii e e et e e e e st e e e e e snnaeeeeeeannneeeeeeeannes 4,254
Insurance value of bUIldiNgS @S @t 3T.12.2016 ......cceeiiiiiieee et e ettt e e e et e e e e ettt e e e e e snaaae e e s e nnteeeeeeensbeeeeeeanntsaeeeeeasneeeeens 5,328
Insurance value of fixtures, equipment and vehicles as at 31.12.2016 ........ccuiiiieeiiiiiiee e e e e e e e e s snraeeeas 2,724

During the year a mould problem was discovered at the Bank's headquarters at Kirkjusandur. The future of the building has not been
determined. At the end of 2016, the Bank moved its headquarters to a new building in Képavogur. The relocation will be finalised in the first
half of 2017. Some of the fixtures at Kirkjusandur had to be disposed of.

Fixtures,

At 31 December 2015 Land and equipment
buildings & vehicles Total

Historical cost
Balance at the beginning Of the YEar ..........oouii i 6,753 4,533 11,286
Additions AUING the YEAI .......oooiiiiii e et 169 574 743
Disposals and write-0ffs during the YEar .............coooiiiiiiie e (135) (224) (359)
Balance at 31.12.2015 6,787 4,883 11,670
Accumulated depreciation
Balance at the beginning Of the Year ... e (1,440) (2,444) (3,884)
Depreciation during the YA ..........coouiiiiiiii e (109) (507) (616)
Disposals and write-offs during the Year ..o e 10 164 174
Balance at 31.12.2015 (1,539) (2,787) (4,326)
Carrying amount at 31.12.2015 5,248 2,096 7,344
Depreciation Faes ..........oo e e e 0-2% 8-33%
Official real estate value of bUIldings @nd 1aNM ... et e et e e s e e snneeeaee 4,076
Insurance value of buildings as at 31.12.2015 ... et e e et e e e e nneas 5,929
Insurance value of fixtures, equipment and vehicles as at 31.12.2015 .. .. oo e 2,261
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Intangible assets
39. Intangible assets are specified as follows:

At 31 December 2016 Purchased  Developed
software software Total

Historical cost

Balance at the beginning Of the YEaI ........c..ei i e e 1,514 476 1,990
Additions during the year and internal development .. 195 1,298 1,493
Disposals dUriNG the YEAI ......cc.uiiiiiiiiii ettt e e san e aee e (111) - (111)
Balance at 31.12.2016 1,598 1,774 3,372
Accumulated amortisation
Balance at the beginning of the YEar .........c.cooi i (458) (201) (659)
Amortisation during the YEar ............o e (120) - (120)
Disposals during the YEar ...........oo e e 79 - 79
Balance at 31.12.2016 (499) (201) (700)
Carrying amount at 31.12.2016 1,099 1,573 2,672
AMOTEISALION FALES .......eiiiiiiii i e e 25% 10-25%
At 31 December 2015 Purchased  Developed

software software Total
Historical cost
Balance at the beginning 0f the Year .............oo e 940 202 1,142
Additions during the year and internal development ..o 574 274 848
Balance at 31.12.2015 1,514 476 1,990
Accumulated amortisation
Balance at the beginning Of the YEar ..........c.oi i (340) (183) (523)
Amortisation during the year (118) (18) (136)
Balance at 31.12.2015 (458) (201) (659)
Carrying amount at 31.12.2015 1,056 275 1,331
AMOTEISALION FALES ...ttt e e e e 25% 25%

Other assets
31.12.2016  31.12.2015
40. Other assets are specified as follows:

(R UEYe =1 V7=] o] 1= PR 5,090 4,166
Unsettled securities transactions .... 652 1,279
ACCIUAlS ....eevveeeiiiiiiee e 749 616
Prepaid expenses .... 300 265
Deferred tax assets .. 4 21
Other assets ............ 269 327
Other assets 7,064 6,674
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Non-current assets and disposal groups held for sale

41. Specification of non-current assets and disposal groups held for sale:
31.12.2016  31.12.2015
REPOSSESSEA COIALETAI ......ceiiiiiiiiie ettt e e et e e e e st a et e e e e s saasaeeeessansseeeaansbaeeaeeeanssaeeeeeansnnneaeeeanns 3,348 5,471
Assets of disposal groups classified as held for sale 3,036 7,321

Total 6,384 12,792

Repossessed collateral:
31.12.2016  31.12.2015

(=g Lo I oo o doT oT=T VPO PPPPPN 3,319 5,427
Industrial eqUIPMENt @NA VENICIES ........couiiiiiee ettt e et e e s et e e e e sabaae e e e e sannaeeeessnnrees 29 44
Total 3,348 5,471

At year end the Group classified the assets and liabilities of the following subsidiaries as assets and liabilities of disposal groups held for sale:
Fastengi ehf. (100%), IG Invest ehf. (71.1%), LT I6dir ehf. (100%), Geysir Green Investment Fund slhf. (100%), iSB fasteignir ehf. (100%) and
Fergin ehf. (80%).

The income tax expense for discontinued operation amounted to ISK 286 million in the year 2016.

Assets of disposal groups classified as held for sale:
31.12.2016  31.12.2015

Cash ..cooeeviiieiiees 1,545 592
Equity instruments ... 775 775
Receivables .......... 36 1,378
Property and land . 633 2,044
(O] 1T 11 T=Y SRR 47 2,532
Total 3,036 7,321
Liabilities associated with assets and disposal groups classified as held for sale:

[ =)= 1 1 1= PSR PRRRN 52 77
Tax liabilities .. 269 325
Borrowings .... - 2,299
Other liabilities 4 124
Total 325 2,825

At the end of June 2016 the Group sold 80% of its shareholding in Frumherji hf. In October 2016 the Group sold 100% of its shareholding in
Grahella ehf. The entities were classified as disposal groups held for sale.
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Deposits from Central Bank and credit institutions

31.12.2016  31.12.2015
42. Deposits from Central Bank and credit institutions are specified as follows:
Repurchase agreements with Central BanK ............ccoiiiiiiiiiiiiii ettt 70 97
Deposits from credit INSHEULIONS ...........oi ittt e et e e s e e snn e e eneeeeaneeeeeneeas 4,852 25,534
Deposits from Central Bank and credit institutions 4,922 25,631
Deposits from customers
31.12.2016  31.12.2015
43. Deposits from customers are specified by type as follows:
[ =T g g E= T o e 1= o L] £ PSRRI 501,045 485,128
LI LTS [T o0 €SS PERRR 93,142 108,117
Deposits from customers 594,187 593,245
Demand deposits include deposits with maturity of up to 3 months.
44. Deposits from customers are specified by owners as follows:
31.12.2016 31.12.2015
Amount % of total Amount % of total
Central government and state-owned enterprises..........cccocoeveiiiiiinii e 10,264 2% 9,274 2%
LU TTor oY= 1= PSSP 5,277 1% 4,598 1%
(707291 0 X= 0 1= PSSR 335,766 56% 364,651 61%
[T 1Y T T =T SRS 242,880 41% 214,722 36%
Deposits from customers 594,187 100% 593,245 100%
Pledged assets
31.12.2016  31.12.2015
45. Pledged assets against liabilities:
Financial assets which have been pledged as collateral against liabilities ...........ccccceeiiiiiiii s 119,277 108,265
Financial assets which have been pledged as collateral in foreign banks ...........cccceeiviiiiiee e 457 578
Pledged assets against liabilities 119,734 108,843

The Group has pledged assetes against the issuance of covered bonds under Icelandic law, with maturities of up to 10 years, which are mainly
pledged on a pool of consumer mortgage loans. The underlying cover pool must withstand a weekly stress test with regards to interest rates
and exchange rates. The Group also pledged a pool of consumer mortgage loans as collateral for an asset-backed bond originally issued to

the Central Bank.

The Group has also pledged cash in foreign banks and financial institutions, mainly as collateral for trades under ISDA agreements to hedge
market risk. The comparative number in the line item "Financial assets which have been pledged as collateral against liabilities" at 31.12.2015
has been increased by ISK 400 million for comparison with 2016 to take into consideration a pledged cash account for the covered bonds.
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Debt issued and other borrowed funds

46. Specification of debt issued and other borrowed funds: 31.12.2016  31.12.2015
Issued Maturity Maturity type Terms of interest
Covered bond in ISK ........cccooiiiiiiiiiiieeee, 2013-2014 2016 At maturity Fixed, 6.2523% - 2,852
Covered bond in ISK ............ccoooieiiiiiiiin, 2014-2016 2019 At maturity Fixed, 6.9299% 8,024 4,158
Covered bond in ISK ........ccoooiiiiiiiiiiieeeee, 2015 2023 At maturity Fixed 6.40% 7,467 5,559
Covered bond in ISK - CPI-linked ............... 2011 2016 At maturity Fixed, CPI-linked, 3.50% - 4,421
Covered bond in ISK - CPI-linked 2012-2014 2019 At maturity Fixed, CPI-linked, 2.84% 8,528 8,362
Covered bond in ISK - CPI-linked . 2014-2015 2020 At maturity Fixed, CPI-linked, 3.4699% 4,049 3,968
Covered bond in ISK - CPI-linked 2015-2016 2022 At maturity Fixed, CPI-linked, 2.98% 5,461 2,836
Covered bond in ISK - CPI-linked ............... 2012-2015 2024 At maturity Fixed, CPI-linked, 3.45% 11,317 11,113
Covered bond in ISK - CPI-linked ............... 2015-2016 2026 At maturity Fixed, CPI-linked, 3.372% 19,379 6,408
Covered bonds 64,225 49,677
Senior unsecured bond in SEK ................... 2013-2014 2017 At maturity Floating, STIBOR + 4.00% 9,971 12,359
Senior unsecured bond in EUR .................. 2014 2016 At maturity Fixed, 3.00% - 7,449
Senior unsecured bond in EUR* ................. 2016 2020 At maturity Fixed, 1.75% 61,125 -
Senior unsecured bond in SEK ................... 2015 2019 At maturity Floating, STIBOR + 3.10% 7,493 9,280
Senior unsecured bond in EUR .................. 2015-2016 2018 At maturity Fixed, 2.875% 36,140 32,018
Senior unsecured bond in NOK ... 2015 2018 At maturity Floating, NIBOR + 2.60% 6,566 7,365
Senior unsecured bond in USD .................. 2016 2017 At maturity Floating, LIBOR + 1.70% 3,963 -
Bonds issued 125,258 68,471
Loans from Credit INSTEULIONS .........ooiiiiieeeee et e et e e e e e e e e e e e e e e e e e e e e e e e eeeaaaans 14,773 2
Central Bank SecUred DONA iN ISK ...t e e e e e e e e e e e e e e e e e e eaaeaees - 19,732
=1 =TT U =Y TSRS 5,755 9,992
(@)1= oo (] o A Y= To ] 111 SRUPRRRRRIN 2,457 2,434
Other loans / bills 22,985 32,160
Debt issued and other borrowed funds 212,468 150,308

*The Group applies hedge accounting to this bond issuance and uses certain euro denominated interest rate swaps as hedging instruments
(see Note 29). The interest rate swaps are hedging the exposure of the Group's changes in the fair value of this fixed-rate euro denominated
bond arising from changes in interest rates. The Group started to apply hedge accounting in the course of the fourth quarter 2016. The Group
applies fair value hedge accounting to the hedging relationships. The total carrying amount of the bond issuance is ISK 61,125 million and
included in the amount are fair value changes amounted to ISK 292 million (see Note 16).

islandsbanki did not repurchase own senior or covered bonds during the period.

The covered bond amounts do not contain the bonds reserved for securities lending.

Subordinated loans

47. Specification of subordinated loans:

Book value  Book value
Issued Currency 31.12.2016  31.12.2015

Loans which qualify as Tier 2 capital:
Subordinated 10ans - UNISTE ..........oouiiiiiiii e 2009 EUR - 19,517

Subordinated loans - 19,517

Within subordinated loans was a Tier 2 bond of EUR 138 million, which was paid up in the third quarter of 2016.

In 2016 the interest rate was 4.714% (2015: 4.96%).
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Tax assets and tax liabilities

48. Tax in the balance sheet: 31.12.2016 31.12.2015
Assets Liabilities Assets Liabilities
(0100 7= OO - 7,986 - 8,045
Deferred tax 4 487 21 313
Tax in the balance sheet 4 8,473 21 8,358

49. Changes in the deferred tax assets and the tax liabilities during the year were as follows:
Assets Liabilities
Deferred tax assets and tax liabilities 1.1.2015 ........coiiiiiii e e 521 2
Transferred deferred tax liabilities to deferred tax assets 1.1.2015 ........cooiiiiiiiiic i (507) (507)
Calculated INCOME taX FOr 2015 .......oi ittt et e s e e e st e e e b e e sabe e e st e e abeeeannee (401) 4,456
INCOME taX PAYADIE N 2016 ... ..ottt e h e e e h e et eh bt et e et e e n e e e b e 408 (3,753)
Prior year inCome taxX adjUSTMENT ..........uiiiiiee et e e et e e e et e e e e et e e e e e e e e e et e e e e e annraeeeaenn - 115
Deferred tax assets and tax liabilities 31.12.2015 21 313
Transferred deferred tax assets to deferred tax liabilities 1.1.2016 ..........c.cociiiiiiiiiiieie e (22) (22)
Calculated iINCOME taX fOr 2016 ...........iiiiiiiei ettt ettt ettt e e s b e e s ae e s ae e e b e e reeeee s (22) 4,264
Income tax payable iN 2017 ... ... e s e s 27 (4,049)
Prior year income tax adjustment ........ ... e e - (19)
Deferred tax assets and tax liabilities 31.12.2016 4 487

50. Movements in temporary differences during the year were as follows:
Balance at 31 December

2016 Net Recognised
balance at in profit or Deferred Deferred
1 January (loss) Net tax assets tax liabilities
Property and equipment ... (197) 50 (147) - (147)
Assets and liabilities denominated in foreign currency .............ccccoeceeene (218) 35 (183) - (183)
Other intangible assets ... (81) (94) (175) - (175)
Deferred foreign exchange difference ...........c..cccoiiiiiiiniies 205 (182) 23 23 -
Tax [0ss carry Forwards ...........coceeiiiiiiiie e (1) - (1) - (1)
(292) (191) (483) 23 (506)

Set-off of deferred tax assets together

with liabilities of the same taxable entities ............c.ccccovieiiiiiennn. (19) 19
Tax assets (liabilities) (292) (191) (483) 4 (487)

Balance at 31 December

2015 Net Recognised
balance at in profit or Deferred Deferred
1 January (loss) Net tax assets tax liabilities
Property and equipment ... ... (204) 7 (197) 19 (216)
Assets and liabilities denominated in foreign currency ...............c........... (187) (31) (218) - (218)
Other intangible assets ... 693 (774) (81) - (81)
Deferred foreign exchange difference ............c.cccoiiiiiiiiiis 217 (12) 205 205 -
Tax [0ss carry Forwards ...........cocciiiiiiiiiie e - (1) (1) - (1)
519 (811) (292) 224 (516)

Set-off of deferred tax assets together

with liabilities of the same taxable entities .............ccccccvieiiiiiiens (203) 203
Tax assets (liabilities) 519 (811) (292) 21 (313)
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Other liabilities

51. Specification of other liabilities:
31.12.2016  31.12.2015

AACCTUAIS ...ttt etttk e bttt e et e ettt ookt e e bt e oo s et e ee b et e ea e et e et e R bt e e eha e e e he et e nne e ntn e e rneeenee 4,219 3,632
Liabilities to retailers for Credit Cards ...........ooii i e 25,494 23,869
Provision for effects of COUM rUIINGS™ ........eii i e e et e e e e st e e e e e st eeeeeanaeneeeeenes 1,344 1,665
Provision for estimated losses from guarantees and others™ ..............cooii i 86 207
A1V g o1 o [T g o i ¢ DS URR 7,165 2,072
Unsettled securities tranSaCioNS ..............uuiuiiiiiiiiiiieeee et e e e e e e e e e e e e s e e e e e e a————a————— 1,551 1,698
[ = =T (=T IR T g Vo] o = SR SPUURR 190 130
ST T [V =T o111 T USSR 3,407 3,404
Other liabilities 43,456 36,677
Provision
for estimated
Provision: Provision  losses from
for effects of  guarantees
court rulings* and others** Total
N I =T o TU = 2 0 b PSSR 1,665 207 1,872
New provision and reversed provision during the year ... (321) (121) (442)
At 31 December 2016 1,344 86 1,430
Equity

52. Share capital

Authorised share capital of the Group is 10,000 million ordinary shares of ISK 1 each. At 31.12.2016 paid up share capital totalled ISK 65,000
million which is the total stated share capital of the Group. The Group has one class of ordinary shares which carry no right to fixed income.

In June 2016 the Icelandic Parliament approved amendments to the Act on Annual Accounts no. 3/2006 including new requirements on equity
reserves that may affect future dividend payments. For further information see Note 86.19.

Total share capital: 31.12.2016  31.12.2015
Ordinary Share CapItal .......... ..o et e e e e s e e e e e e s e e e eae e e s sae e e snee e snneaenee 10,000 10,000
Share premium 55,000 55,000
Total share capital 65,000 65,000
53. Other reserves are specified as follows:
Other

reserves
(O] L= Y=Y Y o R T A e 0 O S SPSPRON 2,535
L= 0TS =L To I L33 =T =Y o o T SR SOPPSPRN 9
Other reserves as at 31.12.2015 2,544
Translation AIffErENCES ...ttt e et et e et e e sh e e e s e e e s as e e e e aee e e e e e e e s r e e s ateeeeaneeesnneennnnenane (52)
Restricted due to capitalised developmeENnt COST ...........oii it 1,302
Restricted due to fair Value ChANGES ..........cooiiiiii e e e e et e e s e e e sae e e s eae e e s e e ene e e nee s 113
Restricted due to subsidiaries and associated COMPANIES ...........ccciiiiiiiiiiie et ae e e 257
Other reserves as at 31.12.2016 4,164
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Operating lease commitments

54. Future non-cancellable minimum operating lease payments, where the Group is the lessee, are due as follows:
31.12.2016  31.12.2015

Up to 1 year .. 529 240
T=B WIS .ttt e oL e et E et e E e e e ea b et e e bt e Re e e e hr e e et e e e ehe e e e ean e e e ar e e e annee e 2,002 661
Later tNAN 5 YEAIS ... .ottt et e e et e e e et e e e neneas 4,123 391
Operating lease commitments 6,654 1,292

The Group leases a few branch and office premises under operating leases. The typical lease period is 5-20 years with a continuation clause.
In some leases the rent is based on the consumer price index and changes accordingly.

At the end of 2016 the Bank moved its headquarters to a new building in Kdpavogur, this results in an increase in operating lease
commitments. The relocation will be finalised in the first half of 2017.

Custody assets

55. Custody assets:
31.12.2016  31.12.2015

[ o0 V= 177=Y £ PR PRI 1,216,155 665,046

Custody assets are under custody, but not managed by the Group.

Contingencies

56. Contingencies
Provisions
Foreign currency-linked loan contracts

The few remaining foreign currency-linked loan contracts court cases concern minor deviations in contract terms from those previously found
to be legal contracts. The District Courts have ruled in favour of the Group in the majority of these cases. The Supreme Court is expected to
rule on most of them during the next 12 to 16 months. However, as some of the cases involve more or less similar contracts, a precedent
could result in other cases being settled out of court. The most recent favourable Supreme Court ruling (14 April 2016), involved by far the
largest single contract. Some similar District Court rulings have been passed since then. The Group considers the rest of the court cases will
not leave much impact even if some of those contracts in question are found to be faulty.

Recent adverse rulings against Landsbankinn in three cases involving foreign currency-linked loan contracts are unlikely to affect the Group
seeing that the remaining cases are based on a different criteria.

Total provision of ISK 1,344 million (see Note 51) has been recognised in the Group's Consolidated Financial Statements as at 31 December
2016 due to the aforementioned loan contracts.

Contingent liabilities
Variable rate loan contracts

In September 2014, the Consumer Appellate Committee (the “Committee”) published its decision on a matter regarding the terms of, and
information relating to the granting of, a consumer mortgage contract with interest reset terms granted by the Group in 2005. The Committee
confirmed the opinion of the Consumer Agency which found the terms offered by the Group and its predecessors, regarding the method and
conditions of resetting interest rates, to be in breach of Articles 6 and 9 of Act no. 121/1994 on Consumer Credit (superseded in November
2013). The Committee found the terms to be insufficient as to the explanation of how or what can affect the decision for the interest rate being
revised. A 2009 Committee decision was quoted as a precedent. Subsequent to the Consumer Agency's decision, the Group decided to
postpone a scheduled interest rate reset and customers were given the option to have their loans restructured with appropriate documentation,
fully adapted to the new law on consumer credit.

The Group referred the matter to the courts. The District Court acquitted the Group. The consequences of an adverse outcome in the Supreme
Court is not easily quantifiable. At present, the Group has not recognised any provision against a possible loss due to this litigation. In part this
is due to the fact that early payments and refinancing is rapidly decreasing the number of contracts in question. Thus, a sufficiently reliable
estimate of the amount of the obligation cannot be made.
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56. Cont'd

Formal investigation by the Icelandic Competition Authority regarding an alleged violation of competition law

In 2013 the Icelandic Competition Authority ("ICA") initiated an investigation concerning alleged violations of the Competition Law no. 44/2005
by the Group. Details of the investigation remain confidential.

The ICA has requested and received information from the Group and has, following its review, presented an opposition document. The ICA
considers the violations to be extensive, to have been in existence for a considerable period and to concern important markets. The opposition
document is one stage in the processing of the case and does not comprise a final administrative decision.

