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islandsbanki

Our profile Our bank

L0

A leader in financial services in Iceland, islandsbanki is a universal bank with N m E;gl:f“’f New
total assets of ISK 1,199bn, a total capital ratio of 22.4% and a 25-40% market —_— islandsbanki ‘;2:5:9
share across all domestic business segments at year-end 2019. pranches  (—101 749 atyear-end app

[ J

{slandsbanki's purpose is to move Iceland forward by empowering our
customers to succeed. Driven by the vision to be #1 for service,
Islandsbanki's relationship banking business model is propelled by three
business divisions that manage and build relationships with the Bank's

32% 35% 34%

islandsbanki has developed a wide range of online services such as the

Market share*

{slandsbanki and Kass apps, enabling customers to do their banking ndividuals SMEs large companies
anywhere and anytime. At the same time, the Bank continues to operate the
most efficient branch network in Iceland through its strategically located 14 . .
branches. Credit rating
{slandsbanki has a BBB+/A-2 rating from S&P Global Ratings. S&P Global BBB+/A-2
Rati ngs Negative outlook
ROE reg. operations CET116%** Profit after tax Cost / income ratio
(ISKm)
) 13,226 62.5% 66.3% 62.4%
7.9% 10,645
8,454
2017 2018 2019 2017 2018 2019 2017 2018 2019
Total assets Loans to customers Number of FTEs at islandsbanki
(ISKbn) (Sector split as of 31.12.19) (Excluding seasonal employees)
Other
N N 10%
74.9% 74.8% 737% Industrial and Individuals
transport 39% 860 834
9% 749
Real estate ISK900bn
16%
Seafood
311217 311218 311219 12% Commerce and services 311217 3112.18 311219
e REA /total assets 14%
Loans to customers Leverage ratio Total capital ratio
(ISKbn)
133.2% 146.2% 145.5% 16.2% N
J 24.1% 22.2% 22.4%
311217 311218 311219 311217 311218 311219 311217 311218 311219

s Customer loans to customer deposits ratio

The information above has not been audited by the Bank's auditor.
*Based on Gallup survey regarding primary bank.
**Return from regular operations and corresponding ratios on normalized CET1 of 16%, adjusted for risk free interest on excess capital .
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Directors' Report

The audited consolidated financial statements of islandsbanki hf. (‘the Bank” or “islandsbanki”) for the year 2019 comprise the financial
statements of islandsbanki hf. and its subsidiaries, together referred to as "the Group".

Operations in 2019

{slandsbanki is a universal bank offering comprehensive financial services to households, corporations, and institutional investors in
Iceland. The Group is one of Iceland's largest banking and financial services groups, with a strong domestic market share. The vision is
to make islandsbanki #1 for service.

The profit from the Group's operations for the reporting period amounted to ISK 8,454 million, which corresponds to 4.8% return on equity.
The Board of Directors proposes that ISK 4.2 billion will be paid in dividends to shareholders, which is in line with the Bank’s policy of
paying dividends of 40-50% of profit of the year. The Board may convene a special shareholders' meeting later in the year to propose
payment of additional dividends if the Bank's accumulated capital reserves are considered to exceed its long-term capital requirements.
In 2019, the Bank paid ISK 5.3 billion in dividends to the Bank's shareholders, amounting to 50% of the Bank’s profit of the year in 2018.
At the end of the reporting period, the Group employed 984 full-time members of staff, including 749 within the Bank itself, 60% female
and 40% male.

Net interest income increased by 5.4% between years, broadly in line with growth in the loan book. Net fee and commission income
increased by 9.3%, as modest growth in the Bank was supported by strong growth in the Bank’s three main subsidiaries. Other net
operating income was ISK 1.5 billion, where negative net financial income was offset by one-off items in other operating income. The one-
off items were a settlement of the Bank’s claim deriving from the acquisition of Byr savings bank in 2011 and a reversal of previously
expensed contribution to the Depositors' and Investors' Guarantee Fund relating to past changes in the legislation on deposit insurance.
Administrative expenses were up by 1.7% between years. Salary costs were up by 5.0% due to general wage increases and substantial
redundancy payments, offset by reduction in the number of FTE's in the Bank where the number of year-end employees reduced by 10.2%
between years. Net impairments were negative by ISK 3.7 billion, going from a net reversal of ISK 1.6bn in 2018 to a net charge in 2019,
adversely affected by adjustments made to take into account the increased downside risk in the macroeconomic outlook and increased
impairments against a few single-name exposures.

The balance sheet of the Group grew by 6.1% between years on the back of a 6.3% growth in loans to customers, with the largest increase
in Personal banking. Loan book growth was especially strong in the first half of the year and slowed somewhat down in the second half
and especially in the fourth quarter. The ratio of hon-performing loans rose from 1.7% to 3.0% during the year due to a less favourable
economic environment, with economic growth close to zero percent due to a drop in tourism.

Deposits from customers increased by 6.8% in 2019, driven by an increase in deposits from individuals and institutional investors. The
Bank issued its first senior unsecured bond in the domestic market in 2019 and the issuance was well received by investors in Iceland and
will serve as a good benchmark for other banks and corporate issuers. The Bank continued to have good access to international capital
markets and fulfilled its funding plans across markets. In the second quarter the Bank issued a Tier 2 bond in the Nordic market and
continues to be well supported by investors in that region. In January the Bank terminated its credit rating contract with Fitch ratings and
was the decision driven primarily from a cost perspective. The Bank's ratings were affirmed by S&P (BBB+), however S&P placed all the
Icelandic banks on negative outlook, mainly due to weaker earnings and competition from the pension funds in the mortgage market.

The Group's total equity amounted to ISK 180.1 billion and total assets were ISK 1,199.5 billion at the end of the reporting period and the
Group's total capital ratio was 22.4%. At the end of September, the Group was presented with the results of the annual SREP process
conducted by the Icelandic Financial Supervisory Authority. The results included the updated capital requirement for the Group. The total
regulatory capital requirement is now 18.8% of the risk exposure amount and did not change from the last SREP process. The composition
of the requirement did however change, as a 50 basis point increase in the counter-cyclical buffer was offset by a reduction in the pillar 2
charge. The countercyclical buffer will increase by further 25 basis points, from 1.75% to 2.00%, as of February 2020, which will then bring
the total regulatory capital requirement up to 19.0%. The Bank’s capital target entails a management buffer of 0.5-2.0% on top of the SREP
requirement and from February 2020 onwards the capital target will therefore be 19.5-21.0%. The Bank's liquidity position remains strong
and well above regulatory requirements.

The Bank engaged BCG Nordics to help to formulate a new strategy for the Bank and the outcome was presented to the Bank's employees
at a strategic summit at the end of March. The strategy work was based on extensive research, industry insights and benchmarks,
identifying the competitive advantages and future strategic positioning in a changing environment. The outcome of the work was an
articulation of the Bank's purpose, values and vision along with a list of strategic initiatives to be implemented in the next five years. The
purpose of “Moving Iceland forward through empowering our customers to succeed” was defined through input from workshops with all
employees. It articulates a more active role of the Bank in a shaping and progressing society. The purpose is further supported by three
values that will serve as a guiding principle for employees in all their efforts: 'Passion, Professionalism, and Collaboration'.

To live the purpose and values, islandsbanki continues to be guided by the vision to be '#1 for service', placing the customer at the centre
of gravity for value creation. The Bank will put a strong emphasis on technology to facilitate innovation and development of simple, efficient
solutions for its customers. Going forward, the Bank will be reinforcing its commitment to corporate social responsibility (CSR) by integrating
social and environmental impact as a driver of strategy and value creation within the Bank. As such, the Bank's CSR work will be centred
around four of the United Nations’ seventeen Sustainable Development Goals (SDGs): #4 Quality education; #5 Gender equality; #9
Industry, innovation and infrastructure; and #13 Climate action. As a result of the BCG work, the Bank has also focused on improving its
pricing models and finding efficiency gains, for example with the implementation of robotics.
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Directors' Report

Outlook

Following a long period of robust growth, the Icelandic economy faced headwinds in 2019 as a major airline went bankrupt and the number
of tourists visiting the country declined by 14% year-on-year. However, the tourist sector, as well as the wider economy, seems to be
weathering this setback relatively well so far. The improvement in the balance sheets of both the private and public sector over the past
decade are a major factor in increasing economic resilience to adverse developments such as those Iceland has faced recently.

The Bank's Chief economist expects GDP growth to resume in 2020, following broadly unchanged GDP in 2019, measuring 1.4% this
year and rising to 2.3% in 2021. After a year of contraction, investment is assumed to return to growth as business sentiment recovers
and the public sector steps up infrastructure investments. Buoyed by a sound financial position and ongoing real wage growth, households
are expected to continue increasing private consumption, albeit at a more modest pace than in recent years. Inflation has subsided to the
Central Bank's target after a short-lived inflation spike and the outlook is for moderate inflation in coming quarters, which will increase the
leeway for counter-cyclical economic policy. The Icelandic kréna has remained relatively stable following a 10% depreciation in the latter
half of 2018 and there are numerous indications that the current exchange rate will help facilitate a continuation of the historically long
period of current account surplus Iceland has enjoyed in recent years.

The Bank aims to reach a return of equity of 8-10%. To achieve that goal, the Bank will strive to continue to grow revenue on average in
line with GDP, while growing the cost base at a slower pace with strict cost control and efficiency gains, lowering the cost-income ratio
below our target of 55%. The Bank’s capital position remains strong and well above the regulatory requirements, supporting dividend
payments in line with the target of 40-50% payout ratio.

Risk management

The Bank is exposed to various risks. The management of these risks is an integral part of the Bank's operations and the Bank has focused
on building up a responsible internal risk culture among the Bank's employees. 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.

The Board hereby declares that islandsbanki has overall satisfactory risk management in relation to the Bank’s profile and strategy.

The Bank's risk management framework and policies are discussed under Notes 45-63 to the consolidated financial statements and in
the unaudited Pillar 3 Report.

Ownership

The Bank is wholly owned by the Icelandic Government and there were no changes in the ownership during the course of 2019. The
shares are administered by the Icelandic State Financial Investments (ISFI) in accordance with Act no. 88/2009 on Icelandic State Financial
Investments.

The Icelandic Government published in July 2017 a general ownership policy for financial institutions with regards to ownership stakes
administered with the Icelandic State Financial Investments (ISFI). In December 2018 the Bank signed an agreement with ISFI on general
and specific goals for the operations, in line with article 2.3 in the policy.

Corporate governance

The Board of Directors of islandsbanki is committed to excellence in its governance framework so that it complies 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 has been renewed annually since.

The Board of Directors comprises 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 laws, 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.

Candidates for board membership are nominated through a selection process administered by the Icelandic State Financial Investments
in accordance with Article 7 of the ISFI Act no. 88/2009. At the Bank's Annual General Meeting in March the Board of Directors was elected
for the Bank. 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%, currently the Board consists of seven members, three female and four male. The Board has approved a policy on the suitability of
the Board of Directors, the CEO and key function holders. The policy states, among other things, that the composition of the Board shall
at any time be diverse, with regard to educational and professional background, gender and age.
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Directors' Report

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 CEO is responsible for the day-to-day operations of the Bank and that the Bank's business is, at all times, in accordance with the
Bank's Articles of Association, policies of the Board and the relevant law. The CEO engages the Bank's Compliance Officer and appoints
members of the Executive Committee and other Senior Management Committees.

The Executive Committee, comprising seven members, including the CEO, is composed of three women and four men. The role of the
Executive Committee is to maintain an overall view of the Bank's operations and to coordinate key aspects of its activities that are not
supervised by other senior 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 Group's consolidated financial statements which are prepared in
accordance 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 the second quarter interim consolidated financial statements and
audit annual consolidated financial statements.

The regulatory framework for corporate governance practices within islandsbanki consists of the law applicable to its operations, including
those imposed by the FME, Central Bank of Iceland and Nasdag Iceland. The applicable laws include, inter alia, 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
compliant with the guidelines except for Article 1.5.

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.

A more detailed description of 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 website,
www.islandsbanki.is.

Sustainability

islandsbanki's Sustainability Policy was approved by its board in late 2019. The Policy aims at making the Bank a model of exemplary
operations in the Icelandic business community, based on internationally recognised environmental, social, and governance (ESG) criteria.
The ESG criteria are a set of references used by investors to evaluate investments based on responsible investment methodology.

The Bank aims to be a leader in the area of sustainable development and a catalyst for positive social action, moving Iceland forward by
empowering its customers to succeed. To this end, the Bank intends to initiate broad collaboration on responsible business practices that
both contribute to sustainable development in the Icelandic economy and support the Government's Climate Action Plan, while also
supporting the UN SDGs.

Alongside its vision of being a leader in service to customers, the Bank will focus on integrating sustainability considerations into its
activities, in addition to its profit objectives. The Bank will take account of ESG criteria in its risk management and will explore opportunities
to take advantage of green investment opportunities. islandsbanki aims to increase the general public's financial knowledge and interest
in the subject and, to this end, it offers interesting and accessible seminars on finance and economics.

islandsbanki's Sustainability Policy creates a comprehensive framework for its activities in the area of environmental affairs, respect for
human rights, responsible lending, investments, purchasing, and grants, as well as integrating with and supporting the Bank's other
policies. islandsbanki sets quantifiable ESG targets in its operations and discloses its performance relative to targets in a separate report
issued concurrent with the Bank's annual financial statements.

As a signatory to the UN Global compact islandsbanki is committed to aligning its operations and strategies with 10 principles covering
human rights, labour, the environment and anti-corruption. The Bank has in place a Code of Conduct and a Conflict of Interest Policy in
order to ensure creditability in business transacted by the Bank and its clients and employees' impartiality in handling and processing
individual cases.

The Bank's sustainability and ESG factors are further described in the unaudited annual and sustainability report.
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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 2019 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.

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 2019 and its financial position as of 31 December 2019. Furthermore in our opinion the financial statements and the Director's
report give fair view of the main operational developments and achievements and describe the principal risks and uncertainties that the
Group faces in its operations.

The Board of Directors and the CEO have today discussed and approved the 2019 Consolidated Financial Statements of islandsbanki.

Képavogur, 12 February 2020

Board of Directors:

Fridrik Sophusson, Chairman

Toémas Mar Sigurdsson, Vice-Chairman
Anna béroardattir

Audur Finnbogadattir

Amni Stefansson

Hallgrimur Snorrason

Heidran Jonsdéttir

Chief Executive Officer:

Birna Einarsdottir
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Building a better
working world

Independent Auditor's Report
To the Board of Directors and shareholders of islandsbanki ht.
Opinion

We have audited the consolidated financial statements of Islandsbanki hf. and its subsidiaries (the Group) which comprise the
consolidated statement of financial position as at 31 December 2019 and the consolidated income statement, consolidated statement
of 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 consolid ated financial position of
the Group as at 31 December 2019, 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 Accounts, Act on Financial Undertakings and rules on accounting for credit institutions,
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 International Ethics Standards Board for Accountants’ Code of Ethics for Professional Accountants (IESBA Code)
together with the ethical requirements that are relevant to our audit of the consolidated financial statements in Iceland, and we have
fulfilled our other ethical responsibilities in accordance with these requirements and the IESBA Code. We believe that the audit
evidence we have obtained is sufficient and appropriate to provide a basis for our opinion.

Key Audit Matters

Key Audit Matters are those matters that, in our professional judgement, were of most significance in our audit of the consolidated
financial statements of the current period. These matters were addressed in the context of our audit of the consolidated financial

statements as a whole, and in forming our opinion thereon, and we do not provide a separate opinion on these matters.

Why significant

How our audit addressed the Key Audit Matter

Provision for credit impairment

As described in Notes 2 and 66.3, the provision for credit
impairment is determined in accordance with International
Financial Reporting Standard 9, Financial Instruments (IFRS
9).

The provision for credit impairment is dependent on the
estimation and judgement of management. Loans to
customers represent ISK 899,632 million or 75% of total
assets at 31 December 2019 against which impairment
allowances of ISK 10,298 million have been recorded.

Key areas of judgement include:
the interpretation of the requirements to determine
impairment under application of IFRS 9, which is
reflected in the Group’s expected credit loss model;
the identification of loans with significant
deterioration in credit quality;
assumptions used in the expected credit loss model
such as the financial condition of the counterparty,
expected future cash flows and forward-looking
macroeconomic factors as disclosed in Notes 2 and
66.3.

The determination of the provision for credit impairment is
based on estimates and judgement by management. Due to
the use of judgement and estimates and the relative size of
loans to customers on the balance sheet, we consider the
provision for credit impairment a Key Audit Matter.

Our procedures focused on the following to respond to the Key
Audit Matter, among others:

Assessing the Group’s expected credit loss model, focusing

on the following areas:
alignment of the expected credit loss model and its
underlying methodology with the requirements of
IFRS 9; and
approach to the incorporation of forward-looking
macroeconomic factors.

Testing the effectiveness of relevant controls relating,

among others, to the:
data used to determine the provision for credit
impairment, including transactional data captured at
loan origination and ongoing internal credit quality
assessment;
expected credit loss model, including model build and
approval, ongoing monitoring/validation, model
governance and mathematical accuracy;
registration and valuation of collateral used in the
calculation of expected credit loss;

Examination of a sample of loans and procedures to

evaluate the:
timely identification of loans
deterioration in credit quality; and
expected loss calculation by re-performing and
assessing the reasonableness of the ECL model
calculations.

In addition, we assessed the adequacy of the disclosures in the
consolidated financial statements.

with  significant
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Why significant

How our audit addressed the Key Audit Matter

Reliability of information from IT systems

The Group is highly dependent on IT systems due to the Our procedures focused on the following, among other, to respond t
significant number of transactions that are processed daily the Key Audit Matter:
and the complexity of the various systems used by the Group.

We selected the systems most important for the preparation of the
In the process of preparing the consolidated financial consolidated financial statements. For those, the following
statements the Group uses information from many systems procedures among others, were performed:
and is dependent on the accuracy and completeness of

information drawn from the systems.

Because of the above we consider the accuracy and
completeness of information generated by the IT systems a
Key Audit Matter.

Inspection of the appropriateness of employees’ access.
Recalculation of interest income and expense calculations
in the systems for selected dates during the year.
Comparison of information from the systems with external
data sources, such as currency exchange rates and

consumer price index.

Comparison of information from different systems within the
group for consistency.

Recalculation of reports generated by the systems.
Testing of IT application controls

For a material outsourced system, we relied on an ISAE 3402
report provided by the service provider.

We have fulfilled our responsibilities described in the "Auditor’s responsibilities for the audit of the consolidated financial statements"
section, including in relation to the Key Audit Matters above. Accordingly, our audit included the design and performance of procedures
to respond to our assessment of the risks of material misstatement of the consolidated financial statements. The results of our audit
procedures, including the procedures performed to address the matters above, provide the basis for our audit opinion on the
consolidated financial statements.

Other information

This document also contains other information than the consolidated financial statements and our auditor’s report thereon. The other
information are: The unaudited highlights, Directors” Report, unaudited quarterly statements in note 9 and unaudited islandsbanki “s
Corporate Governance Statement 2019 in appendix. 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 except for confirmation regarding Directors” Report as stated below.

In connection with our audit of the consolidated financial statements, our responsibility is to read the other information and, in doing
so, consider whether it is materially inconsistent with the consolidated financial statements or our knowledge obtained in the audit or
otherwise appears to be materially misstated. If we, based on the work we have performed concerning this other information, 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 consolidated financial statements

The Chief Executive Officer (CEO) and Board of Directors are 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 institutions,
where applicable.

The CEO and Board of Directors are responsible for such internal control that management determines is necessary to enable the
preparation of the 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 is responsible for overseeing the Group’s consolidated financial reporting process.
Auditor’s Responsibilities for the Audit of the consolidated 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.
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As part of an audit in accordance with the International Standards on Auditing (ISAs), we exercise professional judgement and maintain
professional skepticism throughout the audit. We also:

Identify 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.