The Group strongly disagrees with the ICA's findings and has presented its objections. However, should the ICA's findings be final, sanctions
may come into consideration, in accordance with Article 37 of the Competition Act. As the result of the case or the amounts involved cannot be
estimated, the Group has not recognised a provision in relation to this matter.

Borgun hf.

Borgun hf. is a payment processing company and a subsidiary of islandsbanki. Landsbankinn hf. sold its 31.2% stake in Borgun in late 2014.
Since early 2016 Landsbankinn has been criticised (among others by the Icelandic National Audit Office) for not having foreseen in the
process of the sale, that Borgun was entitled to proceeds from the Visa Inc. takeover of Visa Europe. Landsbankinn's response to the criticism
is that it considers that Borgun's management had not released information on all factors that could affect the value of Borgun during the sales
process. In order to reclaim the alleged loss, Landsbankinn filed a lawsuit on 12 January 2017, claiming damages for having been deprived of
the true value of the stake involved in the sale.

Landsbankinn hf. (the plaintiff) is asking the court to affirm the joint liability of Borgun hf., BPS ehf., Eignarhaldsfélagi® Borgun slf. and Mr.
Haukur Oddsson, CEO of Borgun to pay damages for the plaintiff's alleged loss resulting from the defendant's negligence to inform the plaintiff
of the value of Borgun's share in Visa Europe Ltd. The defendants have denied liability and stated that they will defend against the plaintiff's
claims. The plaintiff does not define its claim in the case. The plaintiff does however state that he estimates having foregone a profit of
approximately ISK 1,930 million by selling its shares in Borgun. As the results of the case and the financial affect cannot be estimated, the
Group has not recognised a provision in relation to this matter.

Kortapjonustan hf.

Kortapjénustan hf. filed suit against islandsbanki hf., Arion banki hf., Landsbankinn hf., Borgun hf. and Valitor hf. on 27 June 2013. The plaintiff
is asking that the defendants pay damages (in solidum) in the amount of ISK 1,200 million, plus interest, mainly due to alleged infringements
of competition law. The Bank has put forward its arguments in the case and has demanded that Kortapjéonustan's claims be rejected.
Kortapjénustan's court-appointed evaluator has given a report on its alleged loss. The Bank and the defendants in the case have demanded a
reassessment. The Group has not recognised a provision in relation to this matter.

Contingent assets
Settlement of the 2011 Byr acquisition

The Group acquired Byr hf. ("Byr"), a former savings bank, in 2011 from the Byr Winding-up Committee ("Committee") and the Icelandic
Ministry of Finance and Economic Affairs ("Ministry"). According to standard practice, the Group retained the right to re-evaluate the fair value
of the net assets acquired and to demand a refund if the fair value of the net assets was not in line with what was presented in Byr's financial
statements. Based on this, the Group filed a claim amounting to ISK 6,943 million plus interest with the Committee in June 2013. The claim is
filed as a priority claim, according to Article 110 of the Act on Bankruptcy no. 21/1991 The Committee rejected the claim with a letter dated 30
September 2013. At a creditors' meeting in December 2013 it was decided that the Committee would refer the dispute to the District Court of
Reykjavik. A formal claim amounting to ISK 911 million plus interest was filed with the Ministry on 24 September 2014. Both claims have now
been filed with the District Court of Reykjavik. Furthermore, at the request of the Group, the District Court has appointed two independent
professionals to perform a formal evaluation of the Group's claim on the Ministry and the Committee. The evaluation is expected to be
completed in 2017. Court proceedings are expected to commence once the evaluation has been completed and filed with the Court. The
Group has not recognised any revenues relating to this claim.

The District Court of Reykjavik confirmed the Composition Agreement of Byr Savings Bank on 8 January 2016. The Agreement includes
reservations due to Islandsbanki's claim and is not expected to impact the proceedings described above.

Events after the balance sheet date

57. No events have arisen after the reporting period that require amendments or additional disclosures in the consolidated financial statements for
the year ended 31 December 2016.
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Risk management

58. Risk governance
islandsbanki is exposed to various risk factors and managing these risks is an integral part of the Bank's operations. Risk governance within
islandsbanki is based on a three lines of defence framework and aims for informed decision-making and strong risk awareness throughout the
Bank.

The Bank's management body has a dual structure. The Board of Directors has a supervising role in monitoring the execution of set policies,
the sound control of accounting and financial management and ensures that group internal audit, compliance and risk management are
effective at all times. The Chief Executive Officer, the Chief Risk Officer, other members of the senior management and the senior
management committees are responsible for implementing risk management practises and internal monitoring in accordance with Board
authorisation.

The ultimate responsibility for ensuring an adequate risk management and internal control framework at islandsbanki lies with the Board of
Directors. The Board defines and communicates the risk governance framework and the acceptable level of risk through the Bank's Risk
Management and Internal Control Policy, the Risk Appetite Statement and other risk management policies.

The Chief Executive Officer (CEQ) is responsible for the day-to-day operations of the Bank, pursuant to set policies and resolutions of the
Board. Moreover, it is the task of the CEO to ensure that the Bank's operations are consistent at all times with applicable legislation and the
Bank's Articles of Association which includes maintaining adequate and effective risk management and internal control functions. The CEO
appoints the Chief Risk Officer (CRO), the Compliance Officer as well as other members of the Executive Board and other senior management
committees.

The Chief Risk Officer (CRO) heads the Risk Management department and is responsible for defining the daily tasks of the department and to
assess the adequacy of its professional skills. In addition, the CRO is responsible for monitoring the risk management framework at the Bank.
The CRO is selected and appointed by the CEO, subject to Board confirmation. The CRO reports directly to the Board and the Board Risk
Committee on the overall risk profile of the group.

Risk Management is responsible for implementing the Bank's risk strategy and policies, for verifying that the Bank has in place efficient risk
management processes and that each key risk that the Bank faces is identified and properly managed by the relevant units. Risk Management
provides independent information, analyses and expert judgement on risk exposures, and advice on proposals and risk decisions made by the
management and business or support units as to whether they are consistent with the risk appetite and risk polices set by the Board. Risk
Management reports on risk, and compliance to limits to internal and external stakeholders, and ensures an appropriate escalation in the event
of limit breaches.

The Compliance Officer heads the Compliance function and is responsible for defining the daily tasks of the department and assessing the
adequacy of its professional skills. The Compliance Officer maintains oversight for compliance risk throughout the Bank. The Bank's
Compliance Officer is selected and appointed by the CEO, subject to Board confirmation, and reports directly to the CEO.

The Chief Audit Executive (CAE) is appointed by the Board, reports directly to the Board and directs Group Internal Audit with a mandate from
the Board. The CAE is responsible for internal audit matters within the Bank, including outsourced projects. The Internal Audit is not
responsible for internal control or its implementation, but provides the Bank with independent, objective assurance and consulting services
designed to add value and improve the Bank's operations. It helps the Bank to evaluate and improve the effectiveness of its risk management,
controls, and governance processes

In January 2017, the Board of islandsbanki approved changes to the Bank's risk governance and committee structure to further support the
three lines of defence framework. The changes are described in the unaudited Pillar 3 Report.
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Credit risk

59.

60.

Credit risk is defined as current or prospective risk to earnings and capital arising from an obligor's potential failure to meet the terms of any
contract with the Group or to otherwise fail to perform as agreed.

This risk comprises default risk, recovery risk, country risk, settlement risk and credit concentration risk.

Credit concentration risk is the significantly increased risk that is driven by common underlying factors, e.g. sector, economy, geographical
location, type of financial instrument or due to connections or relations among counterparties. This includes large individual exposures to
parties under common control and significant exposures to groups of counterparties whose likelihood of default is driven by common
underlying factors.

Credit risk arises principally from the Group's loans and advances to customers and other banks but also from balances with the Central Bank
and off-balance sheet items such as guarantees, loan commitments and derivatives.

The Bank has policies and procedures dedicated to accepting, measuring, and managing credit risk. The objective of the Bank's credit risk
management is to achieve an appropriate balance between risk and return and to minimise potential adverse effects of credit risk on the
Group's financial performance.

A thorough analysis of the counterparty's financial standing, analysis of past and estimated future cash flows as well as the borrower's general
ability to repay its obligations forms the basis for all credit decisions. The Bank structures the levels of credit risk it undertakes by placing limits
on the amount of risk accepted in relation to one borrower, groups of borrowers, countries and industry segments. The Bank measures and
consolidates its credit risk for each counterparty or group of connected clients in accordance with internal and external criteria of connection
between parties.

The Bank employs a range of policies and practices to mitigate credit risk. The most traditional of these is the taking of security in borrower's
assets. The principal collateral types for loans are real properties, vehicles, equipment, vessels and securities. When applicable, other credit
risk mitigants are employed.

Maximum credit exposure

The Group's credit risk exposure comprises both on-balance sheet and off-balance sheet items. Maximum exposure to credit risk for on-
balance sheet assets is the net carrying amount as reported in the statement of financial position before the collective impairment allowance is
subtracted, see Note 31. The maximum exposure for off-balance sheet items is the amount that the Group might have to pay out against
financial guarantees and loan commitments, less provisions the Group has made because of these items. The maximum credit exposure for a
derivative contract is calculated by adding future credit exposure to the market value of the contract as described in Chapter 6 of the
Regulation (EU) no. 575/2013 of the European Parliament.

The industry breakdown shows the Group's credit exposure by industry classification. The breakdown follows an internal industry classification
which is based on the Icelandic ISAT2008 that derives from the European NACE Rev. 2 classification standard.

The Group's credit exposure, before taking account of any collateral held or other credit enhancements, is as follows:
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Notes to the Consolidated Financial Statements

61. Credit exposure covered by collateral

Collateral and other credit mitigants vary between types of obligors and credit facilities. Loans to credit institutions are usually unsecured. For
loans to individuals the principal collateral taken is residential property against mortgages. In the case of corporate entities the Group takes a
charge over assets such as real estate, fishing vessels, cash and securities and as well as other collateral including accounts receivables,
inventory, vehicles and equipment. Loans to government entities and to municipalities are more often than not unsecured. Derivative
exposures are generally made under ISDA master agreements with Credit Support Annex or corresponding terms with pledged collateral in
the form of cash and government bonds.

In some cases the Group uses guarantees as a credit enhancement but since guarantees effectively transfer credit risk from one counterparty
to another they do not represent a reduction in maximum exposure to credit risk. Covenants in loan agreements are also an important credit
enhancement but do not reduce maximum credit exposure.

Valuation of collateral is based on market price, official valuation for tax purposes or expert opinion of the Group's employees, depending on
availability. In the case of fishing vessels the associated fishing quota is included in the valuation. Collateral is allocated according to claim
value of loans, not carrying amount, and is measured without including the effect of overcollateralisation. This means that if some loans have
collateral values in excess of their claim value, then the excess is removed in order to reflect the Group's actual maximum exposure to credit
risk. The total value of pledged assets can thus be higher than the cover indicates.

For capital leases the Group remains the owner of the leased object. In the table below ISK 33,421 million of the collateral are leased objects.

An estimate of the collateral held by the Group against credit exposure is shown below:

Credit
exposure
At 31 December 2016 Real Cash & Vehicles & Other covered by
estate  Vessels securities equipment collateral collateral
DEIIVALIVES ...t eeseeeeseseasesesenennnes - - 4,631 - - 4,631
Loans and commitments to customers: 449,999 70,510 8,770 40,329 40,524 610,132
INAIVIAUAIS ... 236,215 32 552 11,426 135 248,360
Commerce and services ... 48,987 623 128 20,694 10,026 80,458
CONSITUCTION ... 25,679 100 738 1,548 3,246 31,311
ENEIGY et 2,887 - 415 - 8 3,310
Financial SErVICES ........ccueiiiuiiiiiiee et 41 - 144 - - 185
Industrial and transportation ............ccccceevieiiiieiiiie e 25,770 3,389 356 6,164 11,652 47,331
INnvestment COMPANIES ........ccccuveiiiiieiiii e 4,782 8 2,596 88 4,190 11,664
Public sector and non-profit organisations .............ccccceveiiiiiiennne 939 - 6 71 - 1,016
ReEaAl €St ... 99,306 - 3,812 163 727 104,008
SAT00A ... i 5,393 66,358 23 175 10,540 82,489
Total 449,999 70,510 13,401 40,329 40,524 614,763
Credit
exposure
Real Cash & Vehicles & Other  covered by
At 31 December 2015 estate  Vessels securities equipment collateral collateral
DEIVALIVES ... e e e e - - 3,181 - - 3,181
Loans and commitments to customers: 425,053 78,274 6,416 38,604 42,650 590,997
INAIVIAUAIS ... 223,131 33 688 10,329 45 234,226
Commerce and services ... 46,418 422 344 19,902 8,719 75,805
CONSHIUCHON ... 20,856 154 208 1,953 2,360 25,531
L =Y o | URRSSURE 2,895 - 414 9 88 3,406
FiNancial SEIVICES ........c.uuviiieiiiiiiiie ettt 40 - 24 1 - 65
Industrial and transportation ...........ccccoeeiiiiiiiiiii 23,776 6,208 411 5,797 10,765 46,957
Investment COMPANIES ..........covvieiiiiiiiiiee e 5,056 10 3,460 91 7,524 16,141
Public sector and non-profit organisations .............ccccceveiiiieenenne 1,034 - 9 105 - 1,148
ReEal €Sate ......eeeiieiieceeeee s 96,805 - 572 207 562 98,146
SAT00A ... eeiiieeei e 5,042 71,447 286 210 12,587 89,572
Total 425,053 78,274 9,597 38,604 42,650 594,178
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62. Credit quality of financial assets

Loans are classified as impaired loans if there is objective evidence that an impairment loss has incurred. The carrying amount is then
reduced through the use of an allowance account to the present value of expected future cash flows, discounted at the effective interest rate of
the corresponding loans.

The full carrying amount of all loans which give rise to individual impairment is included in impaired loans, even if parts are covered by
collateral. The collective impairment has not been subtracted from the carrying amount here.

Further disclosure on past due but not impaired loans can be found in Note 64.

Neither past Pastdue Classified Total
due nor but not as carrying
impaired impaired impaired amount

At 31 December 2016
Cash and balances With Central BankK ...............uuuuuueiiiiiieeee e e e e eeaaeeees 275,453 - - 275,453
Bonds and debt iINSITUMENES .........ooiiiieeie e e e e e 31,256 - - 31,256
DEIVALIVES ...t ettt e e e e e ettt e e e e e e e — e e e e e e e e e tbaa e e e e e e e aanaaraaaaaans 5,387 - - 5,387
Loans to credit INSHIULIONS .........coooiiiie e 17,645 - - 17,645
Loans to customers: 663,124 21,448 5,317 689,889
g To 1AV T U= OSSR 272,963 11,648 1,566 286,177
COMMEICE AN SEIVICES ...eviieiiiiieeiiiieeeiteeesttee e sttt e et e e e ateeeesbeeesansaeaeantaeeeanseeesanseeeeanseeeans 94,604 2,303 1,036 97,943
(7] 0151 (o1 1o o [PPSR RUPPTI 26,654 561 663 27,878
[0 =T (oSSR 7,216 - - 7,216
FINANCIAI SEIVICES .....eiiiiiiiiiiiceeee et e e e e ettt e e e e e e s st ae e e e e e e e e nsseeeaaaaanes 44 41 - 85
Industrial and transSPOrtation .............ooiiiiiiiii e 58,579 3,748 763 63,090
INVESIMENT COMPANIES .....eeiiiiiiiie et e e et e et e e e st e e sneeeeeneeeenns 14,033 363 6 14,402
Public sector and non-profit organisations ............cccceeeiiiiie e 12,825 3 7 12,835
REAI ESTALE ....ei et e e et a e e e naaeeeaans 97,181 1,764 1,075 100,020
ST=T 1 (oo T IR U U PR PRPRPPPPPRO 79,025 1,017 201 80,243
Other fINANCIAI BSSEIS........ooiiiiieeeeeee e e e e e e e et e e e e e eennans 6,253 40 - 6,293
Total 999,118 21,488 5,317 1,025,923
Neither past Past due Classified Total
due nor but not as carrying
impaired impaired  impaired amount

At 31 December 2015
Cash and balances with Central BanK .............c..ccoouiiieiiiiiiiiee e 216,760 - - 216,760
Bonds and debt iNStrUMENLS ...........oveiiiiiiee e e 78,606 - - 78,606
(=T (1= SRR 4,412 - - 4,412
Loans to credit iNSHEULIONS .........eiiiiie e 35,534 - - 35,534
Loans to customers: 636,685 23,572 7,921 668,178
INAIVIAUAIS ... ettt e e e et e e e e e e eae e e eareaeas 253,798 15,443 3,369 272,610
COMMEICE AN SEIVICES ....oeeeieveieeeeeieeeeetee et ee e e et e e et e e e et e e e esae e e e etaeeeeseeeeeseeeeaseeeens 87,102 1,517 1,162 89,781
[@70) 153 (o i) [ 21,655 583 775 23,013
[ 31T | U SROPPR 3,737 - - 3,737
FINANCIAI SEIVICES ...ttt et e e e st e e e s e e e eas e e ennseeennraeeeas 65 40 - 105
Industrial and transSPOrtation ...............ccviiiiiiiiiie e 59,267 885 574 60,726
INVESIMENT COMPANIES ...ttt e e e neee e 18,476 580 306 19,362
Public sector and non-profit organisations .............cccccoeciiiiiiii e 13,839 39 - 13,878
R T =TS 2= 1 (= TR 96,243 1,562 1,289 99,094
L5721 (oo o ORI 82,503 2,923 446 85,872
Other fINANCIAI @SSELS.......cciiuiiieiiiie e e e et e e e s e e esnaeaesssaeeeseaaeeeenns 4,748 787 - 5,535
Total 976,745 24,359 7,921 1,009,025
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63. Neither past due nor impaired loans

The Bank uses internal rating models to assess the default probability of corporate and retail customers. The models assign each customer to
one of ten risk classes. One risk class is for customers in default (risk class 10), and nine risk classes are for performing customers (risk
classes 1-9). Risk classes are assigned on customer level and not facility level.

The rating of corporate customers is based on a company's most recent financial statement, together with a qualitative assessment of its
management, market position and industry sector.

For retail customers the Bank uses two different statistical rating models. One model is for individuals and another is for small companies with
a total exposure to the Bank of less than ISK 150 million. These models are behavioural scoring models and use information about a
customer's payment history, amount of debt and deposits, and demographic variables to assess the probability that a customer will default on
any of his obligations within 12 months of the rating assessment.

The table below shows loans that are neither past due nor impaired aggregated in five customer groups based on the default probability.
Group 1-4 represents low risk, group 5-6 moderate risk, group 7-8 increased risk, risk class 9 high risk, and risk class 10 represents
customers in default. Unrated are loans originating from subsidiaries of islandsbanki that do not have rating models, in addition to loans that
are yet to be rated or with an expired rating.

The same customer can have loans that are more than 90 days past due or impaired, and at the same time other loans that are neither past
due nor impaired. Those customers will be in risk class 10 and their loans that are neither past due nor impaired are included in the table
below.

Risk Risk Risk Risk Risk
class class class class class
1-4 5-6 7-8 9 10 Unrated Total
At 31 December 2016
Loans to customers:
Individuals ..................... 12,033 104,940 107,085 43,474 1,809 3,622 272,963
Commerce and SEIVICES .......cccveeeruieeeriieeeeiieeeneeee e 26,975 47,752 14,924 3,279 149 1,525 94,604
Construction . 1,189 13,686 9,422 1,855 413 89 26,654
ENEIGY oo 3,023 3,341 852 - - - 7,216
Financial SErviCes ........ccoovueveiiiiii e 21 8 13 1 - 1 44
Industrial and transportation ............cccoiiiiiiiieiieene 16,828 28,877 9,070 3,416 388 - 58,579
Investment COMPAaNIes .........ooooceveiiiieeiiie e 988 4,719 7,556 614 4 152 14,033
Public sector and non-profit organisations .................... 6,731 5,863 208 23 - - 12,825
Real eState .......cceeeeeiiiiiiiee e 25,555 45,571 22,929 2,931 4 191 97,181
SAf00d ... s 34,411 38,147 4,880 1,530 57 - 79,025
Total 127,754 292,904 176,939 57,123 2,824 5,580 663,124
Risk Risk Risk Risk Risk
class class class class class
1-4 5-6 7-8 9 10 Unrated Total
At 31 December 2015
Loans to customers:
INAIVIAUAIS ... 11,793 99,967 91,329 44,290 2,418 4,001 253,798
ComMmMErce and SEIVICES ........eueeueeeeeeeeeeeeeeeeeaeeaaaeeens 13,264 53,916 15,418 3,357 294 853 87,102
[O20) 1] (U e: (o] o [ 657 10,676 7,659 2,130 506 27 21,655
ENEIQY e 353 3,243 141 - - - 3,737
Financial SErviCes ........coovviiveiiiiiieiiee e 36 9 20 - - - 65
Industrial and transportation ...........ccccceeeveiiiiiiiiiieeees 14,329 30,049 12,207 2,507 87 88 59,267
Investment COMPAaNIes ..........ccccveveeiiiieeiiie e 4,735 7,029 5,235 1,328 149 - 18,476
Public sector and non-profit organisations .................... 5,605 8,048 175 3 7 1 13,839
Real estate .......c.c.ooeevveeiiiiieiceeeee e, 29,490 42,952 21,177 2,403 50 171 96,243
SEAf00d ... 36,848 33,065 11,372 327 892 - 82,504
Total 117,110 288,954 164,733 56,345 4,403 5,141 636,686
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64. Past due but not impaired loans

Past due but not impaired loans are loans where contractual interest or principal payments have passed due date by more than three days
without the obligor making full payment, but where specific impairment is not appropriate. The reason is usually that contractual payments are
eventually expected to be fulfilled or these loans are expected to be restructured without any loss to the Group. The loss is then usually

avoided because there is sufficient collateral.