From the matters communicated with those charged with governance, we determine those matters that were of most significance in
the audit of the consolidated 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, 12 February 2020

Margrét Pétursdottir
State Authorised Public Accountant

Ernst & Young ehf.

Borgartuni 30
105 Reykjavik
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Consolidated Income Statement

Notes 2019 2018
INEEIEST INCOME™ ..ot 62,846 61,675
INEEIEST EXPENSE ..ttt e et et e e e e sbe e e bneee s (29,170) (29,738)
Net interest income 10 33,676 31,937
Fee and commiSSION INCOME ........coooeiiiiiiie i resereneeees 21,026 19,853
Fee and COMMISSION EXPENSE .......coiiiiiiiiieiiiie ittt (7,667) (7,626)
Net fee and commission income 11 13,359 12,227
Net fINANCIAI EXPENSE ......eiiiiiiieiieie ettt e e 12 (817) (1962)
Net foreign eXChange GAIN ........coouiiiiiiiie e 13 143 1
Other Operating INCOME ......oiuuiiiiiiie ettt e e steee e 14 2,134 1,784
Other net operating income 1,460 823
Total operating income 48,495 44,987
Salaries and related expenses 15 (16,279) (15,500)
Other OPEerating EXPENSES ......cccuuiiiiiiieiiiie ettt et e et e et e et e e be e e s sabeeesnbeeeaneees 16 (11,828) (12,150)
Contribution to the Depositors' and Investors' Guarantee Fund ..............ccooceeereeennns (1936) (1,173)
2= 0] G v= G PP PT R PUPPUPPI 66.22 (3,528) (3,281)
Total operating expenses (32,571) (32,104)
Profit before net impairment on financial assets 15,924 12,883
Net impairment on fiNANCIal @SSELS .........ccoiiiiiiiiiiieiie e 18 (3,663) 1,584
Profit before tax 12,261 14,467
INCOME TAX EXPEINSE .. .veiiiiiiieeiitee ettt ettt e et e e s bt e e sttt e e bb e e e e bbeesnbeeeaneeeas 19 (3,682) (4,734)
Profit for the year from continuing operations 8,579 9,733
Discontinued operations, net of INCOME taX ..........oocviiriiiiiiiii e 20 (125) 912
Profit for the year 8,454 10,645

*Of which interest income amounting to ISK 60,123 million (2018: ISK 59,741 million) is calculated using the effective interest method.

Profit attributable to:

Shareholders of iSIAaNASDANKI N, .........cviiieeeeeeeeee et 8,809 11,036
NON-CONLrOIING INTEIESTS ....eiiiiiiiiiii ettt (355) (391)
Profit for the year 8,454 10,645

Earnings per share from continuing operations
Basic and diluted earnings per share attributable to the
shareholders of [SIaNASDANKI N, ..........c.ccooiiiiiiiiiieiciciee e 21 0.89 1.01

The notes on pages 16 to 84 are an integral part of these consolidated financial statements.
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Consolidated Statement of Comprehensive Income

2019 2018
PrOfit FOF tNE YA .......evieeceeeeeeeeeee et e e 8,454 10,645
Iltems that will not be reclassified to profit or loss
Changes in fair value of financial assets, Net Of tax .........cccccveeiiiiiiiniiiee e 1,272 610
Changes in fair value of financial liabilities, Nnet Of tax ..........cccoceeiiiiiiiniii e (677) 1,120
Other comprehensive income for the year, net of tax 595 1,730
Total comprehensive income for the year 9,049 12,375
Total comprehensive income attributable to:
Shareholders of islandsbanki hf. ... 8,939 12,542
NON-CONLFOIING INTEIESTS ....iiiiiiiiiiie e e 110 (167)
Total comprehensive income for the year 9,049 12,375

The notes on pages 16 to 84 are an integral part of these consolidated financial statements.
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Consolidated Statement of Financial Position

Notes 31.12.2019 31.12.2018
Assets
Cash and balances with Central Bank ...........ccccccccviiiiiiii, 22 146,638 135,056
Loans to credit institutions ...................... 23 54,376 41,577
Bonds and debt instruments 5 52,870 69,415
DEIVALIVES ...occiiiiiiieee et e ettt e e e e e e e e e et e e e e e s st e e e e e e sntabeaeaeesnsnrneeeas 24 5,621 4,550
LOANS 10 CUSIOMIEIS . .oviiiiiie ettt e e e e e e e e e e e e et e e e e aeeaaes 25 899,632 846,599
Shares and equity INSTIUMENES .........coiiiiiiiiiieiiiie e 5 18,426 13,074
INVESTMENES 1N @SSOCIALES ....evvviviiiiiiiiiiiieee et 27 746 682
Property and EqUIPIMENT ..........ooiiiiiiiiie e 29 9,168 5,271
INtANGIDIE ASSELS ... 30 4,330 5,002
OLNEI ASSELS .eiiiiiiiiiiiie ettt e e e e e s e e e e s e st e e e e e e snneeeeaeesnnnees 31 7,683 9,177
Total Assets 1,199,490 1,130,403
Liabilities
Deposits from Central Bank and credit institutions . 32 30,925 15,619
Deposits fromM CUSIOMELS ........uiiiiieiiiiiiiee et e e e 33 618,313 578,959
Derivative instruments and short POSItioNS ...........cccoiuiieiiiie i 24 6,219 5,521
Debt issued and other borrowed funds 35 306,381 300,976
SUDOIdINALEA 08NS ....eieiiiiiiiiee e a e 36 22,674 16,216
TaX HADIIIIES ©.eeevviee et 38 7,853 7,150
Other aDilItIES ......ccoiiiieiiie e 39 27,063 29,649
Total Liabilities 1,019,428 954,090
Equity
S g F= o 1o - | PP OPPPR 10,000 10,000
SNAIE PrEMIUM L.eeiiiiiiiiiii e e e e e e e e e e e et e e e e e snnreeeeeeesnnneenaeeens 55,000 55,000
Reserves ..........c...... 7,065 6,499
Retained earnings 105,569 102,496
Total Shareholders' Equity 177,634 173,995
NON-CONLrOIING INTEIESES ...eeiiiiiiiiii i 2,428 2,318
Total Equity 180,062 176,313
Total Liabilities and Equity 1,199,490 1,130,403

The notes on pages 16 to 84 are an integral part of these consolidated financial statements.
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Consolidated Statement of Changes in Equity

Liability Total Non-

Share Share Statutory Restricted Fair value credit Retained  shareholders' controlling Total

capital premium reserve reserves reserve reserve earnings equity interests equity
Equity as at 1.1.2019 10,000 55,000 2,500 3,750 625 (376) 102,496 173,995 2,318 176,313
Profit (loss) for the year ..........ccccoovviiiiiiiiiiee e, 8,809 8,809 (355) 8,454
Dividends paid ..........cccooiiiiiiiiiii e (5,300) (5,300) (5,300)
Net change in fair value of financial assets ...............c......... 807 807 465 1,272
Net change in fair value of financial liabilities ..................... (16) (661) (677) (677)
Restricted due to capitalised development costs ................ (551) 551 - -
Restricted due to fair value changes ...........cccccccovvieincieenns 308 (1308) - -
Restricted due to subsidiaries and associates .................... 18 (18) - -
Equity as at 31.12.2019 10,000 55,000 2,500 3,625 1,432 (392) 105,569 177,634 2,428 180,062
Equity as at 1.1.2018 10,000 55,000 2,500 3,440 239 (1,486) 104,760 174,453 2,485 176,938
Profit (loss) for the year ..........ccccooiiiiiiiiiiee e, 11,036 11,036 (391) 10,645
Dividends PAId ........ceereiriieriieiie e (113,000) (13,000) (113,000)
Net change in fair value of financial assets ............c.ccc....... 386 386 224 610
Net change in fair value of financial liabilities ...... 1,110 10 1,120 1,120
Restricted due to capitalised development costs ................ 458 (458) - -
Restricted due to fair value changes ...........c.cccccovivencieenns 123 (123) - -
Restricted due to subsidiaries and associates (271) 271 - -
Equity as at 31.12.2018 10,000 55,000 2,500 3,750 625 (376) 102,496 173,995 2,318 176,313

Authorised share capital of the Bank is 10,000 million ordinary shares of ISK 1 each. At 31.12.2019 paid up share capital totalled ISK 65,000 million which is the total stated share capital of the Bank. The
Bank has one class of ordinary shares which carry no right to fixed income. The Annual General Meeting ("AGM") for the operating year 2018 was held on 21 March 2019. At the AGM shareholders approved
the Board's proposal to pay dividends to shareholders amounting to ISK 5,300 million which is equivalent to ISK 0.53 per share (2018: ISK 1.30 per share). The dividends were paid on 27 March 2019.

The notes on pages 16 to 84 are an integral part of these consolidated financial statements.
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Consolidated Statement of Cash Flows

Notes 2019 2018
Profit fOr the YEAI .....coi i 8,454 10,645
Non-cash items included in profit for the year* ...........cccccciiiiiiiiiie e 24,324 16,061
Changes in operating assets and liabilities* ............ccccoviiiiiiiiiiiciii e, (7,998) (120,407)
DiVIdeNdS FECERIVEA ........oiiiiiiieiiieiee et 46 55
Income tax and bank tax PAIH ..........coocveiiiiiiiiiiiii (6,493) (7,873)
Net cash provided by (used in) operating activities 18,333 (101,519)
Net investment in subsidiaries and associated COMPANIES ...........ccceeevveerrieeeniineenns - 4,764
Proceeds from sales of property and equipPmMeNt ...........cccoeviiieiiiiciniiieniiec e 21 15
Purchase of property and eqUIPMENt ........c..ooiiiiiiiiiie e (327) (611)
Purchase of intangible assets ... (246) (877)
Net cash (used in) provided by investing activities (552) 3,291
Proceeds from DOITOWINGS ........ooiiiiieiiiie ettt 112,105 115,661
Repayment of DOITOWINGS ........viiiiiiiiiicee e (114,708) (48,475)
Repayment of lease liabilities .............ocooiiiiii e (378) -
DIVIAENAS PRI .....eeeiiiiieeiiiee ettt (5,300) (113,000)
Net cash (used in) provided by financing activities (8,281) 54,186
Net increase (decrease) in cash and cash equivalents .............c.ccccieniiiiiiiecennnen. 9,500 (44,042)
Effects of foreign exchange rate changes ...........cccoeiiiiii e (222) (193)
Cash and cash equivalents at the beginning of the year 143,203 187,438
Cash and cash equivalents at year-end 152,481 143,203
Reconciliation of cash and cash equivalents
CaSh ON NANG ...ttt ae s e e s seaesesesesesessasaseeeeeeeeeees 22 4,403 3,095
Cash balances with Central Bank .............ccccooiiiiiiiiiiiic e 22 142,235 131,961
BaNK ACCOUNLS ....oovviiiiiiiieieeeeeeeeee e 23 21,122 25,259
Mandatory reserve and special restricted balances with Central Bank 22 (115,279) (17,112)
Cash and cash equivalents at year-end 152,481 143,203

*For further breakdown see the following page.