Payments three days in arrears or less are not considered to have informational value regarding credit quality. The majority of these loans are
loans to individuals where the authorised overdraft limit has expired and will be renewed again. On 31.12.2016 loans with payments three

days in arrears or less amounted to ISK 61 million but on 31.12.2015 the corresponding figure was ISK 39 million.

Amounts reported as loans past due refer to the total loan exposure and not only the payment or sum of payments that are past due. Past due

but not impaired assets are as follows:

Pastdue Pastdue Pastdue Pastdue Total
4-30 31-60 61-90 more than past due
At 31 December 2016 days days days 90 days loans
Loans to customers: 10,204 2,628 1,365 7,251 21,448
INAIVIAUAIS ...ttt 6,477 1,918 588 2,665 11,648
COMMEICE ANA SEIVICES .....veveeeieeeeeeeeeeeeee e e e ettt e e e e e e e e e e e e e e e eeaneeeaeeaeans 1,281 324 409 289 2,303
[0 3153 { (U T3 1] o USSP PRSPPI 247 55 97 162 561
FINANCIAl SEIVICES .....cueiiiiiiiie et - - - 41 41
Industrial and transportation . 385 140 78 3,145 3,748
INVEStMENt COMPANIES .......veeeeiiiicciee et 115 71 65 112 363
Public sector and non-profit organisations ..............cccccceiiniininiiniiieee 1 1 1 - 3
REAI ESTAtE ..o e 1,264 113 116 271 1,764
SATO0M ...t 434 6 11 566 1,017
Other financial @SSEetS.......ccuiiiiiiiiiie e 36 1 - 3 40
Total 10,240 2,629 1,365 7,254 21,488
Pastdue Pastdue Pastdue Pastdue Total
4-30 31-60 61-90 more than past due
At 31 December 2015 days days days 90 days loans
Loans to customers: 10,351 4,975 1,292 6,954 23,572
INAIVIAUAIS ..t 7,322 3,156 432 4,533 15,443
COMMEICE ANA SEIVICES .....vveeeeieeeee e e e e e e e e e e e e e e e e e e e e e e eeeaeeeaans 544 460 300 213 1,517
[0 3153 { (U T3 1] o PRSP 413 114 8 48 583
FINANCIAl SEIVICES .....cueiiiiiiiieiii et - - - 40 40
Industrial and transportation . 499 106 13 267 885
INVEStMENt COMPANIES .......veiiieiie e 289 72 72 147 580
Public sector and non-profit organisations ..............ccccoceiiniiiiiciniieeee 27 10 - 2 39
REAI ESTAtE ..ot e 614 577 42 329 1,562
SATO0M ...t e 643 480 425 1,375 2,923
Other fiNancial @SSEetS.......ccuiiiiiiiiii e 765 - - 22 787
Total 11,116 4,975 1,292 6,976 24,359
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65. Restructuring and forbearance

When restructuring measures are believed to be more appropriate than collection procedures then the Bank can offer several debt relief
measures and restructuring frameworks for its customers in financial difficulties. These forbearance measures include temporary payment
holidays, extension of loan terms, capitalisation of arrears and waiving of covenants. In many cases these measures are precursors to the
more formal restructuring process.

66. Assets obtained by taking possession of collateral

Details of non-financial assets obtained by the Group during the year by taking possession of collateral held as security against loans.

2016 2015
Property and land ..................... 2,701 3,504
Industrial equiPMENt @Nd VENICIES .........ccuiiiiiiiie ettt e e e e et e e e e e e s easeeeeaseeeeansaeeesnsaeeennneeeeanseeas 96 179

The Group pursues realisation of the collateral in an orderly manner. The Group does not generally use the non-cash collateral for its own
operations. The Group's employees are not permitted to purchase foreclosed assets.

67. Large exposure disclosure

When the Group's total exposure to a group of connected clients is 10% or higher of the Group's capital base it is considered a large
exposure. Both on-balance sheet and off-balance sheet items from all types of financial instruments are included in the exposure as defined
by the Financial Supervisory Authority rules no. 625/2013. The Bank has internal criteria that define connections between clients. These
criteria reflect the Bank's interpretation of Article (1)(a) of law no. 161/2002 on Financial Undertakings, where groups of connected clients are
defined.

The exposure is evaluated both before and after credit risk mitigating effects eligible according to the Financial Supervisory Authority rules.
After mitigating effects, the Group has currently two large exposures which are 13% and 12%, respectively, of its capital base. No large
exposure is above the maximum 25% single large exposure limit set by the law.

The following tables show the Group's large exposures as a percentage of the Group's capital base, before and after eligible credit risk
mitigating effects. Note that group references might change between reporting periods, i.e. Group 1 might not be the same group in the two

tables.

31.12.2016
Client groups Before After
L€ o TU o Ry OSSOSO 159% 0%
LT (o T 1RSSR 13% 13%
[T TU o TR T PSR SOPRP 12% 12%

31.12.2015
Client groups Before After
[T T o RSSO 117% 0%
L€ (o T T TSSOSO RO PSTUUPRPRRPT 12% 12%
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Liquidity risk

68. The Group defines liquidity risk as the risk of not being able to fund its financial obligations or planned growth, or only being able to do so
substantially above the prevailing market cost of funds.

Liquidity risk management

The Group's main source of funding is customer deposits. The Bank's Treasury is responsible for the Bank's funding and liquidity
management within the limits approved by the Board and the Asset and Liability Committee. The Interbank desk manages the Group's
intraday liquidity.

Risk management is responsible for measuring, monitoring and reporting on the Group's liquidity position.

The Group's liquidity risk policy assumes that the Group has at all times sufficient liquidity to meet liabilities and other obligations over the next
twelve months.

Key measures for the assessment of liquidity risk are the Liquidity Coverage Ratio (LCR) and Net Stable Funding Ratio (NSFR) introduced by
the Basel Committee on Banking Supervision in 2010 and incorporated into European law through the CRD IV.

In preparation for the lifting of capital controls in Iceland, the implementation of the LCR and the NSFR has been ahead of that in Europe and
special focus has been on setting limits regarding LCR and NSFR in foreign currencies. The Central Bank of Iceland, which is the main
supervisory authority regarding liquidity risk, has incorporated the LCR and the NSFR based on the CRD IV standards into the Rules on
liquidity ratio and the Rules on funding ratio in foreign currencies.

The minimum LCR requirements are 90% for the overall ratio and 100% for foreign currency denominated assets and liabilities. At the same
time the minimum NSFR requirement for foreign currency denominated assets and liabilities are 90%. The table below shows the LCR and
NSFR for the group at year-end 2016 and year-end 2015.

Liquidity coverage ratio 31.12.2016 31.12.2015
L] < OSSOSO SRS 187% 143%
FOMBIGIN CUITEINCIES ....eitietie ittt ettt ettt et ettt e b et e et e e st e e a e e e at e e s e e eme e eabeemseeeaeesaseenseeemeeemseeneeanneenseaannan 331% 467%
Net stable funding ratio 31.12.2016 31.12.2015
123% 120%
144% 141%

The tables below show the contractual payments of principal and interest for the Group's financial liabilities. Thus, the total figures for each
liability class are higher than the respective balance sheet amount. Cash flows for payments of unknown nature, such as for floating rate, CPI-
linked or foreign currency denominated instruments, are based on internal yield curves and forecasts.

For dated financial liabilities the amounts are grouped into maturity buckets according to contractual maturities of principal and estimated

contractual payments of interest. For demand deposits or other non-dated liabilities, the figures are grouped according to the first possible
required payment date.

Maturity analysis 31 December 2016

Carrying On Upto3 3-12 1-5 Over No
Financial liabilities amount demand months months years 5 years maturity Total
Short poSItioNS .....cccvvvevviiiiiiiecee e, 475 475 - - - - - 475
Deposits from CB and credit institutions .......... 4,922 4,922 2 - - - - 4,924
Deposits from customers ..................... .. 594,187 383,060 119,632 60,007 25,133 20,679 - 608,511
Debt issued and other borrowed funds 212,468 2,457 3,779 26,452 155,189 49,353 - 237,230
Other financial liabilities .............ccccceninvencene 36,005 30,316 3,102 2,270 317 - - 36,005
Total financial liabilities 848,057 421,230 126,515 88,729 180,639 70,032 - 887,145

Off-balance sheet liabilities show the amount of contractual obligations that the Group has taken towards customers, either by committing to
lend out money in the future or as third party guarantees. The amounts shown reflect the maximum amount, not taking into account the
Group's ability to reduce overdraft or credit card limits before the current undrawn amount is fully utilised by the customer. These obligations
all fall into the first time bucket since contractually, on a case-by-case basis, the Group could be required to fulfil these obligations
instantaneously.
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68. Cont'd
On Upto 3 3-12 1-5 Over No

Off-balance sheet liabilities demand months months years 5 years maturity Total
Financial guarantees ..........ccccovveeeiiieeeniie e 13,823 - - - - - 13,823
Undrawn loan commitments ..........ccccoeeveeiniiieeniiee e 46,178 - - - - - 46,178
Undrawn overdrafts ..........ccccevviiieiiiee e 37,625 - - - - - 37,625
Credit card commitments ..........cccceevviiiiiiiie e 33,444 - - - - - 33,444
Total 131,070 - - - - - 131,070
Total non-derivative financial liabilities

and off-balance sheet liabilities ..........c.cccccoeveriiiniiiinens 552,300 126,515 88,729 180,639 70,032 - 1,018,215

The table below shows the contractual cash flow of the Group's derivative liabilities, i.e. derivatives that have a negative carrying amount at
the date of reporting. Derivatives with a positive carrying amount are detailed separately. For derivatives settled on a gross basis, the cash
flow for both legs of the derivative is shown, since netting cannot be applied upon settlement.

On Upto3 3-12 1-5 Over No

Derivative financial liabilities demand months months years 5 years maturity Total
Gross settled derivatives

INFIOW <. - 28,809 11,141 72,281 6,280 - 118,511
OULFIOW <. - (29,356) (11,653) (73,586) (7,063) - (121,658)
Total - (547) (512) (1,305) (783) - (3,147)
Net settled derivatives ... - (139) - - - - (139)
Total - (686) (512) (1,305) (783) - (3,286)

Maturity classification of assets is based on contractual maturity. For bonds and debt instruments in the banking book the maturity
classification is based on contractual maturity dates while for bonds and debt instruments held for trading the maturity classification is based

on the estimated liquidation time of the asset.

In the table below the total amount for loans to customers is shown before latent impairment allowance and is therefore higher than the total

amount shown in the financial statement.

Carrying On Upto3 3-12 1-5 Over No
Financial assets amount demand months months years 5 years maturity Total
Cash and balances with Central Bank ............. 275,453 76,752 198,701 - - - 0 275,453
Bonds and debt instruments ...............ccoeeee. 31,256 1,127 11,941 6,475 6,238 5,475 0 31,256
Shares and equity instruments ............ccc.c..... 10,626 - - - - - 10,626 10,626
Loans to credit institutions ...........cccceeeeeeeeennnn. 17,645 11,379 6,266 - - - - 17,645
Loans to customers ............ 687,840 4,036 75,625 65,656 190,636 353,935 - 689,888
Other financial assets 6,293 3,057 706 26 84 5 2,415 6,293
Total financial assets 1,029,113 96,351 293,239 72,157 196,958 359,415 13,041 1,031,161

On Upto3 3-12 1-5 Over No

Derivative financial assets demand months months years 5 years maturity Total
Gross settled derivatives
INFIOW . - 9,000 2,309 3,098 28 - 14,435
OULFIOW <. - (8,808) (1,744) (2,728) (40) - (13,320)
Total - 192 565 370 (12) - 1,115
Net settled derivatives ............cccccuveiieeeiieiiic e, - 299 - - - - 299
Total - 491 565 370 (12) - 1,414
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68. Cont'd

The tables below show the comparative amounts for financial assets and liabilities at the end of 2015.

Maturity analysis 31 December 2015

Carrying On Upto3 3-12 1-5 Over No
Financial liabilities amount demand months months years 5 years maturity Total
Short positions ..........ccoeevieiiiiiieeecee e 4,073 4,073 - - - - - 4,073
Deposits from CB and credit institutions .......... 25,631 18,905 6,862 - - - - 25,767
Deposits from customers .........ccccceevveeeeinnens 593,245 358,266 128,895 37,110 63,649 20,978 - 608,898
Debt issued and other borrowed funds ............ 150,308 2 5,098 32,107 105,982 29,524 - 172,713
Subordinated loans ..............cccoeeeviviieeeeeeeen. 19,517 - - 736 23,542 - - 24,278
Other financial liabilities ... 45,034 31,571 4,910 7,620 933 - - 45,034
Total financial liabilities 837,808 412,817 145,765 77,573 194,106 50,502 - 880,763
On Upto3 3-12 1-5 Over No
Off-balance sheet liabilities demand months months years 5 years maturity Total
Financial guarantees ..........ccccccoieeriiiiniiiie e 11,605 - - - - - 11,605
Undrawn loan commitments ..........ccccceeeeeeiiiiiiiiiiiiiiiiiiiinn, 42,685 - - - - - 42,685
Undrawn overdraftS .........ccccceeeeeiiiiiiiiiiiieeeeeee s 33,131 - - - - - 33,131
Credit card commitments ..........ccccceevviieeiiiiiee e 32,115 - - - - - 32,115
Total 119,536 - - - - - 119,536
Total non-derivative financial liabilities
and off-balance sheet liabilities ............ccccovevveiiiiiiinens 532,353 145,765 77,573 194,106 50,502 - 1,000,299
On Upto3 3-12 1-5 Over No
Derivative financial liabilities demand months months years 5 years maturity Total
Gross settled derivatives
INFIOW <o - 19,749 18,135 55,090 3,284 - 96,258
OUFIOW . - (19,994) (18,675) (55,481) (3,815 - (97,965)
Total - (245) (540) (391) (531) - (1,707)
Net settled derivatives ..........cccoooiiiiiii, - (601) - - - - (601)
Total - (846) (540) (391) (531) - (2,308)
Carrying On Upto3 3-12 1-5 Over No
Financial assets amount demand months months years 5 years maturity Total
Cash and balances with Central Bank ............. 216,760 33,221 183,539 - - - - 216,760
Bonds and debt instruments ............................ 78,606 1,551 24,160 15,708 33,361 3,826 - 78,606
Shares and equity instruments ........................ 18,320 - - - - - 18,320 18,320
Loans to credit institutions ..............ccccceieen. 35,534 31,064 4,470 - - - - 35,534
Loans to customers .........ccceeeeeeeeeeeeeeeeeeeeeeeeeen, 665,711 4,723 73,386 52,827 194,904 342,338 - 668,178
Other financial assets ..........ccceevveviciiee e, 6,675 2,046 926 807 54 6 2,835 6,675
Total financial assets 1,021,606 72,605 286,481 69,342 228,319 346,170 21,155 1,024,072
On Upto3 3-12 1-5 Over No
Derivative financial assets demand months months years 5 years maturity Total
Gross settled derivatives
INFIOW <o - 10,589 9,902 25,286 77 - 45,854
OULTIOW . - (10,488) (9,289) (24,257) (57) - (44,091)
Total - 101 613 1,029 20 - 1,763
Net settled derivatives ...........ccccvveeeeeiiiiiicii e, - 207 - - - - 207
Total - 308 613 1,029 20 - 1,970
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68. Cont'd

As a part of managing liquidity risk, the Group holds a portfolio of liquid assets to meet unexpected outflow of funds or a temporary shortage in
access to new funding. These assets are subject to strict criteria with respect to credit quality, liquidation time and price volatility. The table

below shows the composition and amount of the Group's liquidity back-up at the end of 2016 and end of 2015.

Composition and amount of liquidity back-up

Cash and balances With Central BanK ...........coouiiiiiiiiiiie e e e e ettt e et e et e e e naeeeaneeeeanneeas
Domestic bonds eligible as collateral against borrowing at the Central Bank ............ccccoecieiiiiieiniie e
FOreign goverNMENt DONAS .......ooiiiiiieiie ettt et e st e et esae e et e e s e e e s eeeseesseenneeamseeseenneeenseenseeanseensennn

(e T Ta S (o R e (=Y o [ AT 51 1 (U] o] o LU

Composition and amount of liquidity back-up

69. Deposits by LCR category

5,722
19,081
17,109

282,833

31.12.2016 31.12.2015
240,921

216,760
21,218
41,330
35,143

314,451

The Group's deposits are categorised according to the Liquidity Coverage Ratio (LCR) introduced in the Basel Il standards. The groups are
listed in order of estimated stability and the respective LCR outflow weight. Deposits are also classifed as stable if the customer has an

established business relationship with the Bank and is covered by an effective insurance scheme.

31 December 2016 Deposits maturing within 30 days
Less Weight Weight Term Total

stable (%) Stable (%)  deposits deposits
RELAI ... e 105,126 10% 55,809 5% 69,619 230,554
SIMES .ottt ettt 51,540 10% 13,597 5% 7,061 72,198
Operational relationShips .........cccevieeiieriere e 2,679 25% - 5% - 2,679
COrporations .........cceeeerueeeeeriesieeeeeeeeeeeeseeeseeseeeens . 58,662 40% 254 20% 34,929 93,845
Sovereigns, Central Bank and public sector entities ............................ 6,898 40% 221 20% 655 7,774
Financial institutions in composition ...........ccccceiiieiieiiie e 4,949 100% - - 3,000 7,949
PENSION TUNAS ...eveiiiiieiii s 22,863 100% - - 26,756 49,619
Domestic financial entities ... 46,493 100% - - 34,429 80,922
Foreign financial entities .... 1,946 100% - - 32,402 34,348
Other foreign entities ........c.ooeeieiiiieee s 8,585 100% 2,000 25% 8,636 19,221
Total 309,741 71,881 217,487 599,109
The table below shows the comparative amounts for financial assets and liabilities at the end of 2015.
31 December 2015 Deposits maturing within 30 days

Less Weight Weight Term Total

stable (%) Stable (%)  deposits deposits
RELAI ...t 93,385 10% 56,443 5% 56,122 205,950
SIMES ...ttt t e ne e nens 47,394 10% 13,340 5% 5,897 66,631
Operational relationShips ..........cccoiiieiiieee e 2,050 25% - 5% - 2,050
[O70T 4 oTeT - L [o] oIS 66,306 40% 235 20% 25,509 92,050
Sovereigns, Central Bank and public sector entities .............cccccceeene 5,723 40% 257 20% 970 6,950
Financial institutions in composition ..............ccceveeiiiiiiiiic e 58,428 100% - - 39,783 98,211
PENSION FUNGAS ....vvvieiiiiiiieeee e 23,775 100% - - 26,765 50,540
Domestic financial entities ............cccceiiiiiiiii 32,601 100% - - 20,919 53,520
Foreign financial entities ............cccociiiiiii i 19,033 100% - - 1,636 20,669
Other foreign entities ........c.ooieieiiiiieee e 17,936 100% 1,956 25% 2,413 22,305
Total 366,631 72,231 180,014 618,876
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Market risk

70. The Group defines market risk as the current or prospective risk to earnings and capital arising from adverse movements in the level or
volatility of prices of market instruments, such as those that arise from changes in interest rates, equity prices, commodity prices and foreign
exchange rates.

Market risk management

The Group's market risk appetite is determined by the Board of Directors. The Asset and Liability Committee (ALCO) decides on limits for
portfolios and products in accordance with the risk appetite statement and market risk policy approved by the Board. Risk management is
responsible for monitoring and reporting on the Group's overall market risk positions and compliance to limits. The objective of market risk
management is to manage and control market risk exposures within the Board approved risk appetite.

The Group separates exposures to market risk into trading book and banking book (non-trading portfolios). The Group's primary sources of
market risk in the trading portfolio are listed shares, listed debt instruments and foreign currency positions. All financial assets and liabilities in
the trading portfolio are recognised at fair value and all resulting changes are immediately reflected in the income statement. Market risk in the
banking book is mainly due to mismatches in interest rate terms and denomination currency and indexation of assets and liabilities. These
mismatches are reported to management and are subject to internal and regulatory limits.

Interest rate risk

71. Interest rate risk is defined as the current or prospective risk to earnings or capital arising from adverse movements in interest rates.

The Group uses sensitivity measures like Basis Point Value (BPV) to measure and manage risk arising from its fixed income exposures. The
BPV measures the effect of a 0.01% (0.01 percentage point) upward parallel shift in the yield curve on the fair value of these exposures.

72. Interest rate risk in the trading portfolios

The fixed income trading unit invests mainly in government bonds, bonds issued by the Housing Financing Fund (HFF) which are guaranteed
by the Icelandic government, but also domestic municipality bonds and covered bonds issued by the Icelandic banks. These positions can
include short positions. Government bonds are either indexed to the Icelandic Consumer Price Index (CPI) or non-indexed, with duration up to
11 years. HFF bonds are CPI-linked and have duration up to 12 years. All bond trading positions are subject to BPV limits, both intraday and
end-of-day. In addition to BPV limits, short and long positions in each instrument are subject to separate notional limits.

In the table below the total market value (MV) of long and short positions may not be exactly the same as reported in Note 7 since netting
between short and long positions is not applied here. Derivatives used for hedging are excluded from the table. The market value of long
positions at 31.12.2015 has been corrected and lowered by ISK 340 million.