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.

Interest received in 2019 amounted to ISK 60,624 million (2018: ISK 58,354 million) and interest paid in 2019 amounted to ISK 22,736
million (2018: ISK 24,386 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 16 to 84 are an integral part of these consolidated financial statements.
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Consolidated Statement of Cash Flows

2019 2018
Depreciation, amortisation and write-offs ... 1,960 1,312
Share Of Profit Of ASSOCIALES ........ciiiiiiiiiiiii et e e e st e e e e e beree e e e e ae (64) (29)
Accrued interest and fair value changes on debt issued and subordinated loans ............cccccevivieiinnenn. 11,450 10,436
Net impairment on fINANCIAI ASSELS .........coiiiiiiiiii e 3,568 (1,634)
FOreign @XChanQe JAIN ........oouiii ettt (143) (1)
Net loss (gain) from sales of subsidiaries, property and equUIPMENt ...........cccevriiiiiiiieniiiene e 17 (1,557)
Unrealised fair value loss recognised in profit Or I0SS ..........ccoiiiiiiiiiiiiiicii e 192 406
Discontinued operations, Net 0f INCOME TAX .........coiiiiiiiiiiii e e 125 (912)
BANK T8X ...t a e e a e e et et e e et et et et e e e ettt e et a et et et et e e e e aaaaeaaaaaaaaaaaaaaeaaaaaaaaaaaas 3,528 3,281
Income tax .. 3,682 4,734
OhEr CRANGES ...ttt et se e et e e e e st e sbee e 9 25
Non-cash items included in profit for the year 24,324 16,061
Mandatory reserve and special restricted balances with Central Bank ............ccccceviiiiiniiiciiiieiniicen, 1,833 454
Loans to credit institutions (15,268) 767
Bonds and debt instruments 17,254 (138,740)
LOANS 10 CUSTOMIEIS ....oiiiiiiiiitiii ittt e et e e e s e e e e e s b et e e e s e bt s e e e e e s e sabene e e e e e e sasnnes (52,638) (82,808)
Shares and equIty INSTFUMENTS .........iiiiiiiiiiii ettt sttt e e et e e eeaeeeeeeaes (3,953) (2,411)
Other assets 1,653 3,455
Deposits from Central Bank and credit iNSHIULIONS ..........oooiiiiiiieiiiie e 15,232 4,116
DEPOSILS FTOM CUSIOMELS ... ..iiiiiiieeiiiiiei ettt ettt e e e e ettt e e e e e e s bt e e e e e s annteeeeeeeaannteseeeeeaanssbeeeaeaeannnnes 37,678 4,307
Derivative instruments and ShOrt POSItIONS ..........cuuiiiiiiiiiiiie e (2,944) (2,761)
Other HADIITIES ...ttt ettt s (6,845) (6,786)
Changes in operating assets and liabilities (7,998) (120,407)

Non-cash transactions 2019
During the year the Bank repurchased own debt securities amounting to ISK 4,319 million by issuing new debt.

The Group recognised right-of-use assets amounting to ISK 4,505 million and the same amount in lease liabilities following the
adoption of IFRS 16 - Leases (see Note 3).

Non-cash transactions 2018
During the year the Bank repurchased own debt securities amounting to ISK 184 million by issuing new debt.

The notes on pages 16 to 84 are an integral part of these consolidated financial statements.
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Notes to the Consolidated Financial Statements

1. Corporate information

{slandsbanki 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 2019 ("the consolidated financial statements") comprise the
financial statements of islandsbanki hf. ("the Bank" or "islandsbanki") and its subsidiaries together referred to as "the Group".

At the end of 2019 the Bank was 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.

The consolidated financial statements were approved and authorised for issue by the Board of Directors and the CEO of islandsbanki
hf. on 12 February 2020.

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 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 2019 the exchange
rate of the ISK against the USD was 121.10 and 135.83 for the EUR (year-end 2018: USD 116.33 and EUR 133.23).

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, the consolidated financial statements have been prepared
on a going concern basis.

Significant accounting estimates and judgements

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. Actual
results may differ from those estimates.

Estimates and underlying assumptions are regularly review and revised by management as deemed necessary. Changes in accounting
estimates are recognised when they occur.

Impairment of financial assets

The main assumptions used for calculating the allowance for credit losses that are subject to significant judgement include the following:
* Probability of default (PD), loss given default (LGD) and exposure at default (EAD)

» Macroeconomic variables for multiple scenarios build on available information

» Assessment of significant increase in credit risk

The probability of default (PD), exposure at default (EAD), and loss given default (LGD) inputs used to estimate expected credit losses
are modelled based on variables that are most closely related with credit losses in the relevant portfolio. This includes macroeconomic
variables, demographic variables, variables related to past payment history among other variables. These variables are sourced both
internally and externally. Significant judgements required for measuring expected credit loss (ECL) include the following:

e  Determining criteria for assessing what constitutes a significant increase in credit risk
. Establishing the forward-looking scenarios and their relative weightings
. Choosing appropriate models and assumptions for the measurement of ECL

The allowance for credit losses is further discussed in Notes 25-26, in Notes 48-50 on risk management and in Note 66.3.

Fair value of financial instruments

The fair value of financial instruments where an active market or quoted prices are not available are decided upon by using estimation
procedures. Financial instruments measured at fair value are classified using a fair value hierarchy that reflects the significance of the
inputs used in making the measurements. Level 3 financial assets are measured at fair value using valuation techniques based on
significant unobservable inputs. The valuation of Level 3 financial assets is subjective as the assumptions on which the valuation is
based on are not easily observable and subject to management's assessment. The valuation techniques are discussed in Notes 6-7 and
in Note 66.3.
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Notes to the Consolidated Financial Statements

2.

Cont'd

Intangible assets

Intangible assets, except for goodwill, are amortised over four to ten years. Intangible assets are reviewed at each reporting date to
determine whether there is any indication of impairment. The value in use method is used by the Group to determine the recoverable
amount of intangible assets. The following relevant criteria are considered when assessing whether indications of impairment exists:

e Adecline in the asset’s market value
e  Plans to restructure or liquidate the asset
e  The asset generates less income than anticipated

Intangible assets are further discussed in Note 30 and in Note 66.9.

Changes to accounting policies

The Group adopted a new IFRS standard, IFRS 16 — Leases, which replaced IAS 17, IFRIC 4, SIC 15 and SIC 27 as of 1 January 2019.
The standard sets out the principles for the recognition, measurement, presentation and disclosure of leases and requires lessees to
account for most leases under a single on-balance sheet model. As a result of the adoption of IFRS 16, the Group has changed its
accounting policy for lease contracts (see Note 66.10).

A number of amendments to IFRS standards were effective from 1 January 2019 but they did not have a material impact on the Group's
consolidated financial statements.

Impact of adoption of IFRS 16
The Group applied IFRS 16 using the modified retrospective approach and therefore the comparative information has not been restated.

The Group's lease liabilities and right-of-use assets at transition were mostly derived from CPI-linked lease commitments for offices,
branches and storage but a small minority stems from lease commitments for land. At transition, ISK 4,505 million were recognised as
lease liabilities and the same amount as right-of-use assets. Lease liabilities were measured at the present value of the remaining lease
payments, discounted with each entity's incremental borrowing rate as at 1 January 2019. The weighted average rate applied by the
Group was 2.14% for CPI-linked leases.

At transition to IFRS 16 the Group elected to apply the practical expedient to apply the standard only to contracts previously identified
as leases under IAS 17. The Group used the following practical expedients; not to recognise right-of-use assets and liabilities for leases
with less than 12 months of lease term and for leases of low-value assets; exclude initial direct costs from measuring right-of-use assets
at the date of initial application, and using hindsight when determining the lease term if the contract contains options to extend or terminate
the lease.

Reconciliation between IAS 17 lease commitments and IFRS 16 lease liabilities as at 1 January 2019

Operating lease commitments at 31 December 2018 as disclosed in the Group's consolidated financial statements ................. 5,143
Effects of discounting operating lease commitments using the incremental borrowing rate ...........cocceeveeriiiiienieeniee e (593)
Recognition exemption for short-term and [OW-ValuE @SSEE IEASES .........ccceiiiiiiiiiiiiiiie i (61)
Addition for lease COMMITMENES FOF JANA ... ittt et e e ket se e e st ee st eesbeeshbeesbeeesbeesbeeshbeenbeenbeeanbeenneeanneenes 16

Lease liabilities recognised as at 1 January 2019 4,505

Lessor accounting under IFRS 16 is substantially unchanged from IAS 17. Lessors will continue to classify leases as either operating or
finance leases using similar principles as in IAS 17. Therefore, IFRS 16 did not have an impact on leases where the Group is the lessor.

Changes to IFRS standards issued but not effective at the reporting date

A new IFRS standard and number of 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. Changes that are likely to affect the Group's future financial
reporting are described below, no significant impact is expected.

Interest Rate Benchmark Reform

The Group adopted amendments to IFRS 9 — Financial Instruments, IAS 39 — Financial Instruments: Recognition and Measurement,
and IFRS 7 — Financial Instruments: Disclosures, as of 1 January 2020. The amendments modify certain hedge accounting requirements,
relating to the method that is used to assess the effectiveness of the hedging relationship, to provide relief from potential effect of
uncertainty caused by the Interest Rate Benchmark Reform, prior to the transition to alternative interest rates.