Trading bonds and debt instruments, long positions 31.12.2016 31.12.2015

MV Duration BPV MV Duration BPV
1T 153 =T USSR 1,210 7.35 (0.89) 1,818 8.08 (1.47)
[\ oL g B TaTe L= =T PSS 23,499 0.37 (0.88) 43,363 0.32 (1.42)
Total 24,709 0.72 (1.77) 45,181 0.63 (2.89)
Trading bonds and debt instruments, short positions 31.12.2016 31.12.2015

MV Duration BPV MV Duration BPV
Indexed ....... 371 11.37 0.42 1,754 7.04 1.24
Non-indexed 488 2.60 0.13 3,057 1.10 0.34
Total 859 6.39 0.55 4,811 3.27 1.58
Net position of trading bonds and debt instruments 23,850 0.51 (1.22) 40,370 0.32 (1.31)
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72. Cont'd

The Bank's liquidity management assumes that part of the liquidity portfolio in foreign currencies can be invested in highly liquid bills issued by
foreign governments with a long-term issuer rating of AA- from S&P or Fitch or Aa3 from Moody's. At year-end 2016 the Group held a
significant amount of foreign AAA and AA+ credit-rated government bills for liquidity management purposes. These bills have a duration
ranging up to six months.

Foreign government bills 31.12.2016 31.12.2015

Country MV BPV MV BPV
BeIGIUM .. s 2,388 (0.07) - -
= oSSR 2,980 (0.02) 6,366 (0.14)
GIBITNANY ..tttk e ettt bt st h et b e e a e et e et e bt eh et e e h e e bt ee e e e bt eh e e bt e n b e et e eh e e nbeene e b nneenne e 5,965 (0.09) 13,439 (0.30)
Netherlands 5,969 (0.13) 12,025 (0.25)
Norway .... . 654 (0.03) 1,471 (0.07)
U S A ettt e te ettt ettt eae et et e teeheeneeeaeete st enteeteeneeeaeeneeaseeneenseaneans 1,126 - 8,030 (0.09)
Total 19,082 (0.34) 41,331 (0.85)

73. Sensitivity analysis for interest rate risk in the trading portfolios

For the sensitivity analysis in the trading portfolio the Group uses as a reference the 99th percentile shift based on historical data of either past
five years (domestic rates) or ten years (foreign rates) and a holding period of 20 days. The following table demonstrates the sensitivity of the
Group's equity and income statement to these changes in interest rates, all other risk factors held constant. The shifts have been updated
from the ones reported in the consolidated financial statements for the year ended 31 December 2015 and the figures for year-end 2015 have
been updated accordingly.

Sensitivity analysis for trading bonds and debt instruments 31.12.2016 31.12.2015
Profit or (loss)

Parallel shift in yield Downward Upward Downward Upward
Currency (ISK million) curve (basis points) shift shift shift shift
ISK, INAEXEM ...t 85 71 (71) 125 (125)
ISK, NON-INAEXEM ...ttt 90 36 (36) 38 (38)
BEUR et 25 8 (8) 17 (17)
USD e 55 4 (4) 11 (11)
(@ {0 1= o (o] = SRR 55 2 (2) 4 (4)
Total 121 (121) 195 (195)
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74. Interest rate risk in the non-trading portfolio

Interest rate risk in the banking book arises from the Group's core banking activities. The main source of this type of interest rate risk is the

risk of loss from fluctuations in future cash flows or fair value of financial instruments as interest rates change over time, reflecting the fact that
the Group's assets and liabilities are of different maturities and are priced relative to different interest rates.

The Group uses traditional measures for assessing the sensitivity of the Group's financial assets, financial liabilities and earnings to changes

In the table below the total amount for loans to customers is shown before collective impairment allowance is subtracted and is therefore not
the same as the total amount shown in the financial statement. Note that this also applies for loans to customers shown at 31 December 2015.
Loans with specific impairment have been placed in the category 0-3 months since their value is based on the collateral value and thus not
sensitive to changes in interest rates until possibly after debt restructuring.

The table below displays assets and liabilities in the non-trading portfolio according to the next interest rate date as of 31 December 2016.

0-3 3-12 Over 10

Assets months months 1-2 years 2-5years 5-10 years years Total
Balances with Central Bank ............ccocevvieniiiniiniccce 240,991 34,462 - - - - 275,453
Bonds and debt instruments .........c.cccoooiiiiiniie 2,317 351 117 23 - - 2,808
Loans to credit institutions ... 17,645 - - - - - 17,645
[Tz T Eo R (o W eV ] (o] 1 41 £ T 468,174 31,785 29,881 149,671 2,729 7,648 689,888
Total assets 729,127 66,598 29,998 149,694 2,729 7,648 985,794
Off-balance sheet items ...........ccccceeeiieciiiieii e, 65,652 9,201 39,609 6,192 - - 120,654
Effect of derivatives held for hedging .........cccccocovvrriienene - - - 55,932 - - 55,932
Liabilities

Deposits from Central Bank and credit institutions ............. 4,922 - - - - - 4,922
Deposits from CUStOMErS ........cccceevviiieeiiieeee e 573,260 12,108 - 8,819 - - 594,187
Debt issued and other borrowed funds 25,748 10,207 50,916 81,974 43,623 - 212,468
Total liabilities 603,930 22,315 50,916 90,793 43,623 - 811,577
Off-balance sheet items ...........cccoeiiiiiiiiiee 74,727 3,509 5,961 32,888 2,996 - 120,081
Effect of derivatives held for hedging ..........cccccooiveniiicns 56,002 - - - - - 56,002
Net interest gap on 31 December 2016 60,120 49,975 12,730 88,137  (43,890) 7,648 174,720
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74. Cont'd

The table below displays assets and liabilities in the non-trading portfolio according to the next interest rate date as of 31 December 2015.

0-3 3-12 Over 10

Assets months months 1-2 years 2-5years 5-10 years years Total
Balances with Central Bank ...............cccccvvveeeieeeiiiiiieeeeeee 216,760 - - - - - 216,760
Bonds and debt instruments ..............ooovviiiiiiiiiiiiiie, 32,034 458 952 108 426 185 34,163
Loans to credit institutions ..........cccccveeeviiieii e 35,531 3 - - - - 35,534
Loans to CUSIOMErS ........oeevviieiiiie e 463,177 22,748 38,187 130,927 2,431 8,241 665,711
Total assets 747,502 23,209 39,139 131,035 2,857 8,426 952,167
Off-balance sheet items .........cccoviviiiiiiciie e, 73,020 9,571 1,456 35,196 - - 119,243
Liabilities

Deposits from Central Bank and credit institutions ............. 25,631 - - - - - 25,631
Deposits from CUStOMErS ........cccccvvveiiiieeiieeeee e 581,171 1,659 1,778 7,772 865 - 593,245
Debt issued and other borrowed funds ...........ccccccvvevnnennn. 35,360 24,180 19,801 48,505 16,053 6,409 150,308
Subordinated [0aNS ...........ooooiiiiiiiee 19,517 - - - - - 19,517
Total liabilities 661,679 25,839 21,579 56,277 16,918 6,409 788,701
Off-balance sheet items .........cccocvvveviiiiciiie e, 87,095 6,446 5,968 28,872 2,976 - 131,357
Net interest gap on 31 December 2015 71,748 495 13,048 81,082 (17,037) 2,017 151,352

75. Sensitivity analysis for interest rate risk in the non-trading portfolios

For the sensitivity analysis in the banking book the Group uses as a reference the 99th percentile shift based on historical data of either past 5
years (domestic rates) or 10 years (foreign rates) and a holding period of six months. The following table demonstrates the sensitivity of the
Group's equity and income statement to theses changes in interest rates, all other risk factors held constant and how the applied shifts would
affect the fair value of the Group's banking book positions. The shifts have been updated from the ones reported in the consolidated financial

statements for the year ended 31 December 2015 and the figures for year-end 2015 have been updated accordingly.

Sensitivity analysis for non-trading bonds and debt instruments 31.12.2016 31.12.2015

Profit or (loss)

Parallel shift in yield Downward Upward Downward Upward
Currency (ISK million) curve (basis points) shift shift shift shift
ISK, INAEXEA ... 210 4,583 (4,583) 5,474 (5,474)
ISK, NONANAEXET v eeeees 230 (907) 907 ( 245) 245
CHF e eseeee e e s s 50 3 (3) (2) 2
EUR eeoeeeeeeeoee e eeeeeoee e e e 60 (38) 38 (70) 70
1= =TSO 85 0 (0) 2 (2)
IPY e eeeee e 35 2 (2) 1 (1)
USD oo eeeeeeee e eeeeseeese e e 130 (39) 39 10 (10)
OHNBT o 150 (35) 35 (39) 39
Total 3,569  (3,569) 5,131 (5,131)
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Currency risk

76. Currency risk is the risk that earnings or capital may be negatively affected from the fluctuations of foreign exchange rates, due to transactions
in foreign currencies or due to a mismatch in the currency composition of assets or liabilities.

The analysis of the Group's foreign currency exposure presented below is based on the contractual currency of the underlying balance sheet
items. Additionally, there are off-balance sheet items that carry currency risk and are included in the total currency imbalance. The off-balance
sheet amounts below represent the notional amounts of derivatives and unsettled spot agreements.

The tables below summarise the Group's exposure to currency risk at 31 December 2016 and 31 December 2015, based on contractual
currencies, off-balance sheet items, but excluding assets categorised as held for sale.

Currency analysis 31 December 2016

Assets EUR uUsD GBP CHF JPY SEK NOK DKK Other Total
Cash and balances with CB ....... 423 350 203 35 16 108 76 136 44 1,391
Bonds and debt instruments ...... 17,302 2,764 23 - - - 654 - - 20,743
Shares and equity instruments .. 42 1,072 0 - - - 0 - - 1,114
Loans to credit institutions ......... 6,742 8,050 397 207 173 43 1,220 293 465 17,590
Loans to customers .... 73,192 25,240 1,707 5,165 4,329 2 5,647 776 710 116,768
Other assets ..... 687 1,981 301 1 22 607 2 20 185 3,806
Total assets 98,388 39,457 2,631 5,408 4,540 760 7,599 1,225 1,404 161,412
Liabilities
Deposits from credit institut. ...... 473 409 0 4 4 0 0 0 0 890
Deposits from customers ........... 19,117 16,303 3,845 333 686 834 2,196 649 472 44,435
BOImOWINGS ...o.voveeeeerieericesienas 97,264 3,963 - - - 17,464 6,566 - - 125,257
Other liabilities .........c.ceovreenenne. 4,572 4,620 643 4 194 611 65 48 317 11,074
Total liabilities 121,426 25,295 4,488 341 884 18,909 8,827 697 789 181,656
Net on-balance sheet position (23,038) 14,162 (1,857) 5,067 3,656 (18,149) (1,228) 528 615 (20,244)
Off-balance sheet items
Off-balance sheet assets ........... 161,505 19,946 2,223 2,619 2,028 19,216 2,063 1,282 2,182 213,064
Off-balance sheet liabilities ........ 138,891 33,967 434 7,733 5,736 1,159 825 1,906 2,554 193,205
Net off-balance sheet position 22,614 ( 14,021) 1,789 (5,114) (3,708) 18,057 1,238 (624) (372) 19,859
Net position .........ccccceeeene (424) 141 (68) (47) (52) (92) 10 (96) 243 (385)
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76. Cont'd

77.

Currency analysis 31 December 2015

Assets EUR usbD GBP CHF JPY SEK NOK DKK Other Total
Cash and balances with CB ....... 387 250 131 37 11 66 74 90 33 1,079
Bonds and debt instruments ...... 31,829 9,867 - - - - 1,471 - - 43,167
Shares and equity instruments .. 5,515 276 0 - - - 1 - - 5,792
Loans to credit institutions ......... 18,584 11,474 988 1,027 523 1,420 297 209 511 35,033
Loans to customers ................... 62,438 28,980 5,409 6,907 6,905 272 7,340 1,113 103 119,467
Other assets 432 1,859 246 0 23 35 12 27 47 2,681
Total assets 119,185 52,706 6,774 7,971 7,462 1,793 9,195 1,439 694 207,219
Liabilities

Deposits from credit institut. ...... 1,389 816 1 440 584 0 0 0 - 3,230
Deposits from customers ........... 66,267 22,351 5,047 1,488 1,031 1,103 2,931 946 1,356 102,520
BOIrOWINGS ....ccovveeerieiiiirieiiieens 39,467 - - - - 21,639 7,366 - - 68,472
Subordinated loans .................... 19,517 - - - - - - - - 19,517
Other liabilities ........cccooevvrereenne 4,084 5,066 834 1 118 98 64 163 94 10,522
Total liabilities 130,724 28,233 5,882 1,929 1,733 22,840 10,361 1,109 1,450 204,261
Net on-balance sheet position ... (11,539) 24,473 892 6,042 5,729 (21,047) (1,166) 330 (756) 2,958
Off-balance sheet items

Off-balance sheet assets ........... 71,768 12,667 2,037 833 19 20,833 2,042 424 1,544 112,167
Off-balance sheet liabilities ........ 54,802 36,353 2,694 6,894 5,722 - 2,956 777 603 110,801
Net off-balance sheet position 16,966 (23,686) (657) (6,061) (5,703) 20,833 (914) (353) 941 1,366
Net position ........ccccceeeeneen. 5,427 787 235 (19) 26 (214) (2,080) (23) 185 4,324

Sensitivity analysis for currency risk

The table below shows how the currency imbalance is affected by either depreciation or appreciation of each currency assuming other risk
factors being held constant. The shift number is the 99th percentile of a 20-day return distribution for each currency for the past 5 years. The
adverse movement of each currency is applied for the impact of the shift and demonstrates how the Group's equity and income statement
would be affected by the shifts. The shifts have been updated from the ones reported in the consolidated financial statements for the year
ended 31 December 2015 and the figures for year-end 2015 have been updated accordingly.

Sensitivity analysis for currency risk 31 December 2016

Currency (shift) Shift effect
EUR (4%) wnveeeiiiiiiteneseeee st (17)
USD (5%) +vveveeteitentenieieieieic sttt (10)
GBP (5%) (3)
CHF (4%) (2)
JPY (8%) (4)
SEK (6%) ... (6)
NOK (7%) (1)
DKK (4%) (4)
(@13 TCT (o TP (15)
Total (62)

Sensitivity analysis for currency risk 31 December 2015

Currency (shift) Shift effect
EUR (3%) «evereieeiinierieeeeeeeeee e (163)
USD (7%) «eveeeieeiinienienieneeeeeeie e (47)
GBP (4%) e (9)
CHF (9%) et (2)
JPY (7%) (2)
SEK (5%) ... (11)
NOK (6%) (104)
DKK (3%) eeevevereeeeieieienie e (1)
Other (79) .ecveeeeeiiiieeeeeeeeee e (15)
Total (354)

AMOUNTS ARE IN ISK MILLION
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Shares and equity instruments

78. The Group's equity exposure in the trading book arises from flow trading, mainly in shares denominated in ISK. Limits on both aggregated
market value and maximum exposure in single securities are aimed at reducing the equity risk and concentration risk in the Group's portfolio.
Shares and equity instruments in the banking book are designated at fair value through profit or loss or are classified as held for sale.

79. Sensitivity analysis for shares and equity instruments
For the sensitivity analysis the Group uses as a reference the 99th percentile shift in the domestic stock index based on historical data of past
five years and a holding period of 20 days for the trading book and six months for the banking book. The following table demonstrates how
these shifts would affect the Group's equity and net financial income. The shifts have been updated from the ones reported in the consolidated
financial statements for the year ended 31 December 2015 and the figures for year-end 2015 have been updated accordingly.

Sensitivity analysis for equities 31.12.2016 31.12.2015
Profit or (loss)
Change in equity Downward Upward Downward Upward
Portfolio (ISK million) prices shift shift shift shift
TEAOING v 1% (213) 213 (368) 368
[N\ T Tg B =T 1o 26% (1,116) 1,116 (2,685) 2,685
Total (1,329) 1,329 (3,053) 3,053

Derivatives

80. The Group uses derivatives to hedge currency exposure, interest rate risk in the banking book as well as inflation risk. The Group is however
subject to indirect exposure through customers’ margin trading. Margin trading is subject to continuous monitoring and strict collateral
requirements. Other derivatives in the Group held for trading or for other purposes are insignificant.

Inflation risk

81. The Group is exposed to inflation risk since the value of CPI-indexed assets exceeds CPl-indexed liabilities. The value of these assets and
liabilities changes according to changes in the CPI at any given time and all changes in the CPI index affect profit and loss. On 31 December
2016 the CPI gap amounted to ISK 60,874 million (2015: ISK 46,776 million). Thus, a 1% increase in the index would lead to an ISK 609
million increase in the balance sheet and a 1% decrease would lead to a corresponding decrease, other risk factors held constant. Note that
the following corrections were made to the previously reported figures for 31.12.2015: off-balance sheet positions under both assets and
liabilities have been corrected and a new line was added for financial liabilities but they were included in the off-balance sheet position last

time.

Assets, CPI -linked 31.12.2016 31.12.2015
[STe ale E3r=TaTo Mo [ o AT a YT (AU T 0 g1 oL T 3,204 2,329

oY1 (e 0 1<) (o) 1 4 < £ URPPTRR 245,946 223,719
Off-balance SEEE POSIHION .......ccuiiiiiiieei ettt e e et e e e tt e e e e aeeeeasseeeeseeesesseeeesseeeesseeeensneesnseeenns 2,201 5,275
Total assets 251,351 231,323
Liabilities, CPI-linked

DepOSitS fFrOM CUSTOMETS ... .eiiiiieii ettt ettt et e e ae e e ae e e s e e eaeeaase e seeeaeesaeeemseeaneesneeenseeaneeenseennean 95,099 96,424
Debt issued and other DOrTOWEA FUNGS ...........oooiiiiiiiiiieeeeeeee 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 eeeeeeeeeees 63,510 56,909
Off-DalanCe SNEEE POSIHION ......cccueiiiiiie ettt e e st e e e st e e e e aaeeeaseeeeseeessseeeesseeessseeesnsneesnnseeenns 31,771 29,641

[ =T a o= =T o 1= RRPR 97 1,573
Total liabilities 190,477 184,547
CPI Balance 60,874 46,776
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Capital management

82. Risk exposure and capital base

The table below shows the capital base, risk weighted assets and the resulting capital ratios for the Group at 31 December 2016 and 31
December 2015.

On 31 December 2016, the Group's total capital ratio, calculated according to the Act on Financial Undertakings, was 25.2% compared to
30.1% at year-end 2015.

The decrease of the capital ratios is mainly due to large dividend payments in December 2016 and the repayment of the EUR denominated
Tier 2 instrument in September 2016. This reduction was partly offset by the impact of an amendment of the Act on Financial Undertakings
which allows for the inclusion of general credit risk adjustments as Tier 2 capital.

The Group aims at managing its capital position and the corresponding capital ratios at a comfortable margin above the overall regulatory
capital requirement. The resulting long-term capital target assumes that the Group maintains a capital management buffer of about 0.5-1.5%
in excess of the SREP results. Based on last year's SREP results this translates to a long-term total capital ratio target of around 20% and a
minimum CET1 ratio above 15%.

The Group still maintains a short-term total capital ratio target of 23%. The higher short-term target is due to some remaining uncertainty
regarding the lifting of capital controls and a buffer due to the potential impact of the IFRS 9 implementation. Over the past year, the Group
has actively released excess capital by paying dividends to the Icelandic government. The Group expects to continue that course and
cautiously manage its capital ratios towards the long-term target over the next 2-3 years.

The Group's regulatory capital calculations for credit risk and market risk are based on the standardised approach and the capital calculations
for operational risk are based on the basic indicator approach. Further information regarding the Group's capital management and overall
capital requirement can be found in the unaudited Pillar 3 Report.

2016 2015

Tier 1 capital
Ordinary share capital 10,000 10,000
ST T 1= 4= 2 10T ¢ OSSPSR 55,000 55,000
OhEr FESEIVES ...ttt ettt et b e et e bt e e bt e et e bt e e bt e bt e et e e et e et e e ar e et e e eaneenneenseenanes 4,139 6,002
[RC =TT To B =Y Ty T 0T SRS 105,563 127,288
[\ [oT g ool g1 (o] T o T a1 (=T 4 =T SR 4,223 3,937
LI - 17T=Y £ (4) -
INTANGIDIE @SSEES ...ttt b e bbbt b bt e eh e h bttt e bt e h et e bt e bt e an e et e et e e eanas (2,672) (1,331)
Other regulatory adjUSTMENTS .........oiiiiiiiii ettt sttt b e she e bt b e e be e sbe e sabeebeesbeesabeenbee e (924) (2,779)
Total Tier 1 capital 175,325 198,117
Tier 2 capital
Qualifying subordinated HabIlIIES .............coi e e e - 19,517
Adjustment to eligible capital INSIUMENES .........c.oiiiiee et e st s e e e e eneeenneeenes - (13,903)
Other regulatory adjUSTMENTS ... ..o ettt e et e et e e st e e neeemee e seeaeesaeeemneaseeeneeanseenneeaneeans - (2,779)
General credit FISK adJUSTMENTS .........oiiii ettt st e e e e ae e e ae e eee e s st e enbeesbeeemseebeesaeeenneennas 2,049 -
Total capital base 177,374 210,952
Risk weighted assets
o (=T (o el (=T L1 A 1= TR 615,465 606,591
- due to market risk: 7,243 16,607

Market risk, trading DOOK ..........oo i et e et e et e e et e e ae e aee e araeeennn 6,418 9,931

[0 4 =Y VoV 1S 825 6,676
e L= (ol o] o= = o P Ty SRR 81,469 76,495
Total risk weighted assets 704,177 699,693
Capital ratios
THET 1 FALIO .eeeeeeeeeeee ettt ettt e e eeeeeses et et etes et et e s et eseseseseas s s s eses et es et et etetetes et et et et et et e s eseananen s s s esen et et et eteeeteee 24.9% 28.3%
RIS =TT I = LT NP 25.2% 30.1%
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82. Cont'd
Article 86 of the Act on Financial Undertakings no. 161/2002 details the measures taken in the case of insufficient own funds of a financial
undertaking. If the Board or managing directors of a financial undertaking have reason to expect that its own funds will be less than the
minimum required by law, they must immediately notify the Financial Supervisory Authority (FME) thereof. The FME may grant the financial
undertaking concerned a time limit of up to six months to increase its own funds to the minimum provided. If the remedies are not satisfactory
in the opinion of the FME, or if the time limit provided for expires, the operating licence of the financial undertaking shall be revoked.

Operational risk

83. The Group has adopted the definition of operational risk from the CRD IV of the European Parliament and of the Council, where operational
risk is defined “as the risk of loss resulting from inadequate or failed internal processes, people and systems or from external events, and
includes legal risk”. The Group's definition of operational risk includes compliance risk and reputational risk.

The Board of Directors has approved an Operational Risk Management Policy, applicable to the Bank, in accordance with article 78 of the
Financial Institution Act no. 161/2002. The policy outlines a framework for operational risk management in the Group. The operational risk
management framework is described in further detail in several subdocuments, such as the Quality Management Policy, Data Policy,
Business Continuity Management Framework, Security Policy, Outsourcing Policy, and the Crisis Communication Policy, all of which are
approved by the Executive Board.

According to the Operational Risk Management Policy, the Executive Board is responsible for the operational risk management framework
and Risk Management is responsible for the implementation of the operational risk framework throughout the Bank.

The Bank uses the Basic Indicator Approach of the Capital Requirements Directive (CRD) to calculate the capital requirements for Pillar 1
operational risks, in accordance with Rules on the Capital Requirement and Risk Weighted Assets of Financial Undertakings no. 215/2007.
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Accounting policies

84.

85.

Basis of measurement

The consolidated financial statements are prepared on a historical cost basis, except for the following assets and liabilities, which are
measured at fair value: bonds and debt instruments, shares and equity instruments, short positions in listed bonds and derivative
financial assets and liabilities.

Non-current assets and disposal groups held for sale are measured at the lower of its carrying amount and fair value less costs to sell.

Recognised financial liabilities designated as hedged items in qualifying fair value hedge relationships are measured at amortised cost
adjusted for changes in fair value attributable to the risk being hedged.

Changes in presentation

The Group has changed its presentation in the consolidated financial statements as follows:

The Group has changed its presentation in the Notes as follows:

- Comparable information in Note 17 in line item Financial assets designated at fair value through profit or loss was included in the line
item Other assets in the consolidated financial statements for the year ended 31 December 2015.

- Expenses from non-current assets are included in the line item Net profit from sale of foreclosed mortgages in Note 25, comparable
information have not been changed. In the consolidated financial statements for the year ended 31 December 2015 expenses from non-
current assets amounted to ISK 264 million were included in Note 22 in the line item Other administrative expenses.
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86.  Significant accounting policies

The accounting policies set out below have been applied consistently by all Group entities to all periods presented in these consolidated
financial statements.

Set out below is an index of the significant accounting policies, the details of which are available on the pages that follow.

Contents Page
1 Lo TY ol o) i eTo ) g 1o ] o F=Y o) o [ 74
2 [0 (=1 T | Al w U4 (=Y g o [T PP PPOTPPN 75
3 FINANGCIAI @SSELS .. ..coeeiiiiieeii ettt e e et e e e et ee e e e et et e e e e e eaa e e e e e et ee e e e e e et e e eeeeta e eee et e eeereranaeerrrraaaaes 75
4 FINANCIAI ADIIHIES ......eeieeeeee ettt et e oo b e e e e sttt e b et e e e a bt e e e e abe e e e anbe e e e e ante e e e sabneeeennneeeas 76
5 Determination of fair value of financial assets and financial labilities ..................iiiiieiiiiiiee e 77
6 Recognition and derecognition of financial assets and financial liabilities ... 78
7 Offsetting financial assets and financial IAbIlItIES ..............ooiiiiiii e e e 79
8 Derivative fiInancial INSIIUMENES .........oiii ettt e e e b e e et e e et e e e e aann e e e aanreeenas 79
9 Fair value Nedge @CCOUNTING .......oiiiiiiiee ettt e e e oo ettt e e e e e eab et et et e e e e e s e abn b bt et e e e e e e e nnebeeeeeeens 79
10 INVESTMENES 1N @SSOCIALES ....eei ittt e e et e e bt oo e b e e ek e e e e esb et e e eab e e e e are e e e e nneeeaareee s 79
11 Leases .......ccoeeeevneiinnnnn. 80
12 Property and equipment 80
13 INEANGIDIE @SSEES ...ttt e oottt e e oo oo e bt e e oo e e ettt e e e e e ettt e e e e e e e et e e e s 81
14 Non-current assets and disposal groups held fOr SAlE ............oiiuiiiiiiiiiii e e 81
15 FINANCIAI QUATANTEES ......oiiiiiiii ettt ettt e ettt e e s bttt e e aa et e e oo ate e e e e abe e e e see e e e embeeeeanbbeeeeaabbeeeannbeeeaanbeeeeannnen 81
16 | Ia =10 I oToTa 0] 041110 01T o] <N 81
17 L (037 o] o1 PP 82
18 82
19 82
20 83
21 83
22 83
23 Net fiNANCIAl INCOME (EXPENSE) ... .eiiiiiiie ettt ettt oottt e e h b et e e eabe e e e ok e et e o ahbee e eat e e e e eabb e e e e aabb e e e sanbeeeenbneeeannnen 84
24 Net foreign exchange gain (loss) .. 84
25 AdMINISIIAtiVE EXPENSES ... .eeiiiiiiiiee ettt ettt e e e e et et ettt eeeeese s s taeeeetaeeeeasansasaeeeeeee e sssssaeeeeeeeesaassntseseeaeeessansnssnneeanens 84
26 Impairment of NON-FINANCIAI @SSELS ........c.eeiieiiie et e et e e ettt e e et e e smte e e e nae e e e e neeeeeenneeeeaanneeeeanneeas 84
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31 Offsetting INCOME @NA EXPENSES ........oiiiiiiiiiiiii ettt ettt e et e e ettt e e be et e e sat st e e e be e e e bt et e e aab bt e e e bneeeeanneeeesanneeenas 86
32 Earnings per share 87
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86.1.

b)

Basis of consolidation

The consolidated financial statements of the Group comprise the financial statements of Islandsbanki hf., as the parent company, and
its subsidiaries presented as those of a single economic entity. The Group consolidates its subsidiaries on the basis of control whereas
subsidiaries are entities controlled by the Group.

Control
The Group controls an entity when the Group is exposed, or has rights, to variable returns from its involvement with the entity and has
the ability to affect those returns through its power over the entity.

The Group is exposed, or has rights, to variable returns from its involvement with an entity when the Group's returns from its
involvement have the potential to vary as a result of the entity's performance.

The Group has power over an entity when the Group has existing rights that give it the current ability to direct the relevant activities, i.e.
the activities that significantly affect the entity's returns.

Generally, there is a presumption that a majority of voting rights results in control. To support this presumption and when the Group has
less than a majority of the voting or similar rights of an entity, the Group considers all relevant facts and circumstances in assessing
whether it has power over an entity, including the contractual arrangements with the other vote holders of the entity, rights arising from
other contractual arrangements, the Group's voting rights and potential voting rights.

When the Group assesses whether it controls an entity, it also determines whether it is a principal or an agent. If the Group has the
power to direct the activities of the entity to generate returns for itself, then it is a principal. If the Group is primarily engaged to act on
behalf and for the benefit of other parties, then it is an agent and it does not control the entity when exercising its decision-making rights
delegated to it. In making the assessment of whether the Group is a principal or an agent it considers the overall relationship between
itself, the entity and other parties involved with the entity. In particular, the Group considers the scope of its decision-making authority
over the entity, the rights held by other parties, the remuneration to which it is entitled in accordance with any remuneration agreements
and the Group's exposure to variability of returns from other interests that it holds in the entity. Different weightings are applied to each
of these factors on the basis of particular facts and circumstances.

The Group re-assesses whether or not it controls an entity if facts and circumstances indicate that there are changes to one or more of
the elements of control.

Consolidation
Consolidation of a subsidiary begins when the Group obtains control of the subsidiary and ceases when the Group loses control of the
subsidiary.

In preparing the consolidated financial statements, islandsbanki hf. combines its financial statements with those of its subsidiaries, line
by line, by adding together like items of assets, liabilities, equity, income, expenses and cash flows. When necessary, adjustments are
made to the financial statements of subsidiaries to bring their accounting policies in line with the Group's accounting policies. All intra-
group assets and liabilities, equity, income, expenses and cash flows relating to transactions between group entities are eliminated in
full on consolidation. The carrying amount of Islandsbanki hf.'s investment in each subsidiary and slandsbanki's portion of equity of
each subsidiary are eliminated and any related goodwill is recognised as an asset.

When the Group is committed to a sale plan involving the loss of control of a subsidiary and the criteria for classification as held for sale
are met (see Note 86.14), it classifies all the assets and liabilities of that subsidiary as held for sale in its consolidated financial
statements. This is regardless of whether the Group will retain a non-controlling interest in the subsidiary after the sale.

When the disposal of subsidiaries meets the definition of discontinued operations (see Note 86.30), the Group presents the gain or loss
from disposal in the income statement in the line item “Profit (loss) from discontinued operations, net of income tax”.

If the Group loses control of a subsidiary, it derecognises the related assets (including goodwill), liabilities, non-controlling interests and
other components of equity, while any resultant gain or loss is recognised in profit or loss. Any investment retained by the Group in the
former subsidiary is recognised at its fair value at the date when control is lost.

A change in the Group's ownership interest in a subsidiary, without a loss of control, is accounted for as an equity transaction.

Non-controlling interests
Non-controlling interests represent equity in subsidiaries not attributable, directly or indirectly, to the Group.

For each business combination, the Group measures at the acquisition date components of non-controlling interests in the acquiree that
are present ownership interests and entitle their holders to a proportionate share of the entity's net assets in the event of liquidation, at
either fair value or the present ownership instruments' proportionate share in the recognised amounts of the acquiree's identifiable net
assets. All other components of non-controlling interests are measured at their acquisition-date fair values, unless another
measurement basis is required by IFRSs.

The Group presents non-controlling interests within equity in the consolidated statement of financial position, separately from the equity
attributable to equity holders of islandsbanki hf. Profit or loss and each component of other comprehensive income are attributed to
equity holders of islandsbanki hf. and to non-controlling interests, even if this results in the non-controlling interests having a deficit
balance.
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When the proportion of the equity held by non-controlling interests changes, the Group adjusts the carrying amounts of the controlling
and non-controlling interests to reflect the changes in their relative interests in the subsidiary. Any difference between the amount by
which the non-controlling interests are adjusted and the fair value of the consideration paid or received is recognised directly in equity
and attributed to equity holders of islandsbanki hf. No adjustments are made to goodwill and no gain or loss is recognised in profit or
loss.

Business combinations and goodwill

The Group accounts for each business combination by applying the acquisition method. Under the acquisition method, the Group
identifies itself as the acquirer, determines the acquisition date, recognises and measures the identifiable assets acquired, the liabilities
assumed and any non-controlling interests in the acquiree, and recognises and measures any goodwill or gain from a bargain purchase.

Foreign currencies

Foreign currency transactions

Iltems included in the financial statements of each of the Group's entities are measured using the functional currency of the respective
entity. Transactions in foreign currencies are translated into functional currencies at the spot exchange rate at the date of the
transactions. Monetary assets and liabilities denominated in foreign currencies at the reporting date are retranslated into functional
currencies at the spot exchange rate at that date. The foreign currency gain or loss on monetary items is the difference between
amortised cost in the functional currency at the beginning of the year, adjusted for effective interest and payments during the year, and
the amortised cost in foreign currency translated at the spot exchange rate at the end of the year.

Non-monetary assets and liabilities that are measured in terms of historical cost in a foreign currency are translated using the spot
exchange rate at the date of the transaction. Non-monetary assets and liabilities denominated in foreign currencies that are measured
at fair value are translated into the functional currency at the spot exchange rate at the date that the fair value was determined.

Foreign currency differences arising on retranslation are recognised in profit or loss (see Note 86.24).

Financial assets

For the purpose of measuring its financial assets, the Group classifies them at inception in one of the following categories (see also
Note 7):
*» Loans and receivables; or
« Financial assets at fair value through profit or loss, either as:
- held for trading; or
- designated as at fair value through profit or loss
* Financial assets classified as available for sale.

Loans and receivables

Loans and receivables are non-derivative financial instruments with fixed or determinable payments that are not quoted in an active
market and that the Group does not intend to sell immediately or in the near-term, other than those that the Group designates upon
initial recognition as financial assets at fair value through profit or loss. Loans and receivables include loans originated by the Group to
its customers and credit institutions, acquired loans, participations in loans from other lenders and finance receivables.

When the Group purchases a financial asset and simultaneously enters into an agreement to resell the asset (or a substantially similar
asset) at a fixed price on a future date (reverse repurchase transactions), the arrangement is accounted for as a loan or receivable, and
the underlying asset is not recognised in the consolidated financial statements of the Group.

Loans and receivables are recognised when cash is advanced to borrowers. On initial recognition they are measured at fair value plus
incremental direct transaction costs. Subsequently, they are measured at amortised cost using the effective interest method. Amortised
cost is calculated by taking into account the amount at which the loans and receivables are measured at initial recognition less principal
repayments, plus or minus the cumulative amortisation using the effective interest method of any difference between that initial amount
and the maturity amount (such as due to discounts or premiums on acquisition and fees and costs that are an integral part of the
effective interest rate), and minus any reduction for impairment (see Note 86.28). Accrued interest is included in the carrying amount of
the loans and receivables in the statement of financial position.

The losses arising from impairment are recognised in profit or loss in the line item “Net loan impairment”.
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Financial assets designated at fair value through profit or loss

The Group designates certain financial assets upon their initial recognition as financial assets at fair value through profit or loss when
doing so results in more relevant information because:

« It eliminates or significantly reduces a measurement or recognition inconsistency that would otherwise arise from measuring assets or
liabilities or recognising the gains and losses from them on different bases; or

» Financial assets and/or financial liabilities are managed and their performance is evaluated on a fair value basis, in accordance with
the Group's risk management or investment strategy, and information about it is provided internally on that basis to the Group's key
management personnel; or

» The financial assets and/or financial liabilities contain an embedded derivative that significantly modifies the cash flows that would
otherwise have been required under the contract.

Financial assets designated by the Group as at fair value through profit or loss are initially recognised and subsequently measured at
fair value in the statement of financial position, with transaction costs recognised immediately in profit or loss. Changes in fair value are
recognised in profit or loss in the line item "Net financial income (expense)", except for interest earned (which is recognised in the line
item "Interest income" using the effective interest method) and foreign exchange gains and losses (which are included in the line item
"Net foreign exchange gain (loss)").

Financial assets held for trading

Financial assets held for trading are financial assets acquired principally for the purpose of selling or repurchasing in the near term, or
for holding as part of a portfolio that is managed together for short-term profit or position taking. Financial assets held for trading consist
of bonds and debt instruments, shares and equity instruments, and derivatives with positive fair value which are not designated as
hedging instruments.

Financial assets held for trading are initially recognised and subsequently measured at fair value in the statement of financial position,
with transaction costs recognised immediately in profit or loss. Changes in fair value are recognised in profit or loss in the line item "Net
financial income (expense)", except for interest earned which is recognised in the line item "Interest income" on an accrual basis and
foreign exchange gains and losses which are included in the line item "Net foreign exchange gain (loss)".

Financial assets classified as available for sale

Financial assets classified as available for sale are non-derivative investments which the Group designates as such or are not classified
as loans and receivables, financial assets held for trading or financial assets designated at fair value through profit or loss. Financial
assets classified as available for sale consist of equity instruments held by the Group for long-term investment purposes.

Financial assets classified as available for sale are initially recognised at fair value plus transaction costs, and subsequently are carried
at fair value. Changes in fair value are initially recognised directly in "Other comprehensive income, net of income taxes". The
cumulative changes in fair value recognised in "Other comprehensive income" are transferred to the profit and loss in line item "Net
financial income" when the financial assets are derecognised or impaired. Gains and losses on derecognition are determined using the
average cost method.

Financial liabilities

For the purpose of measuring its financial liabilities, the Group classifies them at inception in one of the following categories (see also
Note 7), except for financial guarantees (see Note 86.15) and loan commitments (see Note 86.16):

» Financial liabilities held for trading; or
* Derivative liabilities held for hedging; or
« Financial liabilities measured at amortised cost.

The Group does not designate financial liabilities as at fair value through profit or loss.

Financial liabilities held for trading

Financial liabilities held for trading are financial liabilities incurred principally for the purpose of generating profits from short-term price
fluctuations or from the dealer's margin. Financial liabilities held for trading consist of short positions in listed bonds and derivatives with
negative fair value which are not classified as financial guarantees or are not designated as hedging instruments.

Financial liabilities held for trading are initially recognised and subsequently measured at fair value in the statement of financial position
with transaction costs recognised directly in profit or loss. Changes in fair value are recognised in profit or loss in the line item "Net
financial income (expense)", except for interest incurred, which is recognised as "Interest expense" on an accrual basis and foreign
exchange gains and losses which are included in the line item "Net foreign exchange gain (loss)".

Derivative liabilities held for hedging
Derivative liabilities held for hedging consist of derivatives with negative fair value which are designated and accounted for as hedging
instruments (see Note 86.9).
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Financial liabilities measured at amortised cost

Financial liabilities measured at amortised cost are non-derivative financial liabilities which are not classified by the Group as financial
liabilities held for trading. Financial liabilities measured at amortised cost include deposits, debt issued and other borrowed funds and
subordinated loans.

Financial liabilities measured at amortised cost are recognised initially at fair value net of transaction costs incurred, and subsequently
are carried at amortised cost using the effective interest method. Amortised cost is calculated by taking into account the amount at
which the financial liabilities are measured at initial recognition minus principal repayments, plus or minus the cumulative amortisation
using the effective interest method of any difference between that initial amount and the maturity amount (such as due to discounts or
premiums and fees and costs that are an integral part of the effective interest rate). Accrued interest is included in the carrying amount
of the liabilities in the statement of financial position.

The amortised cost of certain bonds issued by the Group, which are designated as hedged items in qualifying fair value hedge
relationships, is adjusted for changes in the fair value of the bonds attributable to interest rate risk (see Note 86.9).

Determination of fair value of financial assets and financial liabilities

A number of the Group's accounting policies and disclosures require the determination of fair value for measurement and/or disclosure
purposes. Fair value is the price that would be received to sell an asset or paid to transfer a liability in an orderly transaction between
market participants at the measurement date (i.e. an exit price).

When available, the Group measures the fair value of financial assets and financial liabilities using quoted prices in an active market for
that instrument. A market is considered active if quoted prices are readily and regularly available and those prices represent actual and
regularly occurring transactions. The fair value is based on the most recent observed market prices at the balance sheet date. For all
other financial instruments, the Group determines fair value using valuation techniques.

The best evidence of the fair value of a financial instrument at initial recognition is the transaction price unless the fair value of that
instrument is evidenced by comparison with other observable current market transactions in the same instrument (i.e. without
modification or repackaging) or based on a valuation technique whose variables include only data from observable markets. When such
evidence exists, the Group recognises the difference between the transaction price and fair value in profit or loss in the line item Net
financial income (expense) on initial recognition of the financial instrument. In cases where the Group relies on data which is not from
observable markets, the difference between the transaction price and the value produced by the valuation technique, if any, is
recognised in profit or loss in the line item "Net financial income (expense)", depending upon individual facts and circumstances of each
transaction and not later than when the data becomes observable or when the instrument is redeemed, transferred or sold.

Valuation models
The Group measures fair values using a fair value hierarchy, which reflects the significance of the inputs used in making the
measurements. Further discussion on the fair value hierarchy can be found in Note 8.

If a market for a financial instrument is not active, the Group establishes its fair value using a valuation technique. The objective of
valuation techniques is to arrive at a fair value measurement that reflects the price that would be received to sell the asset or paid to
transfer the liability in an orderly transaction between market participants at the measurement date. Valuation techniques incorporate all
factors that market participants would consider in setting a price and are consistent with accepted methodologies for pricing financial
instruments. Valuation techniques include net present value and discounted cash flow models, comparison with similar instruments for
which market observable prices exist, Black-Scholes option pricing models and other valuation models. Assumptions and inputs used in
valuation techniques include risk-free and benchmark interest rates, credit spreads and other premia used in estimating discount rates,
bond and equity prices, foreign currency exchange rates, equity and equity index prices and expected price volatilities and correlations.
Fair values reflect the credit risk of the instrument and include adjustments to take account of the credit risk of the Group entity and the
counterparty where appropriate. Periodically, the Group calibrates the valuation techniques and tests them for validity using prices from
observable current market transactions for the same instrument, without modification or repackaging, or based on other available
observable market data.

The Group uses widely recognised valuation models for determining the fair value of common and more simple financial instruments,
such as interest rate and currency swaps that use only observable market data and require little management judgement and
estimation. Observable prices or model inputs are usually available in the market for listed debt and equity securities, exchange-traded
derivatives and simple over-the-counter derivatives such as interest rate swaps. Availability of observable market prices and model
inputs reduces the need for management judgement and estimation and also reduces the uncertainty associated with determining fair
values. Availability of observable market prices and inputs varies depending on the products and markets and is prone to changes
based on specific events and general conditions in the financial markets.