The amendments will not have a significant impact on the Group's consolidated financial statements.
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Notes to the Consolidated Financial Statements

3. Cont'd

To manage the transition to alternative interest rates the Bank has set up a working group responsible for the overall transition. A
comprehensive review of legacy contracts has been carried out by the Legal department and new contract language been introduced to
accommodate the benchmark reform. The work on systems and processes, along with education and communication to major
stakeholders, is ongoing. It is expected that financial effects of the transition will be minimal to the Group. The Bank is continually
monitoring developments in the benchmark reform work in jurisdictions affected and will adjust its implementation accordingly, should
the need arise.

4. Operating segments

Segment information is presented in accordance with the Group's management and internal reporting structure. The Bank has three
main business segments: Personal Banking, Business Banking and Corporate & Investment Banking. Operating segments pay and
receive interest to and from Treasury to reflect the allocation of capital, funding costs and the relevant risk premium. The accounting
policies for the reportable segments are in line with the Group's accounting policies. The Group operates mainly in the Icelandic market.

Capital allocation to the business units is 16% of the risk exposure amount (REA) which corresponds to the Bank's CET1 target from the
risk appetite statement. Income tax with breakdown for each segment is according to the current tax rate. Bank tax and contribution to
the Icelandic Depositors' and Investors' Guarantee Fund are shown separately and allocated across segments. The allocation of the
bank tax is based on the expected long-term ratio, as stated in law, or 0.145%.

The Group comprises the following operating segments:

Personal Banking

Personal Banking provides comprehensive financial services to individuals, such as lending, savings and payments. islandsbanki's
customers are increasingly taking care of their day-to-day banking via digital solutions such as apps, the online bank and the secure web
chat. Customers can also visit the Bank's efficient branch network for comprehensive consultancy services.

Business Banking

Business Banking provides wide-ranging financial services to small- and medium-sized enterprises. Business Banking is organised
around the branches where it can service its customers close to their own business. In addition, Business Banking operates Ergo, the
asset based financing unit of the Bank.

Corporate & Investment Banking

Corporate & Investment Banking provides universal banking services to large companies, municipalities, institutional investors and
affluent individuals. Services include customised products and services to customers including lending and advisory, risk management,
brokerage and private banking services. The division is sector-focused, building and maintaining relationships with key customer
segments within Iceland. Outside of Iceland, Islandsbanki has a special focus on the North Atlantic seafood industry, leveraging its
expertise in the domestic market and global contacts.

Treasury and Proprietary Trading

Treasury is responsible for funding the Bank's operations and for managing the internal pricing framework. It is also responsible for the
Bank's balance sheet management and for relations with investors, financial institutions, stock exchanges and rating agencies. Equity
that is not allocated to business units sits within Treasury. Proprietary Trading includes equity and debt investments in the trading book
and banking book.

Cost centres

Cost centres comprise the CEO's office (Human Resources, Marketing & Communications, Strategy, and Legal), Finance excluding
Treasury and Proprietary Trading, IT, Risk Management and Compliance. Group Internal Audit is included in cost centres, however, it is
independent from the Bank and the Chief Audit Executive reports directly to the Bank's Board of Directors.

Subsidiaries, eliminations and adjustments
Subsidiaries include Borgun hf., islandssjodir hf., Allianz Island hf. and other less significant subsidiaries (see Note 28).

Following is an overview showing the Group's performance with a breakdown by operating segments. A change from previous years is
that almost all operational results from cost centres have been allocated to the Bank's operating segments. Comparative amounts have
not been restated.
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Notes to the Consolidated Financial Statements

4. Cont'd
Corporate & Treasury & Subsidiaries,

2019 Personal Business Investment Proprietary Cost The Bank eliminations & The Group

Banking Banking Banking Trading centres total adjustments total
Net INtEreSt INCOME .....ccoiiiiiiiiiiie e 10,578 10,812 8,397 3,169 (251) 32,705 971 33,676
Net fee and commission income ... 4,504 1,716 3,530 (236) 7 9,521 3,838 13,359
Other net operating iNCOME ........ccooiiiiiiiieiiiiiei e 77 25 564 (848) 2,197 2,015 (555) 1,460
Total operating income 15,159 12,553 12,491 2,085 1,953 44,241 4,254 48,495
Salaries and related eXPENSES .........ccoiiviiiriiieiieeeiee e (2,791) (1,993) (1,720) (253) (6,516) (13,273) (3,006) (16,279)
Other operating EXPENSES ......ccccuviiiiiiiiiiiie e (2,131) (1,184) (660) (257) (5,725) (9,957) (1,871) (11,828)
Contribution to the Depositors' and Investors' Guarantee Fund ....... (530) (314) (89) (3) - (936) - (1936)
BANK TAX 11ttt (483) (339) (486) (2,205) (15) (3,528) - (3,528)
Net impairment on financial aSSets ..........ccccccveviieiiiieiiiee e, (547) (1,098) (1,043) (791) - (3,479) (184) (3,663)
COSt AIOCALION ...ttt aenenen (5,606) (3,381) (3,421) 278 12,130 - - -
Profit (loss) before tax 3,071 4,244 5,072 (1,146) 1,827 13,068 (807) 12,261
INCOME TAX EXPENSE ....eveiiiiiieeiiiie ettt ettt (924) (1,192) (1,445) 318 (478) (3,721) 39 (3,682)
Profit (loss) for the year from continuing operations 2,147 3,052 3,627 (828) 1,349 9,347 (768) 8,579
Net segment revenue from external CUStOMErs ...........cccccvvveeennneen. 18,137 14,492 19,191 (9,708) 2,129 44,241 4,254 48,495
Net segment revenue from other Segments ...........cccccceeviveeinieeennne (2,978) (1,939) (6,700) 11,793 (176) - - -
Fee and commisSioN iNCOME ..........cooeeiiiiieieie i 6,224 1,724 3,574 124 8 11,654 9,372 21,026
Depreciation, amortisation and write-offs .............ccooceiiiiiiiiic e, (215) (112) (21) - (1,367) (1,715) (245) (1,960)
At 31 December 2019
LOANS t0 CUSIOMEIS ....oovviiiieecieeiiee e e e e 329,265 230,842 334,788 2 - 894,897 4,735 899,632
OLNEI ASSELS ..uviiiiee ittt e e e e e raaeeeeeas 3,553 3,085 347 267,384 10,648 285,017 14,841 299,858
Total segment assets 332,818 233,927 335,135 267,386 10,648 1,179,914 19,576 1,199,490
Deposits from customers 290,894 167,623 113,455 49,517 - 621,489 (3,176) 618,313
Other HabilItIES .....oeveeeiiiiiiee e 1,497 1,822 2,553 374,459 6,209 386,540 14,575 401,115
Total segment liabilities 292,391 169,445 116,008 423,976 6,209 1,008,029 11,399 1,019,428
AllOCAtEA EQUILY ...t 29,981 38,924 58,953 42,882 1,145 171,885 8,177 180,062
RiSK @XpOSUIre amoUNt .........uviiiiiiiiiiiee e 194,601 247,565 367,456 48,063 6,968 864,653 19,897 884,550

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

4. Cont'd
Corporate & Treasury & Subsidiaries,
2018 Personal Business Investment Proprietary Cost The Bank eliminations & The Group
Banking Banking Banking Trading centres total adjustments total

NEt INtEreSt iINCOME .....ccueiiiiiiiiiie e 9,946 9,788 7,676 3,649 (218) 30,841 1,096 31,937

Net fee and cCOmMMISSION INCOME ........cccuveiiiiiiiiiiieiiee e 4,564 1,477 3,321 (109) 12 9,265 2,962 12,227

Other net operating iNCOME ........c.cooiiiiiiiiieiiieiee e 1 41 353 1,070 282 1,747 (924) 823
Total operating income 14,511 11,306 11,350 4,610 76 41,853 3,134 44,987

Salaries and related eXPENSES .........cceoiviiiiiiieiiieie e (2,585) (2,069) (1,641) (258) (6,185) (12,738) (2,762) (15,500)
Other operating EXPENSES .......c.cuiiiiiieeiiiie e (2,466) (1,062) (680) (494) (5,646) (10,348) (1,802) (12,150)
Contribution to the Depositors' and Investors' Guarantee Fund .... (669) (1395) (109) - - (1,173) - (1,173)
BANK TAX 11ttt (434) (327) (470) (2,041) (9) (3,281) - (3,281)
Net impairment on financial aSSets ............ccceeiiiieiniiiiiiiee e 579 955 164 (37) - 1,661 (77) 1,584

COSt AllOCALION ...t (5,134) (2,813) (2,660) 423 10,184 - - -

Profit (loss) before tax 3,802 5,595 5,954 2,203 (1,580) 15,974 (1,507) 14,467

INCOME TAX EXPENSE ....eviiiiiiiieeiiiie ettt ettt e e sieee e (1989) (1,455) (1,548) (1,280) 411 (4,861) 127 (4,734)
Profit (loss) for the year from continuing operations 2,813 4,140 4,406 923 (1,169) 11,113 (1,380) 9,733

Net segment revenue from external CUStOMErS ..........ccccvveveeeerinnns 14,958 14,996 17,337 (5,733) 295 41,853 3,134 44,987

Net segment revenue from other segments ...........cccoceeeviieeenieenn. (447) (3,690) (5,987) 10,343 (219) - - -

Fee and commission income ..................... 5,990 1,612 3,420 133 12 11,167 8,686 19,853

Depreciation, amortisation and write-offs (275) (142) (26) (38) (688) (1,169) (143) (1,312)
At 31 December 2018

LOANS t0 CUSIOMENS ........coiiiiiiiiiieiiiie et 299,429 219,608 322,974 904 - 842,915 3,684 846,599

Other assets 1,332 3,151 316 252,085 8,056 264,940 18,864 283,804

Total segment assets 300,761 222,759 323,290 252,989 8,056 1,107,855 22,548 1,130,403