For more complex financial instruments, the Group uses proprietary models, which usually are developed from recognised valuation
models. Some or all of the inputs into these models may not be market observable, in which case the inputs are derived from market
prices or rates or estimated based on assumptions. The value produced by a model or other valuation technique is adjusted to allow for
a number of factors as appropriate, to allow for model risks, bid-ask spreads, liquidity risks, as well as other factors, to the extent that
the Group believes a third-party market participant would take them into account in pricing a transaction.
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Management judgement and estimation are usually required for selection of the appropriate valuation model to be used, determination
of expected future cash flows of the financial instrument being valued, determination of the probability of counterparty default and
prepayments and selection of appropriate discount rates.

Fair values reflect the credit risk of the instrument and include adjustments to take account of the credit risk of the Group and the
counterparty where appropriate. For measuring derivatives that might change classification from being an asset to a liability or vice
versa such as interest rate swaps, fair values take into account both credit valuation adjustment (CVA) and debit valuation adjustment
(DVA) when market participants take this into consideration in pricing the derivatives.

Model inputs and values are calibrated against historical data and published forecasts and, where possible, against current or recent
observed transactions in different instruments and against broker quotes. This calibration process is inherently subjective and it yields
ranges of possible inputs and estimates of fair value, and management judgement is required to select the most appropriate point in the
range.

Valuation framework

The Group has an established control framework with respect to the measurement of fair values. The business unit owning the positions
is responsible for their valuations and for submitting the valuation to the Bank's Investment Committee for approval. Risk Management
provides an independent review of the results, the valuation methods used and of the use of significant unobservable inputs. The final
decision on the validity of the valuation is in the hands of the Bank's Investment Committee.

Recognition and derecognition of financial assets and financial liabilities

The Group uses trade date accounting to recognise purchases and sales of financial assets, i.e. they are recognised on the date on
which the Group commits to purchase or sell the asset, except for loans, which are recognised on the date when cash is advanced by
the Group to the borrowers. For a financial asset purchased, the Group recognises on the trade date a financial asset to be received
and a financial liability to pay. For a financial asset sold, the Group derecognises the asset on the trade date, recognises any gains or
losses on disposal and recognises a receivable from the buyer.

The Group recognises financial liabilities held for trading on the trade date, i.e. on the date at which the Group becomes a party to the
contractual provisions of the financial instrument. The Group recognises financial liabilities measured at amortised cost on the date
when they originated. The Group derecognises a financial liability when its contractual obligations are discharged or cancelled or expire.

The Group derecognises financial assets in the following circumstances:

» When the contractual rights to the cash flows from the financial assets expire, or

» When the Group transfers the rights to receive the contractual cash flows on the financial asset in a transaction in which:

- The Group transfers substantially all the risks and rewards of ownership of the financial assets, or

- The Group neither transfers nor retains substantially all the risks and rewards of ownership of the financial assets and it does not
retain control of the financial assets.

Any interest in transferred financial assets that qualify for derecognition that is created or retained by the Group is recognised as a
separate asset or liability. On derecognition of a financial asset, the difference between the carrying amount of the asset (or the carrying
amount allocated to the portion of the asset transferred), and the sum of (i) the consideration received (including any new asset
obtained less any new liability assumed) and (ii) any cumulative gain or loss that had been recognised in other comprehensive income
is recognised in profit or loss.

The Group enters into transactions whereby it transfers assets recognised in its statement of financial position, but retains either all or
substantially all risks and rewards of the transferred assets or a portion of them. If all or substantially all risks and rewards are retained,
then the transferred assets are not derecognised from the statement of financial position of the Group. Transfers of assets with retention
of all or substantially all risks and rewards include, for example, repurchase transactions and securities lending.

The Group does not derecognise from its statement of financial position securities which the Group sells under agreements to
repurchase at a specified future date ("repos") at a fixed price or at the sale price plus a lender's return. The Group recognises the cash
received as a liability in its statement of financial position. The difference between the sale and repurchase prices is recognised as
interest expense over the life of the agreement using the effective interest method.

Securities lending and borrowing transactions are usually collateralised by securities or cash. The transfer of securities to counterparties
is only reflected in the statement of financial position if the risks and rewards of ownership are also transferred. Cash advanced or
received as collateral is recorded as an asset or liability.

In transactions in which the Group neither retains nor transfers substantially all the risks and rewards of ownership of a financial asset
and it retains control over the asset, the Group continues to recognise the asset to the extent of its continuing involvement, determined
by the extent to which it is exposed to changes in the value of the transferred asset.

Substantial modifications of terms of existing financial assets, or replacements with new ones with significantly different terms, result in
the Group derecognising the original financial assets and recognising new financial assets at fair value. See also Note 86.28 with
respect to renegotiated loans.
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Offsetting financial assets and financial liabilities

Financial assets and liabilities are offset and the net amount presented in the consolidated statement of financial position when, and
only when, the Group has a legal right to set off the amounts and it intends either to settle on a net basis or to realise the asset and
settle the liability simultaneously.

Derivative financial instruments

Derivatives entered into by the Group may be in the form of stand-alone contracts or embedded in other contracts, in which case the
Group assesses whether it is required to separate and account for the embedded derivatives as if they were stand-alone contracts. That
would be the case when the economic characteristics and risks of the embedded derivatives are not closely related to the economic
characteristics and risks of the host contracts; stand-alone contracts with the same terms as the embedded derivatives would meet the
definition of a derivative for accounting purposes; and the combined contracts are not classified by the Group as financial assets or
financial liabilities held for trading or designated by the Group as at fair value through profit or loss.

Derivatives which do not classify as equity instruments of the Group are classified as financial assets or financial liabilities, measured at
fair value and presented in the statement of financial position in separate line items as assets or liabilities, depending on whether their
fair value at the reporting date is positive (assets) or negative (liabilities). When the Group is required to separate and account for
embedded derivatives as if they were stand-alone contracts, the Group presents the fair value of the embedded derivatives in the
statement of financial position in the same line items in which the Group presents the related host contracts.

The Group applied hedge accounting in the course of the fourth quarter 2016 but not during the comparative period. Accordingly, some
of the Group's derivative financial assets and liabilities are accounted for as financial assets or financial liabilities held for trading while
others are accounted for as derivative assets or liabilities held for hedging (Note 86.4(b)).

Fair value hedge accounting

Over the course of the fourth quarter of 2016 the Group started applying fair value hedge accounting with respect to designated hedging
relationships consisting of certain fixed-rate euro denominated notes issued by the Bank in 2016 as the hedged items and certain euro
denominated interest rate swaps as the hedging instruments, whereby the Group pays floating rate interest and receives fixed rate
interest. The hedging relationships are designated and accounted for as fair value hedges because the interest rate swaps are hedging
the exposure of the Group to changes in the fair value of the notes arising from changes in interest rates. The Group recognises the
changes in the fair value of the interest rate swaps immediately in profit or loss together with the changes in the fair value of the notes
which are attributable to the interest rate risk. The changes in the clean fair value of the swaps and the notes are included in the line
item “Net financial income (expense)’, the accrued interest on both the notes and the swaps is included in the line item “Interest
expense” and foreign exchange gains and losses on the notes are included in the line item "Net foreign exchange gain (loss)").

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

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

Investments in associates

Associates are entities over which the Group has significant influence.

Significant influence is the power to participate in the financial and operating policy decisions of an entity, but is not control or joint
control over those policies. If the Group holds 20% or more of the voting power of an entity, it is presumed that the Group has significant
influence, unless it can be clearly demonstrated that this is not the case. Conversely, if the Group holds less than 20% of the voting
power of an entity, it is presumed that the Group does not have significant influence, unless such influence can be clearly
demonstrated. The Group considers the existence and effect of potential voting rights that are currently exercisable or convertible,
including potential voting rights held by other entities, when assessing whether it has significant influence.

The Group accounts for its investments in associates using the equity method. Under the equity method, investments in associates are
initially recognised at cost. The carrying amount of each investment is adjusted to recognise changes in the Group's share of net assets
of the associate since the acquisition date. Goodwill relating to acquisitions of associates is included in the carrying amount of the
investments and is not tested for impairment separately.
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The consolidated financial statements of the Group include the Group's share of the profit or loss and other comprehensive income of
associates, from the date that significant influence commences until the date that significant influence ceases. Unrealised gains and
losses resulting from transactions between the Group and the associates are eliminated to the extent of the interest in the associate.

When the Group's share of losses of an associate exceeds its interest in the associate, the carrying amount of that associate is reduced
to nil and recognition of further losses is discontinued, except to the extent that the Group has incurred legal or constructive obligations
or made payments on behalf of the associate. If the associate subsequently reports profits, the Group resumes recognising its share of
profits only after its share of profits equals the share of losses not recognised.

After application of the equity method, the Group determines whether it is necessary to recognise an impairment loss on its investments
in associates. At each reporting date, the Group determines whether there is objective evidence that individual investments in
associates are impaired. If there is such evidence, the Group calculates the amount of impairment as the difference between the
recoverable amount of the associate and its carrying amount, and recognises the impairment loss in the consolidated income
statement.

Upon loss of significant influence over an associate, the Group measures and recognises any retained investment at its fair value. Any
difference between the carrying amount of the associate upon loss of significant influence and the fair value of the retained investment
and proceeds from disposal is recognised in profit or loss.

Leases

The Group classifies leases based on the substance of the arrangements and the extent of the transfer of risks and rewards incidental
to ownership of leased assets. A lease is classified as an operating lease if the lessor does not transfer substantially all the risks and
rewards incidental to ownership. A lease is classified as a finance lease if the lessor transfers substantially all the risks and rewards
incidental to ownership.

Group as a lessee
Lease payments under operating leases where the Group is the lessee are recognised as an expense on a straight-line basis over the
capital lease term.

Group as a lessor

When the Group is the lessor in a capital lease, the Group recognises a capital lease receivable equal to the net investment in the
capital lease and presents it in the line item “Loans to customers” in the statement of financial position. The Group applies its
accounting policies for derecognition and impairment of loans and receivables also to its capital lease receivables. The Group
recognises the finance income from capital lease receivables in profit or loss in the line item “Interest revenue” over the period of the
capital lease so as to give a constant periodic rate of return on the net investment in the capital lease.

When the Group is lessor in arrangements which involve the legal form of capital leases, but which in substance do not involve leases,
the Group classifies them within loans and receivables.

Property and equipment

Recognition and measurement
Iltems of property and equipment are measured at cost less accumulated depreciation and impairment losses (see Note 86.26).

Where parts of an item of property and equipment have different useful lives, those components are accounted for as separate items of
property and equipment.

Subsequent costs

The Group recognises in the carrying amount of an item of property and equipment the cost of replacing part of such an item when that
cost is incurred if it is probable that the future economic benefits embodied with the item will flow to the Group and the cost of the item
can be measured reliably. The decision if subsequent costs are added to the acquisition cost of the property or equipment, is based on
whether an identified component, or part of such component, has been replaced or not, or if the nature of the subsequent cost means a
contribution of a new component. All other costs are recognised in profit or loss as incurred.

Depreciation

ltems of property and equipment are depreciated from the date they are available for use, except for land, which is not depreciated.
Each part of a depreciable item of property and equipment with a cost that is significant in relation to the total cost of the item is
depreciated separately. The depreciable amount of each significant item of property and equipment is determined after deducting its
residual value. Depreciation is expensed in profit or loss on a straight-line basis over the estimated useful lives of each part of an item of
property and equipment. The estimated useful lives for the current and comparative periods of significant items of property and
equipment are as follows:

(=101 o [1a e = S P PSP P PT PP UUPPPOPPPON 50 years
FIXEUTES ettt ettt ettt ettt e ettt e e ettt e e e be e e e oate e e e ea et e e e oae e e e e aRe e oo aRRe e e e Re e e eanEe e e eaRe e e e eReeeeeheeeeenbeeeeanbeeeannneeeaneeeaan 6 - 12 years
Equipment .... . 4 years
Y= o7 =PRSS 3 years

The depreciation method, useful lives and residual values are reviewed at each reporting date and adjusted if appropriate.
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Intangible assets

Software acquired by the Group is measured at cost less accumulated amortisation and impairment losses.

Expenditure on internally developed software is recognised as an asset when the Group is able to demonstrate its intention and ability
to complete the development and use the software in a manner that will generate future economic benefits, and can reliably measure
the costs to complete the development. The capitalised costs of internally developed software include all costs directly attributable to
developing the software and capitalised borrowing costs, and are amortised over its useful life. Internally developed software is stated at
capitalised cost less accumulated amortisation and impairment.

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

Software is amortised on a straight-line basis in profit or loss over its estimated useful live, from the date that it is available for use. The
estimated useful life of software for the current and comparative periods is four to ten years.

Non-current assets and disposal groups held for sale

Non-current assets and disposal groups (comprising groups of assets and liabilities associated with those assets, including non-current
assets) are classified as held for sale and presented in separate line items on the face of the statement of financial position if the Group
expects to recover their carrying amount principally through a sale transaction rather than through continuing use. For this to be the
case, the assets, or disposal groups, must be available for immediate sale in their present condition subject only to terms that are usual
and customary for sales of such assets, or disposal groups, and their sale must be highly probable.

Immediately before classification as held for sale, the assets, or components of disposal groups, are remeasured in accordance with
applicable IFRSs. Thereafter, the assets, or disposal groups, are measured at the lower of their carrying amount and fair value less
costs to sell, except for deferred tax assets, financial assets and investment properties, which are measured in accordance with the
accounting policies of the Group applicable to those assets. Once classified as held for sale, intangible assets are no longer amortised,
property and equipment is no longer depreciated and investments in associates are no longer equity accounted. Liabilities associated
with assets classified as held for sale are measured in accordance with the accounting policies of the Group applicable to those
liabilities.

Income earned and expenses incurred on assets and disposal groups held for sale continue to be recognised in the appropriate line
items in profit or loss until the transaction is complete. However, income and expenses on assets and liabilities of subsidiaries acquired
by the Group exclusively with a view to resale are recognised in profit or loss in the line item “Profit (loss) from discontinued operations,
net of income tax” (see Note 86.30).

Financial guarantees

Financial guarantees are contracts that require the Group to make specified payments to reimburse the holder for a loss it incurs
because a specified debtor fails to make payments when due, in accordance with the terms of a debt instrument. Financial guarantees
are issued by the Group to credit institutions and other parties on behalf of its customers so that they can secure loans, overdrafts and
banking facilities. Liabilities arising from financial guarantees issued by the Group are initially measured at their fair value, being the
premium received, and the initial fair value is amortised on a straight line basis over the life of the guarantee. The liabilities are
subsequently carried at the higher of the unamortised premium and the best estimate of the expenditure required to settle the liability
when a payment under the contracts has become probable. The estimates are determined based on experience of similar transactions
and history of past losses, supplemented by a judgement by the management.

Any changes in the liabilities arising from financial guarantees is recognised in profit or loss. The premium received is recognised as
revenue in profit or loss in the line item "Fee and commission income".

Loan commitments

Loan commitments are firm commitments of the Group to provide credit under pre-specified terms and conditions. The Group
recognises a provision for loan commitments in the statement of financial position, in the line item “Other liabilities”, only when the
Group is committed to making a loan that would be considered to be impaired or when the commitment becomes onerous. The related
expense is then recognised in profit or loss. Loan commitment fees received by the Group are recognised in accordance with the
accounting policy disclosed in Note 86.22.
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86.17.

86.18.

86.19.
a)

b)

c)

Provisions

Provisions are recognised when the Group has a present obligation (legal or constructive) as a result of a past event, if it is probable
that the Group will be required to settle the obligation, and a reliable estimate can be made of the amount of the obligation.

The amount recognised as a provision is the best estimate of the consideration required to settle the present obligation at the balance
sheet date, taking into account the risks and uncertainties surrounding the obligation. Where a provision is measured using the cash
flows estimated to settle the present obligation, its carrying amount is the present value of those cash flows. When some or all of the
economic benefits required to settle a provision are expected to be recovered from a third party, the receivable is recognised as an
asset if it is virtually certain that the reimbursement will be received and the amount of the receivable can be measured reliably.

The Group recognises a contingent liability assumed in a business combination if it is a present obligation that arises from past events
and its fair value can be measured reliably, even if it is not probable that an outflow of resources embodying economic benefits will be
required to settle the obligation.

Employee benefits

All Group entities are required to pay fixed contributions to publicly or privately administered pension plans on a mandatory and
contractual basis. The Group has no further payment obligations once these contributions have been paid by the Group. The Group
recognises these contributions as salary related expenses when they become due. The Group does not have a defined benefit pension
plan.

Short-term employee benefits include salaries, short-term cash bonuses, social security contributions, short-term compensated
absences and non-monetary benefits for current employees. Short-term employee benefit obligations are expensed by the Group as the
related service is provided. A liability is recognised for the amount expected to be paid under short-term cash bonus plans if the Group
has a present legal or constructive obligation to pay this amount as a result of past service provided by the employee and the obligation
can be estimated reliably.

Equity

Share capital

The share capital disclosed in the consolidated financial statement represents the total nominal value of ordinary shares issued by the
parent company and outstanding at the reporting date. Incremental costs directly attributable to the issuance of ordinary shares are
recognised as a deduction from equity, net of any tax effects.

Dividends on shares

Dividends payable to shareholders of the parent company are recognised as a liability and deducted from equity in the period in which
the dividends are approved by the shareholders in the parent company's annual general meeting. Dividends payable to non-controlling
shareholders in subsidiaries are recognised as a liability and deducted from equity in the period in which the dividends are approved by
the shareholders' meeting of the subsidiaries. Dividends declared after the reporting date are not recognised as a liability at the
reporting date.

Other reserves
Other reserves consist of statutory reserve, translation reserve and restricted reserves.

i. Translation reserve
The translation reserve comprises all foreign currency differences arising from the translation of the financial statements of foreign
operations.

ii. Restricted reserves

In June 2016 the Icelandic Parliament passed a law on changes to the Icelandic Annual Accounts Act. The changes to the act are
effective as from 1 January 2016. According to new provisions of the act an entity is to transfer, if applicable, certain amounts from
retained earnings to restricted reserves which can therefore not be distributed as dividends to shareholders. These restricted reserves
are specified as follows:

Restricted reserve due to capitalised development cost

When the Group capitalises development cost it transfers a corresponding amount from retained earnings to a restricted reserve. In the
future the restricted amount is to be transferred back to retained earnings as the capitalised development cost is amortised in profit or
loss.

Restricted reserve due to fair value changes of financial assets designated at fair value

The Group transfers fair value changes of a financial asset designated at fair value through profit or loss, net of tax if applicable, from
retained earnings to a restricted reserve. Amounts recognised in the reserve are transferred back to retained earnings upon sale of the
financial asset.

Restricted reserve due to unrealised profit of subsidiaries and associates

If share of profit of a subsidiary or an associated company is in excess of dividend received or which can be claimed, the Group
transfers the difference to a restricted reserve in equity. If the Group's shareholding in a subsidiary or an associate is sold or written off
the applicable amount recognised in the reserve is transferred to retained earnings.
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86.20.

86.21.

86.22.

Cash and cash equivalents

Cash and cash equivalents in the consolidated statement of cash flows consist of cash on hand, treasury bills, demand and term
deposits with the Central Bank and with other credit institutions, short-term loans to credit institutions and other liquid debt securities at
floating interest rates. Cash and cash equivalents comprise balances with less than three months maturity from the date of acquisition,
that are subject to an insignificant risk of changes in their fair value and which are used by the Group in the management of its short-
term cash commitments.

Interest income and expense

For all financial assets and financial liabilities measured at amortised cost interest income and expense is recognised in profit or loss
using the effective interest method. For all financial assets and financial liabilities held for trading and for all financial assets designated
at fair value through profit or loss, interest income and expense is recognised through profit or loss on an accrual basis.

Accrued interest on interest rate swaps, which are designated and accounted for as hedging instruments in fair value hedges of the
interest rate risk arising from certain fixed-rate euro denominated bonds issued by the Group (see Note 86.9), is recognised in profit or
loss as an adjustment to the interest expense recognised for the bonds.

The effective interest method is a method of calculating the amortised cost of a financial asset or a financial liability (or group of
financial assets or financial liabilities) and of allocating the interest income or interest expense over the relevant period. The effective
interest rate is the rate that exactly discounts estimated future cash payments or receipts through the expected life of the financial
instrument or a shorter period, when appropriate, to the net carrying amount of the financial asset or financial liability. When calculating
the effective interest rate, the Group estimates cash flows, considering all contractual terms of the financial instrument, but does not
consider future credit losses. The calculation generally includes all fees and amounts paid or received between parties to the contract
that are an integral part of the effective interest rate, as well as transaction costs and all other premiums or discounts.

The effective interest rate is established on initial recognition of financial assets and financial liabilities and their carrying amount is
subsequently adjusted if the Group revises its estimates of payments or receipts. The adjusted carrying amount is calculated based on
the original effective interest rate (i.e. the effective interest rate established at initial recognition) and the change in carrying amount is
recorded as interest income or expense. For floating rate instruments, interest income or expense is generally recognised based on the
current market rate plus or minus amortisation or accretion of the discount or premium based on the original effective interest rate.
Interest on impaired financial assets is calculated by applying the original effective interest rate of the financial asset to the carrying
amount as reduced by any allowance for impairment.

Interest income and expense include gains and losses on derecognition of loans and receivables and financial liabilities measured at
amortised cost.