Deposits from CUSIOMETS ......oouveiiiiieiiiiiiiee e 275,265 164,738 101,417 42,566 - 583,986 (5,027) 578,959

Other lIabilities ......veeiieiiieeece e 1,453 2,811 3,199 345,375 2,317 355,155 19,976 375,131

Total segment liabilities 276,718 167,549 104,616 387,941 2,317 939,141 14,949 954,090

PN (o Tor 1 (=To I =T (1) OSSR 24,582 37,304 57,200 48,982 646 168,714 7,599 176,313

RiSK €XpoSure amount ............cooiiiiiiiiieeiiiiee e 164,795 239,073 360,923 61,986 3,316 830,093 15,856 845,949
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4. Cont'd

Subsidiaries, eliminations & adjustments

2019 islands- Allianz Other  Eliminations

Borgun hf.* sjoair hf. island hf. subsidiaries & adjustments Total
Net interest INCOMEe .........oociiiiiiiiiiiiie e 872 28 26 36 9 971
Net fee and commission iNCOME ............cccevveeernnnn. 1,716 1,089 1,069 (30) (6) 3,838
Other net operating iINCOMEe ..........cccvveiiiiiiniiiceiien, 15 156 (1) (5) (720) (555)
Total operating income 2,603 1,273 1,094 1 (717) 4,254
Salaries and related eXpenses ..........ccccceeevieeennneen. (2,260) (558) (188) - - (13,006)
Other operating eXPeNnSEeS ..........ccccvvvveeriieeinieeennne (1,359) (181) (471) (2) 142 (1,871)
Net impairment on financial assets .............ccccceeeenn. (184) - - - - (184)
(Loss) profit before tax (1,200) 534 435 (1) (575) (807)
INCOMeE tax EXPENSE .......oovcuvviiieeiiiiiiiie e 228 (107) (87) - 5 39
(Loss) profit for the year from cont. operations (972) 427 348 (1) (570) (768)
Net segment revenue from external customers ........ 3,329 1,475 1,080 (16) (1,614) 4,254
Net segment revenue from other segments .............. (726) (202) 14 17 897 -
Fee and commission iNCOME .........ccccooiieeinieeeniineenne 9,889 1,520 1,069 - (3,106) 9,372
Depreciation, amortisation and write-offs .................. (235) - (3) - (7) (245)
At 31 December 2019
TOtal @SSELS ...vvviiieee et 22,362 2,726 1,201 6,467 (13,180) 19,576
Total liabilities ....c..eeveiiieiiee e 15,753 302 412 2 (5,070) 11,399
Total @QUILY ..eveeeiiiie e 6,609 2,424 789 6,465 (8,110) 8,177

*The Bank’s shares in Borgun have been in a divestment process since January 2019. The Bank is in discussions with prospective buyers,
however, there is still uncertainty as to whether the sale will occur and therefore the Bank has not reclassified the shares in Borgun as assets

held for sale.
2018 islands- Allianz Other  Eliminations

Borgun hf. SjooIr hf. island hf. subsidiaries & adjustments Total
Net interest inCome ...........ccccceeeiiiiiii e, 1,021 28 19 15 13 1,096
Net fee and commission iNCOME ...........ccccevveeennnenn. 1,104 1,028 950 (31) (89) 2,962
Other net operating iNCOME .........cccoviieveeeeeniiiiieeeennn 3 21 13 519 (1,480) (924)
Total operating income 2,128 1,077 983 503 (1,556) 3,134
Salaries and related expenses .........ccccccovvieeeeenninns (2,072) (529) (157) - (4) (2,762)
Other operating eXpPenSses ..........ccccecveeeriuieeenieeennne (1,323) (200) (432) (3) 156 (1,802)
Net impairment on financial assets ............ccccceeeeene (76) - - - (1) (77)
(Loss) profit before tax (1,343) 348 394 499 (1,405) (1,507)
INCOME taX EXPENSE ....oceiriiiiiireei e 274 (74) (79) (1) 7 127
(Loss) profit for the year from cont. operations (1,069) 274 315 498 (1,398) (1,380)
Net segment revenue from external customers ........ 2,813 1,217 939 1,125 (2,960) 3,134
Net segment revenue from other segments .............. (685) (140) 44 (622) 1,403 -
Fee and commission iNCOME ..........cceeveeeiiiiiieeenennne 9,331 1,421 950 - (3,016) 8,686
Depreciation, amortisation and write-offs .................. (141) - (3) - 1 (143)
At 31 December 2018
Total @SSELS ....oooveiiiieiic e 28,498 2,466 1,043 9,352 (18,811) 22,548
Total labilities ........ccccovveeiiiie 22,154 196 231 1,860 (9,492) 14,949
Total €QUILY .veeveeiieeieeeiee e 6,344 2,270 812 7,492 (9,319) 7,599
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5. Classification of financial assets and financial liabilities

At 31 December 2019 Mandatorily Held for Designated  Fair value Amortised Carrying

at FVTPL hedging as at FVTPL through OCI cost amount
Cash and balances with Central Bank ............cccoccceviiiiiniiienninnen. - - - - 146,638 146,638
Loans to credit INSHtULIONS ...........cvvviviiieiiiiiieieieeeeeeeeeeeeeeeee e - - - - 54,376 54,376
Listed bonds and debt inStruments ............cccceviieiiieeeniiee e 33,302 - - - - 33,302
Listed bonds and debt instruments used for economic hedging .... 18,220 - - - - 18,220
Unlisted bonds and debt inStruments ...........cccocceeiiiieiiiiieiiiiees 1,348 - - - - 1,348
DENVALIVES ... 4,700 921 - - - 5,621
Loans to CUSIOMENS ........ccoeevviiriereeennnns - - - - 899,632 899,632
Listed shares and equity iNStruMeNts ..........c.ccceevcieeiniiienceceninen. 3,779 - - - - 3,779
Listed shares and equity instruments used for economic hedging 8,681 - - - - 8,681
Unlisted shares and equity inStruments ...........cccceeeriiieniieeninnen. 2,851 - - 3,115 - 5,966
Other finanCial @SSEtS ..........coeiiiieiiiie e - - - - 5,757 5,757
Total financial assets 72,881 921 - 3,115 1,106,403 1,183,320
Deposits from Central Bank and credit institutions ........................ - - - - 30,925 30,925
Deposits from CUSTOMENS ........coicuiieiiiieeiiie e - - - - 618,313 618,313
Derivative instruments and short positions ...........ccccceeveeeeniinns 6,219 - - - - 6,219
Debt issued and other borrowed funds ...........ccccooviieeniiiiiiinennn, - 41,816 49,352 - 215,213 306,381
Subordinated 10aNns ..., - - - - 22,674 22,674
Other financial liabilities .............cocoiiiiiiii e, - - - - 24,772 24,772
Total financial liabilities 6,219 41,816 49,352 - 911,897 1,009,284
At 31 December 2018 Mandatorily Held for  Designated  Fair value Amortised  Carrying

at FVTPL hedging as at FVTPL through OCI cost amount
Cash and balances with Central BanK ............ccccccovvviviiiiiiinenl. - - - - 135,056 135,056
Loans to credit iNSttUtioNS ..........cccooieiieiiiee e - - - - 41,577 41,577
Listed bonds and debt instruments ...........cccooeeeiiiiiiiiiiciiias 45,496 - - - - 45,496
Listed bonds and debt instruments used for economic hedging .... 22,405 - - - - 22,405
Unlisted bonds and debt instruments ..........ccccoeeeeiiiiiiiinnnninnnnnnns 1,514 - - - - 1,514
DEIVALIVES ...eeiiiiiiiiiiiee et 3,923 627 - - - 4,550
LOANS 10 CUSIOMEIS ..ovvviiieieicieeeiie et e e a e - - - - 846,599 846,599
Listed shares and equity instruments 2,928 - - - - 2,928
Listed shares and equity instruments used for economic hedging 5,458 - - - - 5,458
Unlisted shares and equity inStruments ............cccccceeeiiiiiiieneennnnns 2,846 - - 1,842 - 4,688
Other financial @SSets ..........coovvviviiiiiiii - - - - 7,511 7,511
Total financial assets 84,570 627 - 1,842 1,030,743 1,117,782
Deposits from Central Bank and credit institutions ........................ - - - - 15,619 15,619
Deposits from CUSIOMENS ........cvviiieeeiiiiiiiee e - - - - 578,959 578,959
Derivative instruments and short positions ...........cccccociiieieinninns 5,521 - - - - 5,521
Debt issued and other borrowed funds ...........ccccooviieiniiiciiinenne, - 40,714 68,154 - 192,108 300,976
Subordinated 08NS .........oooiiiiiiiii e - - - - 16,216 16,216

Other financial liabilities .... - - - - 27,186 27,186

Total financial liabilities 5,521 40,714 68,154 - 830,088 944,477
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Notes to the Consolidated Financial Statements

Fair value information for financial instruments

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.

The table below shows financial instruments carried at fair value at 31 December 2019 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: Valuation techniques based on observable inputs other than the quoted prices included in Level 1, either directly (i.e. as prices) or
indirectly (i.e. derived from prices).

Level 3: Valuation techniques based on significant unobservable inputs, e.g. internal assumptions.

At 31 December 2019 Level 1 Level 2 Level 3 Total
Bonds and debt iNSIIUMENTS ........coiiiiiiir b re e e eeeeeeeeeeeaeeeeeeaaeeaees 51,522 - 1,348 52,870
DEIVALIVES ...eieiiiiiiiiie et e et e e e e e e e e ettt e e e e e e e aa e e e e e e s naabaeeeeessnnntnaeaeeaas - 5,621 - 5,621
Shares and equity instruments 12,383 27 6,016 18,426
Total financial assets 63,905 5,648 7,364 76,917
SO POSITIONS .ottt e et e bt e et e e e bb e e e b e e e snbeeeennees 814 - - 814
DENVALIVE INSIIUMENTS ....uuviiiiiiirititiiiiiterereteseeeseererereeeeeeeseeeeeeeeeeeeeeeereeeeereeraeaeaaaaaeaaeaeaaaaaees - 5,405 - 5,405
Debt issued and other borrowed funds designated as at FVTPL 49,352 - - 49,352
Total financial liabilities 50,166 5,405 - 55,571
At 31 December 2018 Level 1 Level 2 Level 3 Total
Bonds and debt INSIIUMENLES ........coiiiii e e eeereeeeeeeeeeeeeaaeaes 67,901 - 1,514 69,415
DEIVALIVES ...eeeiiiiiiiiie ettt e et e e et e e e e e e ettt e e e e e eta e e e e e e s naabaeeeeesannnrnaeaaeaan - 4,550 - 4,550
Shares and equIty INSIIUMENTS ........cuuiiiie e e e e s r e e e e s snrereaeeesnnnnees 8,344 42 4,688 13,074
Total financial assets 76,245 4,592 6,202 87,039
DErVALIVE INSIIUMENTS ....uuuiiiiiiiiiriiiieiiieieietere e e eaeeeeeeeaeeeeeeeeeeeereeereteteteteeeaeteaeaeaaaeaaaaaaees - 5,521 - 5,521
Debt issued and other borrowed funds designated as at FVTPL .........ccccccveieiiiiiieeeeeens 68,154 - - 68,154
Total financial liabilities 68,154 5,521 - 73,675

Bonds and Shares and
Changes in Level 3 assets measured at fair value debt equity
instruments instruments

Fair value at 1 JANUAIY 2019 .......ooiiieiiiiiiiiieeeieiiee e e e e sttt e e e e e s eeeeaeesassteeeeeeeaassteaeeeeeaassbaeaaeeeansateeeaeeaannseeeeeeeannnsnnees 1,514 4,688
PUMCNASES ...ttt oo oottt e oo 4okt e e et e e oo a2k h bt e e e e oo ea kb bttt e e e e s Rbe st e e e e e nnbnneeeeeeanbnbneeeeeeannnnes 7 338
SE= =T Vo B ) =1 =T ) PSPPSR (537) (52)
Net gain (loss) on financial instruments recognised in Profit Or 0SS .........ccooiiiiiiiiiirii e 306 (118)
Net gain on financial instruments recognised in other comprehensive iINCOME ............coiiiiiiiiieiniie e - 1,272
(@1 =T ol T T o =T TP U TP PP OPPI 58 (112)
Fair value at 31 December 2019 1,348 6,016
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6. Contd
Bonds and Shares and
debt equity
instruments instruments

Fair value at 1 January 2018 . . 1,828 3,373
PUFCRASES ...ttt b e e b b e e e bt e e a e e e e h bt e e e bb e e e sh b et e et e e e e bb et st e n e e e e 8 790
Net loss on financial instruments recognised in Profit OF I0SS ...........oiiiiiiiiii e (249) (135)
Net gain on financial instruments recognised in other comprehensive iINCOME ............coooviiiiiiciniieenii e - 610
TranSTers frOM LEVEI 1 OF 2 ....c.veiiiiiii ettt ettt ettt s e et e e nsn e e re e e be e e e e nneesnneenreens - 50
OhEI CRANGES ...ttt b et e oo bbbt e ek bt e e ea b et e e et e e e ab et e st et e e bb e e e s b et e nbe e e e abnes (73) -
Fair value at 31 December 2018 1,514 4,688

At the end of each reporting period the Group determines whether transfers have occured between levels in the hierarchy, by reassessing
categorisation based on the lowest level input that is significant to the fair value measurement as a whole. No transfers between levels took
place in 2019.

Valuation process

The responsibility for the valuation of the 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.

Valuation techniques

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: Fair value established from quoted market prices.
Assets at this level are financial assets and financial liabilities containing actively traded bonds and equities that are listed either domestically
or abroad.

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

Assets at this level are assets and liabilities containing domestic bonds, equities as well as derivatives. 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.

Level 3: Fair value established using valuation techniques using significant unobservable market information.
Assets at this level contain primarily unlisted and illiquid equities and bonds. Unlisted equities and bonds are initially recorded at their
transaction price but are revalued each quarter based on the models as described above.

At 31 December 2019 the Group's Level 3 equities amounted to ISK 6,016 million:

-These include shares in seven professional investment funds and investment companies investing in unlisted equities and specialised
investments in Iceland totalling ISK 1,722 million. The Group receives information from fund managers which use valuation models for the
valuation of these equities.

-The Group holds Series C preferred shares in Visa Inc., amounting to ISK 3,115 million, which are subject to selling restrictions for a period
of up to 9 years and under certain conditions may have to be recalled. The fair value of the preferred shares is closely linked to the market
value of Visa Inc. at NYSE stock exchange, written down by 24% due to uncertainty of the final number of shares and marketability.

-Other Level 3 equities amounting to ISK 1,179 million.
At 31 December 2019 the Group's Level 3 bonds amounted to ISK 1,348 million:
-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 projected risk and financing cost.

Sensitivity analysis for Level 3 assets

The valuations of Level 3 assets are in general uncertain and subject to various factors. The favourable and unfavourable scenarios can be
considered as being likely movements in valuation within a year. The very favourable and very unfavourable scenarios are considered less
likely, but not impossible and are not worst-case scenarios for some of the assets.

islandsbanki hf. Consolidated Financial Statements 2019 25 Amounts are in ISK million



6.

Notes to the Consolidated Financial Statements

Cont'd

The table below shows how profit (loss) and total comprehensive income would have been affected if one or more of the inputs for fair value
measurement in Level 3 were changed.

Very

Carrying Very unfavour-

Effect on profit or (loss): amount favourable Favourable Unfavourable able

Level 3 Bonds and debt inStruments ............ccooeeeiiieeiniiceniee e 1,348 330 257 (296) (1,348)

Level 3 Shares and equity iNSTTUMENES ..........coccviiiiiiiiiiiceneee e 2,901 2,399 645 (762) (1,614)
Effect on comprehensive income:

Level 3 Shares in Visa INC. ....ccoouiiiiiiiiiiie e 3,115 1,246 623 (623) (1,246)

Financial instruments not carried at fair value

Assets

The fair value of “Loans to customers” may differ from their net carrying amount because the interest rates they carry may not reflect the
interest rates that similar new loans would carry. The fair value is estimated by subtracting from or adding to the net carrying amount of the
loans the discounted interest rate difference calculated from the reporting date until the next interest reset or maturity, whichever comes first.
Since the interest rate difference is estimated using 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 adequately
approximated by the carrying amount as 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. 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. The fair value for longer term fixed rate deposits is
calculated with a duration approach, using the difference in each liability's current interest rate from the rate that a similar deposit would carry
today. All deposits are classified as Level 2 based on the use of observable market interest rates to estimate the fair value.

Observed market value is used for the fair value of "Debt issued and other borrowed funds" 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 funding premium is based on the interest margin in the
Group's issued papers including covered bonds, commercial papers as well as foreign currency denominated bonds.

Other financial liabilities mainly include unsettled securities transactions, payments due to leasing contracts and liabilities to retailers for
credit card provisions and they 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 table shows the fair value measurement and classification of the Group's assets and liabilities not carried at fair value. The
different levels are defined in Note 6.

Total fair Carrying

At 31 December 2019 Level 1 Level 2 Level 3 value amount
Cash and balances with Central BanK ..............coevvvvvveiiiiiiiiiiiiiiiiiiiieeeieeeeees - 146,638 - 146,638 146,638
Loans to credit INSHLULIONS ..........uuveiiiiiiiiiiiiiiiiiiiieeeee e e e e e eeeeeeeaes - 54,376 - 54,376 54,376
o =T Eo (o I o0 ] (0] 1 1= £ S - - 902,053 902,053 899,632
Other financial @SSEetS .......ccovviiiiiiii - 5,757 - 5,757 5,757
Total financial assets - 206,771 902,053 1,108,824 1,106,403
Deposits from Central Bank and credit inStitutions ..., - 31,027 - 31,027 30,925
Deposits from CUSTOMENS .......coiiiiiiiiiiieiiie e - 618,592 - 618,592 618,313
Debt issued and other borrowed funds 165,044 100,334 - 265,378 257,029
SUDOrAINALEA I0ANS ....vviiieeiiiiiiiee e e e e e e 22,626 - - 22,626 22,674
Other financial liabilities ..............uvviiiiiiiiiiiiiiiiiiiieeeer e - 24,772 - 24,772 24,772
Total financial liabilities 187,670 774,725 - 962,395 953,713
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7. Contd

Total fair Carrying
At 31 December 2018 Level 1 Level 2 Level 3 value amount
Cash and balances with Central Bank ..............ccoevvviiiiiiiiiiiiiiiiiiiiiiiiieieeeeees - 135,056 - 135,056 135,056
Loans to credit iNSHLULIONS ..........uvviieeiiiieee e - 41,577 - 41,577 41,577
LOANS 10 CUSTOMEIS ..oiiiiiieieiii ettt e e e e et s e e e e e e eaaae e e e eaaees - - 848,751 848,751 846,599
Other fINANCIAl ASSELS .....ccccvviiiie e raae e - 7,511 - 7,511 7,511
Total financial assets - 184,144 848,751 1,032,895 1,030,743
Deposits from Central Bank and credit institutions ............ccccccevveveniieennns - 15,633 - 15,633 15,619
Deposits from CUSTOMETS .......coiiiiiiiiiiee et - 579,232 - 579,232 578,959
Debt issued and other borrowed funds ..........cccccoiiiiiiiiies 151,767 84,476 - 236,243 232,822
Subordinated loans ........ 16,167 - - 16,167 16,216
Other financial liabilities - 27,186 - 27,186 27,186
Total financial liabilities 167,934 706,527 - 874,461 870,802

8. Offsetting financial assets and financial liabilities

The tables below show reconciliation to the net amounts of financial assets and financial liabilities, which

enforceable master netting agreements and similar agreements.