Net fee and commission income

Net fee and commission income comprises fees and commission income and expenses. Fees and commissions are generally
recognised on an accrual basis when the service has been provided. Fees and commission income and expense that are integral to the
effective interest rate on a financial asset or liability are included in the measurement of the effective interest rate.

Loan commitment fees for loans that are likely to be drawn down are deferred and recognised as an adjustment to the effective interest
rate of the loan. When a loan commitment is not expected to result in the draw-down of a loan, loan commitment fees are recognised in
profit or loss on a straight-line basis over the commitment period.

Loan syndication fees are recognised as revenue in profit or loss when the syndication has been completed and the Group has retained
no part of the loan package for itself or has retained a part at the same effective interest rate as the other participants.

Commission and fees arising from negotiating, or participating in the negotiation of, a transaction for a third party, such as the
arrangement of the acquisition of shares or other securities or the purchase or sale of businesses, are recognised on completion of the
underlying transaction.

Portfolio and other management advisory and service fees are recognised based on the applicable service contracts, usually on a time-
apportionate basis.

Asset management fees related to investment funds are recognised rateably over the period in which the service is provided. The same
principle is applied for wealth management, financial planning and custody services that are continuously provided over an extended
period of time. Performance-linked fees or fee components are recognised when the performance criteria is fulfilled.
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86.23.

a)

b)

c)

d)

86.24.

86.25.

86.26.

Net financial income (expense)

Net financial income (expense) consist of net gain (loss) on financial assets and liabilities held for trading, net gain (loss) on financial
assets designated at fair value through profit or loss, net gain (loss) on fair value hedges, net gain (loss) on financial assets classified as
available for sale and net gain (loss) of interest in associates.

Net gain (loss) on financial assets and liabilities held for trading

Net gain (loss) on financial assets and liabilities held for trading includes all realised and unrealised fair value changes of financial
assets and liabilities classified by the Group as held for trading, except for interest income and interest expense (which are included in
the line items “Interest income” and “Interest expense”, (see Note 86.21) and foreign exchange gains and losses (which are included in
the line item “Net foreign exchange gain (loss)”, (see Note 86.24). Dividend income from financial assets held for trading is recognised
in profit or loss when the Group's right to receive payment is established.

Changes in fair value of derivatives that are classified as held for trading but which are economic hedges of financial assets designated
at fair value through profit or loss are presented in the bonds to the consolidated financial statements as an offset to net gains on
financial assets designated at fair value through profit or loss.

Net gain (loss) on financial assets designated at fair value through profit or loss

Net gain (loss) on financial assets designated at fair value through profit or loss includes all realised and unrealised fair value changes
of financial assets designated by the Group as at fair value through profit or loss, except for interest income and interest expense (which
are included in the line items “Interest income” and “Interest expense”, see Note 86.21) and foreign exchange gains and losses (which
are included in the line item “Net foreign exchange gain (loss)”, see Note 86.24 ). Dividend income from financial assets designated at
fair value through profit or loss is recognised in profit or loss when the Group's right to receive payment is established.

Net gain on financial assets designated at fair value through profit or loss also include changes in fair value of derivatives that are
classified by the Group as held for trading but which are economic hedges of financial assets designated by the Group as at fair value
through profit or loss.

Net gain (loss) on fair value hedges

Net gain (loss) on fair value hedges includes the changes in the clean fair value of interest rate swaps which are designated and
accounted for as hedging instruments in fair value hedges and the changes in the fair value of certain bonds issued by the Group, which
are attributable to the interest rate risk of the bonds (see Note 86.9).

Net gain (loss) on financial assets classified as available for sale

Net gain (loss) on financial assets classified as available for sale consist of cumulative changes in fair value transferred to profit or loss
upon derecognition or impairment as well as dividend income. Dividends are recognised in profit or loss when the Group's right to
receive payment is established.

Net foreign exchange gain (loss)

Net foreign exchange gain (loss) disclosed as a separate line item in the income statement comprises all foreign exchange differences
arising on the settlement of foreign currency monetary assets and liabilities and on translating foreign currency monetary assets and
liabilities at rates different from those at which they were translated on initial recognition during the period or in previous financial
statements.

Net foreign exchange gain (loss) also includes foreign exchange differences arising on translating non-monetary assets and liabilities
which are measured by the Group at fair value in foreign currencies and whose other gains and losses are also recognised in profit or
loss.

Administrative expenses

Administrative expenses consist of salaries and related expenses, depreciation of property and equipment, amortisation of intangible
assets and other administrative expenses, such as housing costs, advertising expenses and information system related expenses.

Impairment of non-financial assets

The carrying amounts of the Group's non-financial assets, other than deferred tax assets, are reviewed at each reporting date to
determine whether there is any indication of impairment. If any such indication exists, then the asset's recoverable amount is estimated.

An impairment loss for non-financial assets is reversed if there has been a change in the estimates used to determine the recoverable
amount. An impairment loss is reversed only to the extent that the asset's carrying amount does not exceed the carrying amount that
would have been determined, net of depreciation or amortisation, if no impairment loss had been recognised.
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86.27.

86.28.

a)

Bank tax

Bank tax is a tax on credit institutions which stated purpose is to create revenue for the Icelandic government to meet increased costs
attributable to the insolvency of the Icelandic banks in October 2008. Furthermore, the tax is intended as a deterrent to increased risk
appetite. Following the Icelandic governments debt relief initiatives introduced in 2013, the bank tax rate was set at 0.376% of total
liabilities in excess of ISK 50,000 million effective from 1 January 2013. The Bank tax is shown in a separate line in the income
statement.

Net loan impairment

Net loan impairment is the net amount recognised in profit or loss following a revision of estimates of receipts from loans and
receivables. It is made up of income due to revision of estimated future cash flows and expenses due to individually and collectively
assessed impairment losses on loans and receivables.

At each reporting date, the Group assesses the current status of loans and receivables and whether there is any objective evidence of
changes in expected cash flows, for example due to differences in estimated and actual payments, changes in the value of collaterals
and improvement in the financial situation of debtors. If, in a subsequent period, the amount of an impairment loss decreases and the
decrease can be related objectively to an event occurring after the impairment was recognised or acquired, the previously recognised
impairment loss is reversed. The amount of any reversal is recognised in profit or loss in the line item “Net loan impairment”.

Impairment charges

A financial asset or a group of financial assets is impaired and impairment losses are incurred if, and only if, there is objective evidence
of impairment as a result of one or more events that occurred after the initial recognition of the asset (a 'loss event') and that loss event
(or events) has an impact on the estimated future cash flows of the financial asset or group of financial assets that can be reliably
estimated. It may not be possible to identify a single, discrete event that caused the impairment. Rather the combined effect of several
events may have caused the impairment. Losses expected as a result of future events, no matter how likely, are not recognised.

Impairment of loans and receivables

If there is objective evidence that an impairment loss has been incurred on loans and receivables, their carrying amount is reduced
through the use of an allowance account to the present value of expected future cash flows, discounted at their original effective interest
rate.

The criteria that the Group uses to determine that there is objective evidence of an impairment loss include:
« Delinquency in contractual payments of principal or interest;

+ Cash flow difficulties experienced by the borrower;

« Breach of loan covenants or conditions;

« Initiation of bankruptcy proceedings;

» Deterioration of the customer's competitive position;

« Deterioration in the value of collateral;

» Downgrading of an asset;

« Restructuring and forbearance.

The Group's management assesses whether objective evidence of impairment exists individually for financial assets that are individually
significant. Loans and receivables that are not impaired individually become a part of a portfolio which is assessed for impairment.
Collective assessment based on a portfolio assumes that loans and receivables have similar credit risk characteristics.

Interest income on impaired loans and receivables is recognised using the rate of interest used to discount the future cash flows for the
purpose of measuring impairment losses.

Calculation of recoverable amount

The recoverable amount of the Group's loans and receivables is calculated as the present value of estimated future cash flows. The
discount rate used for fixed rate loans and receivables is the effective interest rate computed at initial recognition. For variable rate
loans and receivables the discount rate is the current effective interest rate.

Loan write-offs
When a loan is uncollectible, it is written-off against the related allowance for impairment. Such loans are written-off after all the
necessary procedures have been completed and the amount of the loss has been determined.

Reversals of impairment
An impairment loss in respect of loans and receivables is reversed if the subsequent increase in recoverable amount can be related
objectively to an event occurring after the impairment loss was recognised.
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86.28.

86.29.

86.30.

86.31.

Cont'd

If the Group revises its estimate of payments or receipts, the Group adjusts the carrying amount of the loans and receivables, to reflect
actual and revised estimated cash flows. If there is any change in expected cash flows, the Group recalculates the carrying amount of
these loans and receivables as the present value of the revised estimated future cash flows, using their effective interest rate method.
The difference between the revised carrying amount of the loans and their current carrying amount, which includes accrued interest,
indexation, foreign exchange differences and actual payments received by the Group, is recognised in profit or loss in the line item “Net
loan impairment”’. Upwards changes in estimated future cash flows are first recognised as a reversal of previously recognised
impairment losses.

Renegotiated loans

Where possible, the Group seeks to restructure loans rather than to take possession of collateral. This may involve extending the
payment arrangements and the agreement of new loan conditions. Once the terms have been renegotiated, the loan is no longer
considered past due. The loans continue to be subject to an individual or collective impairment assessment.

Allowance for collective impairment

Allowance for collective impairment losses reflects estimates of impairment losses that have been incurred but not identified in the
reporting period for a group of loans that have similar credit risk characteristics.

Income tax

Income tax, disclosed as a separate line item in the income statement comprises current and deferred tax from continuing operations,
excluding the Group's share of income tax of the Group's equity-accounted associates. Income tax from discontinued operations is
included in the line item “Profit (loss) from discontinued operations, net of income tax” in the income statement (see Note 86.30).

Income tax is recognised in profit or loss, except to the extent that it relates to items recognised in other comprehensive income or
directly in equity, in which case the Group recognises it in other comprehensive income or directly in equity, consistent with the
recognition of the underlying item to which it relates.

Current tax is the expected tax payable on the taxable income for the year, using tax rates enacted or substantially enacted at the
reporting date, and any adjustment to tax payable in respect of previous years.

Deferred tax is calculated based on temporary differences between the carrying amounts of assets and liabilities as presented in the tax
return on the one hand, and in the consolidated financial statements on the other, taking into consideration any tax loss carry forwards.
This difference is due to the fact that tax assessments are based on premises that differ from those governing the financial statements,
mostly because revenues, especially of financial assets, are recognised earlier in the financial statements than in the tax return.

A deferred tax asset is recognised only to the extent that it is probable that future taxable profits will be available against which the asset
Deferred tax is measured at the tax rates that are expected to be applied to temporary differences when they reverse, using tax rates
enacted or substantially enacted at the reporting date.

Tax assets are included in line items ,Other assets” and deferred tax liabilities are included in line items ,Tax liabilites” in the statement
of financial position. However, tax assets and tax liabilities that are part of disposal groups held for sale (see Note 86.14) are included in
the line items “Non-current assets and disposal groups held for sale* and ,Non-current liabilities and disposal groups held for sale®,
respectively, in the statement of financial position.

Current tax assets and current tax liabilities are offset in the statement of financial position if the Group has a legally enforceable right to
set off the recognised amounts and intends either to settle on a net basis, or to realise the asset and settle the liability simultaneously.
Deferred tax assets and liabilities are offset in the statement of financial position if the Group has a legally enforceable right to set off
current tax assets against current tax liabilities, and the deferred tax assets and the deferred tax liabilities relate to taxes levied by the
same tax authority on the same taxable entity, or on different tax entities, but they intend to settle current tax liabilities and assets on a
net basis or their tax assets and liabilities will be realised simultaneously.

Discontinued operations

The Group presents in a separate line in the income statement the profit or loss from discontinued operations, net of income tax.
Discontinued operations consist of subsidiaries acquired by the Group exclusively with a view to resale that meet the criteria to be
classified as held for sale (see Note 86.14) from acquisition date.

The profit or loss from discontinued operations consists of (a) the post-tax profit or loss of the subsidiaries acquired by the Group
exclusively with a view to resale, (b) the post-tax gain or loss recognised on the measurement to fair value less costs to sell and on the
disposal of the subsidiaries acquired by the Group exclusively with a view to resale and (c) the post-tax profit or loss from the sale of
foreclosed assets held for sale.

Offsetting income and expenses

The Group presents income and expenses on a net basis in the income statement only when required or permitted under IFRSs.
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86.32.

86.33.

86.34.

86.35.

a)

Earnings per share

The Group presents basic and diluted earnings per share (EPS) for its ordinary shares. Basic EPS are calculated by dividing the profit
or loss attributable to ordinary shareholders of the Group by the weighted average number of ordinary shares outstanding during the
period. Diluted EPS are determined by adjusting the profit or loss attributable to ordinary shareholders and the weighted average
number of ordinary shares outstanding for the effects of all dilutive potential ordinary shares, if any.

Segment reporting

An operating segments is a distinguishable component of the Group that engages in business activities from which it may earn
revenues and incur expenses, including revenues and expenses that relate to transactions with any of the Group's other components.
Each operating segments is engaged in providing products or services which are subject to risk and return that are different from those
of other operating segments. The segment profit presented is the profit reported to the chief operating decision maker (CEO) and the
Board of Directors for the purpose of resource allocation and assessment of segment performance.

Initial application of new IFRS standards and amendments to standards

The new IFRS standards and amendments to standards which became effective from 1 January 2016 did not have a material impact on
the Group's consolidated financial statements.

New IFRS standards and amendments to standards issued but not yet effective

A number of new IFRS standards and amendments to standards have been issued but are not yet effective. The Group did not early
adopt any of them and intends to adopt them when they become effective. Of all new IFRS standards and amendments to standards
issued but not yet effective, the Group expects only the following ones to have an impact on its consolidated financial statements in the
period of their initial application:

IFRS 9 Financial Instruments

IFRS 9 Financial Instruments replaces the existing rules in IAS 39 Financial Instruments: Recognition and Measurement, and
introduces consequential amendments to other standards, such as IAS 1 Presentation of Financial Statements and IFRS 7 Financial
Instruments: Disclosures. The key features of IFRS 9 are the following:

« Financial assets are required to be classified into one of three measurement categories, i.e. measured subsequently at amortised
cost, measured subsequently at fair value through other comprehensive income or measured subsequently at fair value through profit or
loss. The assessment as to how an asset should be classified is to be made at initial recognition. Reclassification between
measurement categories is required if the objective of the business model in which the financial assets are held changes after initial
recognition and if the change is significant to the entity's operations.

« A financial asset is classified as being subsequently measured at amortised cost if the contractual terms of the financial asset give rise
to cash flows that are solely payments of principal and interest and the asset is held within a business model whose objective is to
collect contractual cash flows.

« A financial asset is classified as being subsequently measured at fair value through other comprehensive income if the contractual
terms of the financial asset give rise to cash flows that are solely payments of principal and interest and the asset is held in a business
model whose objective is achieved by both collecting contractual cash flows and selling financial assets.

« All other financial assets are classified as being subsequently measured at fair value through profit or loss. In addition, there is an
option at initial recognition to irrevocably designate a financial asset as at fair value through profit or loss if doing so eliminates or
significantly reduces an accounting mismatch that would otherwise arise.

« All investments in equity instruments are to be measured subsequently at fair value. Equity instruments that are held for trading will be
measured at fair value through profit or loss. For all other investments in equity instruments, an irrevocable election can be made at
initial recognition, to recognise unrealised and realised fair value gains and losses, including any related foreign exchange component,
in other comprehensive income rather than profit or loss. For such investments there will be no recycling of fair value gains and losses
to profit or loss. This election may be made on an instrument-by-instrument basis. Dividends are to be presented in profit or loss, as
long as they represent a return on investment.

 IFRS 9 retains the existing requirements in IAS 39 for embedded derivatives where the host is not a financial asset in the scope of
IFRS 9, e.g. a financial liability or a lease receivable. However, derivatives embedded in financial assets that are within the scope of
IFRS 9 are not to be separated. Instead, the whole hybrid financial instrument is to be assessed for classification in its entirety.

« IFRS 9 retains the existing requirements in IAS 39 for the classification of financial liabilities. For financial liabilities designated at fair
value through profit or loss, the amount of change in fair value attributable to changes in the credit risk of those liabilities must, in
general, be presented in other comprehensive income, with only the remaining amount of the total gain or loss being included in profit or
loss. The amounts presented in other comprehensive income may not be subsequently reclassified to profit or loss but may be
transferred within equity.
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86.35. Cont'd

b)

)

d

However, if the recognition of gains and losses in other comprehensive income creates or enlarges an accounting mismatch in profit or
loss, then the whole fair value change must be presented in profit or loss. Additionally, all fair value gains and losses continue to be
included in profit or loss for loan commitments and financial guarantee contracts designated as fair value through profit or loss.

* IFRS 9 replaces the incurred loss model in IAS 39 with an expected credit loss model for calculating impairment on financial assets.
The expected credit loss model in IFRS 9 will not apply to investments in equity instruments and financial assets classified as being
subsequently measured at fair value through profit or loss. The expected credit loss model in IFRS 9 uses a dual measurement
approach, under which the loss allowance for expected credit losses is measured at each reporting date as either 12-month expected
credit losses or lifetime expected credit losses, depending on whether there has been a significant increase in credit risk of the financial
instrument since initial recognition. Special rules will apply to financial assets that are credit-impaired at initial recognition.

* IFRS 9 includes a new general hedge accounting model, which aligns hedge accounting more closely with risk management. The new
model does not fundamentally change the types of hedging relationships or the requirement to measure and recognise ineffectiveness
under IAS 39. However, under the new model more hedging strategies that are used for risk management may qualify for hedge
accounting. In addition, the effectiveness test has been overhauled and replaced with the principle of economic relationship.
Retrospective assessment of hedge effectiveness will also no longer be required. IFRS 9 carries forward guidance from IAS 39 on
portfolio fair value hedges of interest rate risk and also allows entities to continue to apply all of the hedging requirements in IAS 39
rather than applying the new general hedge accounting model. The Group has not decided whether to continue to apply hedge
accounting under IAS 39 or apply hedge accounting according to IFRS 9.

* IFRS 9 introduces new presentation requirements and extensive new and amended disclosure requirements, including requirements
for disclosures about transition from IAS 39 to IFRS 9.

IFRS 9 will become mandatory for the Group starting with its consolidated financial statements for the year 2018, with retrospective
application generally required but subject to specific exceptions. The Group has initiated a formal implementation project to ensure it will
be ready for parallel run in 2017 and application from 1 January 2018. In 2015 the Group set up a multidisciplinary implementation team
with members from its Risk, Finance and Operations teams to prepare for IFRS 9 implementation. The Project is sponsored by the
Chief Financial Officer, Chief Risk Officer and Chief Operating Officer, who regularly report to the Group's Audit Committee. The Project
has individual work streams, business model and classification of financial assets, impairment & valuation models, internal & external
financial reporting, investor relations and solution implementation. The initial assessment and analysis stage was completed in 2016 for
all work streams. Both the classification and measurement and impairment sub-teams have now finished the analysis and design
phases and have assessed the corresponding disclosure requirements.

The Group is currently designing and implementing the necessary changes to definitions, systems and processes to adopt the three
stage expected credit loss model. As part of the IFRS 9 implementation, the Group is also reviewing the impairment process. It will be
more costly for the Group to have loans with a significant increase in credit risk in stage 2 compared to the general impairment of IAS
39, but in stage 3 the impairment allowance might actually decrease with the usage of probability-weighted average of credit losses.
Due to the complexity of the standard and a number of unsolved issues, the Group does not have a full overview of the total impact on
impairment charges yet. The development of the new impairment process is expected to continue until the implementation in 2018.

IFRS 15 Revenue from Contracts with Customers

The IASB published the new standard, IFRS 15 “Revenue from Contracts with Customers” in 2014. Clarifications to the standard were
published in April 2016. The new standard outlines a single comprehensive model of accounting for revenue arising from contracts with
customers and supersedes current revenue recognition standards and interpretations within IFRS, such as IAS 18 “Revenue”. The new
standard is effective for annual periods beginning on or after 1 January 2018, with earlier application permitted. The standard was
endorsed by the EU-commission in 2016 and the clarifications are expected to be endorsed in 2017. The Group does not currently
intend to early adopt the standard. The standard does not apply to financial instruments, or lease contracts. The Group has not finalised
the investigation of the impact on the consolidated financial statements but the current assessment is that the new standard will not
have any significant impact on the consolidated financial statements, capital adequacy, or large exposures in the period of initial
application.

IFRS 16 Leases

The IASB has published the new standard, IFRS 16 “Leases”. The adoption of the new standard will result in minor changes to the
financial reporting of lessors. The new standard changes the accounting requirements for lessees. All leases (except for short term- and
small ticket leases) should be accounted for on the balance sheet of the lessee as a right to use the asset and a corresponding liability,
and the lease payments should be recognised as amortisation and interest expense. The new standard is effective for annual periods
beginning on or after 1 January 2019 and earlier application is permitted. The amendments are expected to be endorsed by the EU-
commission in 2017. The Group does not currently intend to early adopt the standard and work is currently under way on assessing the
standard's impact on the consolidated financial statements.

IAS 7 Statement of Cash Flows

In January 2016, the IASB issued amendments to IAS 7 “Statement of Cash Flows” with the intention to improve disclosures of
financing activities and help users to better understand the reporting entities' liquidity positions. Under the new requirements, entities will
need to disclose changes in their financial liabilities as a result of financing activities such as changes form cash flows and non-cash
items (e.g. gains and losses due to foreign currency movements). The amendment is effective from 1 January 2017. The Group is
currently evaluating the impact.
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The Board of Directors of islandsbanki is committed to excellence in corporate governance complying with the applicable regulatory
standards and best international practices in the field of corporate governance.

islandsbanki’s governance practises are consistent with general corporate governance guidelines for entities regulated by official
supervisors and regulatory instruments. The regulatory framework for corporate governance practices within Islandsbanki consists of
the law applicable to entities subject to the supervision of the Financial Supervisory Authority (FME) as well as other applicable law and
regulations, including those imposed by the FME and Nasdaq Iceland, available at their respective websites (www.fme.is and
www.nasdaqomxnordic.com). The applicable law includes, inter alia, the Act on Financial Undertakings no. 161/2002, the Act on
Securities Transactions no. 108/2007, the Act on Competition no. 44/2005 and the Act on Public Limited Companies no. 2/1995, which
along with the islandsbanki’s Articles of Association lay the foundation for the Bank’s existence and activities. The relevant law is
available on the Icelandic legislature’s website (www.althingi.is).

Exemplary in Corporate Governance

islandsbanki is committed to maintaining high standards of governance complying with best governance practices. Islandsbanki was
first recognized as “Exemplary in Corporate Governance” in March 2014 by the Center of Corporate Governance at the Institute for
Business Research, University of Iceland. The recognition was awarded following a comprehensive review of the practices of the Board,
Board subcommittees and management. The recognition was renewed in March 2015 and 2016 and again in February 2017.

islandsbanki maintains a Good Governance Policy, the Decision Making Matrix, which outlines all major decisions the Bank may wish to
take under given circumstances. The policy is a part of the Bank’s effort to improve its material actions and enhance stakeholders’ trust.
The Decision Making Matrix sets specific conditions to all major decision-making. Furthermore, it sets the requirement that all such
decisions are taken after consultation with the relevant parties within the Bank and on the basis of the best information available at the
time.

Compliance with Corporate Governance Guidelines

In accordance with Paragraph 7 of Article 54 of the Act on Financial Undertakings no. 161/2002, the Bank is required to comply with
accepted guidelines on the governance of financial undertakings. The Board of Directors follows the Corporate Governance Guidelines
(5th ed.) issued by the Iceland Chamber of Commerce, Nasdaq Iceland and SA-Business Iceland (hereinafter the Guidelines). The
Guidelines are available on www.corporategovernance.is. Governance practices of the Bank are consistent with the Guidelines.
islandsbanki complies with them in all respects except for certain items in Articles 1.5 and 2.9. The following discussion explains the
reasons behind these exceptions as well as measures taken in relation to them.

In accordance with Article 1.5 of the Guidelines the shareholders’ meeting shall appoint members to a nomination committee or decide
how they should be appointed. The Bank’s shareholders, as well as the Board, have not deemed it necessary to appoint a nomination
committee at this time given the ownership of the Bank. Candidates for board membership are nominated by the Icelandic Government,
sole owner of the Bank, through a selection process administered by Icelandic State Financial Investments (ISFl) in accordance with
article 7 of the Act no. 88/2009 on the Icelandic State Financial Investments (ISFI Act).

According to Article 2.9 of the Guidelines it is preferred that the Board sets a policy of social responsibility and a code of ethics. The
Executive Board of the Bank adopted a code of conduct for the Bank in January 2011, which all employees were involved in
formulating. The Board will be adopting a new code of ethics in the year 2017.

Main aspects of Risk Management and Internal Control

Internal Control

The risk management and internal control framework of the Bank is based on the three-lines-of-defence model, as referred to in the
European Banking Authority‘’s Guidelines on Internal Governance, and aims for informed decision-making and strong risk awareness
throughout the Bank. The framework is intended to ensure effective and efficient operations, adequate control of risks, prudent conduct
of business, reliability of financial and non-financial information reported internally and externally, and compliance with laws, regulations,
supervisory requirements and the Bank’s internal rules.

The first line of defence consists of the Bank’s business and support units; the second line of defence is comprised of the Bank’s
internal control units, Risk Management and Compliance; and the third line of defence is Internal Audit which keeps the Board and
management informed of the quality of corporate governance, risk management and internal controls, including by performing
independent and objective audits.

Risk Management

The Board of Directors has a supervising role monitoring the execution of set policies, the sound control of accounting and financial
management and ensures that group internal audit, compliance and risk management are effective at all times.

The management committees: The Executive Board; Risk Committee; Asset and Liability Committee; and Investment Committee, are
responsible for implementing risk management practises and internal monitoring in accordance with Board authorisation. Under this
authorisation, these committees issue detailed guidelines for risk assessment and individual risk thresholds in accordance with the
Bank’s defined risk appetite.
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Further information on the Bank’s risk management structure and internal control can be found in the Bank’s annual Pillar 3 Report
which is published on the Bank’s website.

Audit and accounting
The CEO ensures that Directors of the Board are provided with accurate information on the Bank’s finances, development and
operations on a regular basis.

The Bank's Finance division is responsible for the preparation of the Bank's consolidated financial statements in line with the
International Financial Reporting Standards (IFRS). The Board's Audit Committee gives its opinion on annual and interim consolidated
financial statements before their submission for Board approval and endorsement. Management reporting is generally presented to the
Board 10 times a year. The external auditors review and audit annual consolidated financial statements. An evaluation of weaknesses
in the Bank's internal controls in relation to the accounting process is included in the external auditors report to the Boards Audit
Committee.

The consolidated financial statements are published on an annual and quarterly basis. The Risk management notes to the consolidated
financial statements form part of the accounting process, see further notes 58-83 of the consolidated financial statements.

As is provided for in the Act on Financial Undertakings and the Bank’s Articles of Association, the Bank’s external audit firm is elected
at the AGM for a term of five years. At the 2016 AGM the Icelandic National Audit Office (INAO) was elected to serve as Islandsbanki’s
independent external auditing firm, in accordance with Article 6(2) of Act no. 86/1997 on the Icelandic National Audit Office. The INAO
has concluded an agreement and trusting Ernst & Young ehf. with carrying out the Bank’s external audit on its behalf.

Group Internal Audit

Group Internal Audit operates independently from other departments in accordance with Article 16 of the Act on Financial Undertakings
no. 161/2002. The department provides islandsbanki with independent, objective, assurance over the effectiveness of risk
management, control and governance processes. The Chief Audit Executive is engaged by the Board and is responsible for internal
audit on a group basis.

Compliance Officer

As a financial undertaking licensed to conduct securities trading and an issuer of listed financial instruments, islandsbanki operates a
compliance department. The Bank’s Compliance Officer is engaged by the CEO, subject to Board confirmation, conferring the
department’'s mandate. The Compliance officer maintains an independent position within the Bank’s organisation and is responsible for
monitoring and assessing regularly whether the Bank’s operations, regarding securities transactions, are in compliance with applicable
law. Furthermore, the Compliance Officer is responsible for assessing and monitoring the Bank’s compliance with Act on Measures
against Money Laundering and Terrorist Financing no. 64/2006 and he is also the Bank’s responsible officer under the US Foreign
Account Tax Compliance Act (FATCA) and the OECD Common Reporting Standard (CRS). Moreover, the Compliance Officer oversees
compliance risk within the Bank.

islandsbanki Values, Code of Conduct and Social Responsibility

islandsbanki’s values are the pillars of the Bank’s corporate culture, shaping the conduct and attitudes of its employees. The values
insist on employees being professional, disciplined in their working procedures, and following matters through — professional, positive
and progressive.

In order to maintain and strengthen the credibility and the reputation of the Bank, all employees were involved in formulating the Bank’s
Code of Conduct which is available on the Bank’s website. The aim of the code is to promote good operational and business practices,
increase trust and guide employees in their daily work.

islandsbanki seeks to work in harmony with the communities in which it operates, delivering support for its immediate environment in
the areas of culture, sports, community affairs as well as entrepreneurship and innovation. This participation in community programmes
rests on islandsbanki’s Corporate Social Responsibility Strategy which is set by the Board. The strategy covers five key areas:
business, education, environment, human capital, and society. Furthermore, the Bank produces an annual report, islandsbanki in the
Community: Global Compact, which can be accessed on the Bank’s website. For the last eight years islandsbanki has been a signatory
to the UN Global Compact on social responsibility. The compact is a guide for companies on how to be socially responsible in practice.

Board of Directors

The Board of Directors comprises seven non-executive directors, and two alternates, elected at each AGM for a term of one year. The
Chairman of the Board is elected by the shareholders’ meeting. There are no limitations on duration of Board membership.

The Board undertakes the Bank’s affairs in between shareholders’ meetings unless otherwise provided by law or the Bank’s Articles of
Association. The Board is responsible for setting the Bank's general strategy and instructs the CEO on its further implementation and
execution. The Board has a supervisory role in that it oversees that the Bank's organisation and activities are at all times in accordance
with the relevant law, regulations and good business practices. The CEO and Chief Audit Executive are engaged by the Board.
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The Rules of Procedure of the Board are adopted in accordance with Article 70 of the Act on Public Limited Companies no. 2/1995 and
Article 54 of the Act on Financial Undertakings no. 161/2002. The Board's current rules of Procedure, adopted on 12 January 2017, are
available on the Bank’s website. According to its Rules of Procedure, at meetings of the Board the presence of at least five members of
the Board is required to constitute a quorum. The Board met 19 times in 2016, each time constituting a quorum.

Candidates for board membership are nominated through a selection process administered by ISFI in accordance with Article 7 of the
ISFI Act. The Articles of Association of the Bank provide that the ratio of each gender on the Board of Directors shall not be lower than
40%, currentlythe Board is comprised of four women and three men. In other respects than the foregoing the Board has not set a
specific policy on Board diversity.

The Board appoints subcommittees, each one comprising Board members and operating under the terms of a mandate letter from the
Board as well as the Rules of Procedure of the Board. The mandate letters of Board subcommittees are available on the Bank’s
website.

The Board Audit Committee, comprising three Board members, assists the Board in fulfilling its oversight responsibilities concerning
the financial reporting process, the system of internal control, the audit process and the Bank’s process for monitoring compliance with
the relevant laws and regulations and its code of conduct. The committee met 10 times in 2016, each time constituting a quorum.

The Board Risk Management Committee, comprising four Board members, is responsible for assisting the Board in providing
oversight of senior management’s activities in managing risk relevant to the Bank’s operations. This includes credit risk, market risk,
operational risk, liquidity risk, compliance risk and reputational risk. The committee met 10 times in 2016, each time constituting a
quorum.

The Board Corporate Governance, Compensation and Human Resource Committee, comprising three Board members, assists the
Board in overseeing the development and the regular assessment of the Bank’s approach to corporate governance issues and board
effectiveness. Furthermore it is responsible for providing oversight regarding compensation and human resource issues. The committee
met 7 times in 2016, each time constituting a quorum.

Structure and composition of Board subcommittees is as follows:

The Board Corporate Governance, The Board The Board
Compensation and HR Committee Audit Committee Risk Management Committee

Fridrik Sophusson 5
Anna Thérdarddttir L
Audur Finnbogadéttir

Arni Stefansson

Hallgrimur Snorrason

Heidran Jonsdoéttir
Helga Valfells 1

Member & Chair

Members of the Board

Fridrik Sophusson, chairman of the Board, born in 1943, joined the Board in January 2010. He has comprehensive experience in
fiscal policy-making, management, and public service in Iceland. He has also served as a board member in several companies and
institutions. He was Managing Director of the Icelandic Management Association from 1972 until1978, when he was elected to
Parliament. During his tenure as an MP, he held the position of Minister of Industry and Energy in 1987-1988 and Minister of Finance in
1991-1998. Fridrik was appointed CEO of Landsvirkjun, the National Power Company of Iceland, in 1999 and held that position for
almost 11 years. He serves as chairman of the board of Hlidarendi ses. as well as as an alternate board member of Fondament ehf.
Fridrik holds a Cand. Jur. degree in Law from the University of Iceland.

Sub-Committees: Chairman of the Board Corporate Governance, Compensation and Human Resource Committee.
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Anna Thérdardéttir, born in 1960, joined the Board in April 2016. She has been a board member of a number of companies and other
entities, including KPMG and the institute of State Authorised Public Accountants in Iceland. She is currently a member of the board of
the Icelandic Center for Future Studies (Framtidarsetur islands) and the Chairman of the Board Audit Committee of Hagar hf. Anna was
an employee of KPMG in 1988-2015 and a partner from 2009, and was responsible for the audit of the following companies: Reitir,
Hagar, 365, Baugur Group, Vodafone, Landfestar, Landey, 10-11, and Félagsbustadir. Anna holds a Cand. Oecon. degree in Business
Administration from the University of Iceland and she is a Chartered Accountant. She studied for Cand. Merc degree in Finance and
Accounting at Handelhgjskolen in Arhus, Denmark.

Sub-Committees: Chairman of the Board Audit Committee and a member of the Board Risk Management Committee.

Audur Finnbogadéttir, born in 1967, joined the Board in April 2016. She has extensive experience in the field of financial markets. She
was Managing Director of Lifsverk pension fund, the pension fund for employees for the municipality of Képavogur, and MP bank. She
has held the position of Chairman of the Board of the Competition Authority in Iceland and been a member of the board of the Iceland
Enterprise Investment Fund, Icelandair Group, Landsnet, Nordlenska and New Kaupthing Bank. Audur is currently a member of the
board of Rotaryklubbur Rvik-Austurbaer. Audur holds a B.Sc. degree in International Business from the University of Colorado and an
MBA from Reykjavik University. She is a securities broker licensed by the Icelandic Ministry of Finance and Economic Affairs.

Sub-Committees: Member of the Board Risk Management Committee.

Arni Stefansson, born in 1966, joined the Board in April 2016. He has extensive management experience in energy and heavy
industries in Iceland. He is currently manager and member of the executive board at the primary aluminium plant Rio Tinto Alcan -
ISAL. He was previously a manager and member of the executive board of Century Aluminium plant Nordural in Grundartangi, a
manager and vice-president thelcelandic electric transmission grid company Landsnet, and a manager with Landsvirkjun, the National
Power Company of Iceland. Arni holds an M.Sc. degree and B.Sc. degree in electrical engineering from Alborg University in Denmark.

Sub-Committees: Member of the Board Risk Management Committee.

Hallgrimur Snorrason, born in 1947, joined the Board in April 2016. He is an independent consultant in official statistics. He was
Director of Statistics Iceland in 1985-2007 and Deputy Managing Director of the National Economic Institute of Iceland in 1980-1984.
Has been a member of the board of several companies, including Utvegsbanki islands, Skyrr and Audur Capital. He has also chaired a
number of governmental committees, both domestically and in relation to cooperation with the Nordic region, EFTA, the EU and the
OECD. Hallgrimur holds an M.Sc. degree in Economics from Lund University in Sweden and a B.Sc. degree in Economics from the
University of Edinburgh.

Sub-Committees: Member of the Board Corporate Governance, Compensation and Human Resource Committee and the Board Audit
Committee.

Heidran Jénsdéttir, born in 1969, joined the Board in April 2016. She is an attorney at law with Fjeldsted and Bléndal Legal Services.
Previously she served as the Managing Director of Legal and Human Resources at Eimskipafélag islands, Managing Director at Lex
Legal Services, and Managing Director of Legal and Human Resources at KEA. She has extensive experience serving as a board
member since 1998. She has been a Chairman of the Board of Directors at Nordlenska, islensk Verdbréf, and Gildi pension fund and
has been a member of the board of Oliuverslun islands, Siminn, Reiknistofa bankanna, istak, the Icelandic Pension Funds Association,
Silicor Materials Iceland, and Gildi pension fund. Heidrin holds a Cand. Jur degree from the University of Iceland and is a securities
broker licensed by the Icelandic Ministry of Finance and Economic Affairs. In 2016-2017, she is attending AMP, the Advanced
Management Program at IESE Business School in Barcelona.

Sub-Committees: Member of the Board Corporate Governance, Compensation and Human Resource Committee and the Board Audit
Committee.

Helga Valfells, born in 1964, joined the Board in September 2013. Most recently she was the Managing Director of NSA Ventures, an
Icelandic venture capital fund. Previous employers include Estée Lauder UK, Merrill Lynch Europe, and the Trade Council of Iceland. As
an entrepreneur she has participated in founding start-up companies as well as acting as an advisor to the Icelandic Minister of
Business Affairs. Furthermore, she has worked as an independent consultant for a number of export companies from Iceland, the UK,
and Canada. She serves as Chairman of the Coard of Frumtak GP ehf. and is a member of the boards of Alpjédaskélinn 4 Islandi ehf.,
Klak Innovit ehf., Mentor ehf., Transmit ehf., Dohop ehf. and Vesturgardur ehf. She is an alternate board member of Akthelia ehf.,
Azazo hf., FSI (Framtakssjodur isl) slhf., Greengloud ehf., InfoMentor ehf. islensk Nyskdpun ehf. and Norraenar Myndir ehf. Helga holds
a B.A. degree in Economics and English Literature from Harvard University and an MBA from London Business School.

Sub-Committees: Chairman of the Board Risk Management Committee.

Alternate members of the Board are two; Herdis Gunnarsdéttir and Palmi Kristinsson, both since April 2016.

All members of the Board are considered independent from the Bank, its main clients, competitors and shareholder.
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Board Performance Assessment

At least once a year, as provided for in the Board‘s Rules of Procedure, the Board assesses its work, procedures and practices as well
as each of its members. This performance assessment is intended to improve working methods and increase the efficiency of the
Board. The assessment entails an evaluation of the strengths and weaknesses of the Board’s work and practices. This is i.a. based on
Board members’ self-assessment on whether the Board rules of procedure have been complied with in all respects, a status taken of
the specific priorities set by the Board regarding risk management and internal control within the Bank as well as a follow up on how
certain decisions of the Board have been implemented.

Executive Management

The Chief Executive Officer (CEQ) is responsible for the day-to-day operations of the Bank pursuant to set policies and resolutions of
the Board. The CEO is also required to ensure that the Bank’s operations are in compliance with applicable law and the Bank’s Articles
of Association at all times. The CEO engages the Bank's Compliance Officer and appoints members of the Executive Board and other
management committees.

Birna Einarsdéttir, born in 1961, is the CEO of islandsbanki. She holds a Cand. Oecon. degree in Business Administration from the
University of Iceland and an MBA degree from the University of Edinburgh. Birna has been with islandsbanki and its predecessors in
various divisions for 22 years and CEO since 15 October 15 2008. Previous to that she was a senior product manager at the Royal
Bank of Scotland and Marketing Manager for the Icelandic Broadcasting Company Stéd 2 (Channel 2) and islensk Getspa. Birna is the
Chairman of the Board of Icelandic Financial Services Association and is a member of the board of SA-Business Iceland. Birna is
considered independent from the Bank, its main clients, competitors and shareholder.

Together with the CEO, the Executive Board manages the daily activities of the Bank according to the strategy set out by the Board. It
consists of nine people, including the CEO: Birna Einarsdéttir, CEO since October 2008, Bjorgvin Ingi Olafsson, Managing Director of
Relationship Banking since October 2014, Elin Jonsdéttir, Managing Director of Wealth Management since July 2014, Jon Gudni
Omarsson, Chief Financial Officer since October 2011, Sigridur Olgeirsdéttir, Chief Operating Officer since September 2010, Sverrir
Orn Thorvaldsson, Chief Risk Officer since November 2010, Tryggvi Bjérn Davidsson, Managing Director of Markets since September
2011, Una Steinsdéttir, Managing Director of Retail Banking since October 2008 and Vilhelm Mar Thorsteinsson Managing Director of
Corporate Banking since October 2008.

The CEO and management committees are responsible for implementing risk management practices and internal monitoring in
accordance with Board authorisation. The committees are appointed by the CEO, and their letters of mandate and rules of procedure
approved by the Board.

The Executive Board is responsible for the Bank’s operational risk management framework and supervises legal risk, reputational risk,
business risk and strategic risk as well as the Bank’s formal product approval policy.

The Risk Committee manages and supervises credit related matters and other counterparty risk, in accordance with the Bank’s credit
policy and lending rules.

The Asset and Liability Committee monitors other financial risks, such as market risk, liquidity risk, and interest rate risk in the Bank’s
non-trading portfolio.

The Investment Committee makes decisions on the purchase or sale of equity holdings in companies, as well as other types of
investments, including investment funds and real estate.

Further to the above Human Resources, the Legal and Compliance departments report directly to the CEO.

Arrangement of communications between shareholders and the Board

The Board communicates with shareholders in accordance with the relevant laws, the Bank’s Articles of Association and the Board’s
Rules of Procedure. Members of the Board of Directors shall, in their duties and decision-making, safeguard the interests of the Bank
and its shareholders in accordance with the provisions of Act no. 2/1995, on Public Limited Companies, Act no. 161/2002, on Financial
Undertakings, and other relevant rules and guidelines respecting the activities of financial undertakings.

At the end of 2016 the Bank was wholly owned by the Icelandic Government, directly and through its subsidiary ISB Holding ehf., which
is also wholly owned by the Icelandic Government. The shares are administered by ISFI in accordance with the ISFI Act. Shareholders’
meetings are the general forum for informing and communicating with shareholders. In between meetings of the Bank’s shareholders
the Chairman of the Board, on behalf of the Board of directors, is responsible for communications with shareholders.

Shareholders can at any time express their views in relation to the operations of the Bank to the Board of Directors and submit queries
to the Board for discussion.

Information on infringements of laws and regulations that the appropriate supervisory or

ruling body has determined.

On 27 October 2016 the FME and Islandsbanki came to a settlement in respect of a violation of Article 18(1) of Act no. 108/2007 on
securities transactions.

This Corporate Governance Statement was approved by Islandsbanki’s Board of Directors on 15 February 2017.
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