Amounts not set off but subject to master

are subject to offsetting,

Financial assets subject to netting arrangements and similar
netting arrangements agreements
Net amount after ~ Assets outside  Total financial
Financial Netting Financial consideration of the scope of assets
assets with Cash instruments  potential effect offsetting  recognised in
before  financial Net financial Financial collateral collateral of netting disclosure the balance
At 31 December 2019 netting liabilities assets liabilities received received  arrangements requirements sheet
Reverse repurchase agreements .. 1,114 - 1,114 - - - 1,114 - 1,114
Derivatives .........cccceevieeeiiiienniieennn 5,621 - 5,621 (1,374) (3,146) (88) 1,013 - 5,621
Total assets 6,735 - 6,735  (1,374) (3,146) (88) 2,127 - 6,735
At 31 December 2018
Reverse repurchase agreements .. 153 - 153 - - - 153 - 153
Derivatives ........ccccceveeeeiiiiiieneeenne 4,550 - 4,550 (1,655) (1,383) (698) 814 - 4,550
Total assets 4,703 - 4,703  (1,655) (1,383) (698) 967 - 4,703

Amounts not set off but subject to master

Financial liabilities subject to netting arrangements and similar
netting arrangements agreements
Liabilities
Net amount after outside the  Total financial
Financial Netting Financial consideration of scope of liabilities
liabilities with Cash instruments  potential effect offsetting  recognised in
before  financial Net financial Financial collateral collateral of netting disclosure the balance
At 31 December 2019 netting assets liabilities assets pledged pledged  arrangements requirements sheet
Derivative instruments and
Short POSItIoNS ..........co.ccevuvverennn, 6,219 - 6,219  (1,374) (1,139) - 3,706 - 6,219
At 31 December 2018
Derivative instruments and
Short poSitions ........cceevvveveiiieeennne 5,521 - 5521 (1,655) (85) - 3,781 - 5,521
islandsbanki hf. Consolidated Financial Statements 2019 27 Amounts are in ISK million



Notes to the Consolidated Financial Statements

9. Quarterly statements (unaudited)

2019 Q4 Q3 Q2 Q1 Total
Net INtEreSt INCOME .......oiiiiiiiiiiiic e 8,486 8,412 8,626 8,152 33,676
Net fee and COMMISSION INCOME .......oooviiiiiiiiiic e 3,646 3,090 3,406 3,217 13,359
Net financial (expense) income ..... (840) (598) 173 448 (817)
Net foreign exchange gain (loss) 97 147 (71) (30) 143
Other Operating iNCOIME ........cooiiuiiiiie it beree e e e seaaees 917 44 29 1,144 2,134
Salaries and related EXPENSES ..........coiieieiiiiiiiiiee e (4,196) (3,720) (4,312) (4,051) (16,279)
Other operating EXPENSES .......cccuiiiiiiiiiiiiie ittt (3,130) (2,698) (2,961) (3,039) (11,828)
Contribution to the Depositors' and Investors' Guarantee Fund ................... (216) (210) (198) (312) (1936)
BANK TAX 11ttt et (814) (1900) (934) (880) (3,528)
Net impairment on financial aSSets ..........cccocvveiiiiiiiiieeie e (1,585) (230) (929) (919) (3,663)
Profit DEOre taX ......veieieieic e 2,365 3,337 2,829 3,730 12,261
INCOME tAX EXPENSE ..ottt (611) (1,292) (626) (1,153) (3,682)
Profit for the period from continuing operations 1,754 2,045 2,203 2,577 8,579
Discontinued operations, net of INCOME taX .........ccoovveeiviiiiniiiiiinie e (95) 41 (83) 12 (125)
Profit for the period 1,659 2,086 2,120 2,589 8,454
2018 Q4 Q3 Q2 Q1 Total
Net INtEreSt INCOME ......ocvviiiiiiierie e 8,294 8,301 7,602 7,740 31,937
Net fee and commISSION INCOME ..., 3,478 2,939 3,032 2,778 12,227
Net financial (EXPENSE) INCOME .........cocuiiiiiiiiiiiie e (637) (420) 378 (283) (962)
Net foreign exchange gain (I0SS) ........ceieiiiieiiiiiiiiiec e 76 (8) (57) (10) 1
Other Operating iNCOME .......oiuii it 120 64 1,587 13 1,784
Salaries and related expenses ... (4,047) (3,501) (4,026) (3,926) (15,500)
Other Operating EXPENSES ......ccouuiiiiiiieiieieaieie et e e ebre e eee e aneeeean (3,418) (2,962) (2,846) (2,924) (12,150)
Contribution to the Depositors' and Investors' Guarantee Fund ................... (299) (295) (287) (292) (1,173)
BANK TAX 1.ttt s (740) (944) (812) (785) (3,281)
Net impairment on financial aSSets ..........cccocvveiiiiiiiiiii i (297) (53) 1,846 88 1,584
Profit DEOrE taX ...eveeiiiieiieiie e 2,530 3,121 6,417 2,399 14,467
INCOME tAX EXPEINSE ...oeiiiiitiiiiee e ettt e e ettt e et e e e e et e e e e e e sbnbe e e e e e e (1,118) (1,136) (1,465) (1,015) (4,734)
Profit for the period from continuing Operations .............cccccvveeeesviciieereeennnns 1,412 1,985 4,952 1,384 9,733
Discontinued operations, net of income tax (8) 126 81 713 912
Profit for the period 1,404 2,111 5,033 2,097 10,645
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10. Net interest income

2019 2018
Cash and balances With CeNtral BANK .............ooiiiiiiiiiieiiie et e et e e e et eanaeas 4,755 7,279
[ L= Ly A= g g Lo g E]=T I o0 L) T PRSP PPPTR PP 55,368 52,462
Financial assets mandatorily at fair value through profit Or I0SS ..........ccoiiiiiiiiiiii e 2,630 1,825
ONEE BSSELS ...ttt ettt ekt oo a et b b4 e b et e oo e bt e Rt e b ettt e ettt s 93 109
Total interest income 62,846 61,675
Deposits from Central Bank and credit iNSHIULIONS ............oooiiiiiiiiie et (625) (409)
DEPOSILS FTOM CUSTOMEIS ... ..iiiiiiiieii ettt ettt e ettt e et e e s ab et e s b et e et e e st et e nbe e e e aene s (15,241) (16,539)
Debt issued and other borrowed funds at fair value through profit Or I0SS ..........coociiiiiiiiii e (734) (1963)
Debt issued and other borrowed funds at amOortiSEd COSE .........ccviiiiiiiiiiiii e (9,823) (9,035)
510 oTo] fo [T aF= 1 (o N (o= g T TSP PPPTTI (501) (198)
Other INTEIESE EXPENSE™ .. ..ottt ettt e e a bt e s b et e e bbb e e e be e e e bb e e e bt e e e esbb e e e abbeeesateeeeas (2,246) (2,594)
Total interest expense (29,170)  (29,738)
Net interest income 33,676 31,937
*Thereof is lease liabilities’ interest expense amounting to ISK 94 million.
Net interest margin on total assets 2.8% (2018: 2.9%).
11. Net fee and commission income
2019 2018
F Yo g Eo T g = Lo =T 11T 0| PP P S PPUPPPPPN 2,225 2,116
Investment banking and BIOKEIAGE .........coooiiiiiiiiiei ettt e et e e e e ettt e e e e e s nte e e e e e e e neseeeeeeeannnteeeens 2,430 2,303
PAYMENT PIrOCESSING -..eeeiuttiieiitit ettt ettt et e e et e ettt e e ettt e e e s e et e e aab e e e as bt e e e s b e e e am bt e e eaEe e e e s bt e e ambeeeaabeeeeanbbeeabbeaeanbeaeanns 12,783 12,065
[T Lo 3 T o o U E=T =T g (== SRR PRURSR 1,510 1,467
Other fee and COMMISSION INCOIME ......coiuiiiiiiiie ettt ettt e e s e e e e bb e e e sttt e e e sbb e e e aabe e e ambeeeanbbeeesnbeeesnbaeeanaeas 2,078 1,902
Total fee and commission income 21,026 19,853
121 00] T = o 1= T T O O S P PPO O PR TP OPPPRPP (337) (1300)

Clearing and settlement (7,293) (7,302)

Other fee and commission expense (37) (24)
Total fee and commission expense (7,667) (7,626)
Net fee and commission income 13,359 12,227
Fee and commission income by segment is disclosed in Note 4.
12. Net financial expense

2019 2018
Net loss on financial assets and liabilities mandatorily at FVTPL (419) (720)
Net loss on financial liabilities designated 8S At FVTPL .......coo it e e e e re e e e e e eenaees (399) (240)
Net gain (10SS) 0N fair VAIUE NEAGES ........viiiiiiiiiiiie ettt e e e bt e e naneees 1 (2)
Net financial expense (817) (962)
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12.

13.

14.

Contd

2019 2018
Shares and related EMHVALIVES ............oiiiiiiiiiiie ettt et e bt e e s bt e e e be e e e b be e e aateeeabb e e e aab e e e anbeeeanees (572) (576)
DIVIAENT INCOMIE ...ttt e et a et e et ook et e s i b et e s bbb e e e ab e e e s b et e e bbb e e s abn e e e bbeeeaaneeeeas 32 38
BONAS aNnd related DEIMVALIVES .........cciiiiiiiiiiiiiiiie ettt ettt et e e sttt e e b et e e e s bt e e e bb e e e abb e e e nbb e e e snbeeeanbeeeanes 144 (197)
OLNEE AEIVALIVES ....eeieiiiieie ettt oottt e e oot ettt e e+ 4 e kbbb e e e e e e e ababe e e e e e e aab b bt ee e e e e snbeeeeaeeannnbnneaeeeeansnbeen (23) 15
Net loss on financial assets and liabilities mandatorily at FVTPL (419) (720)
Debt issued and other borrowed funds designated as at FVTPL ........ccooiiiiiiiiiiic e (1399) (240)
Net loss on financial liabilities designated as at FVTPL (399) (240)
Clean fair value gain on interest rate swaps designated as hedging iNStruments .............cccceiiiieiiieeiiec e, 285 486
Fair value loss on bonds issued by the Group attributable to interest rate risk ...........ccccooviieiniiieiiicie e (284) (488)
Net gain (loss) on fair value hedges 1 (2)
Net foreign exchange gain

2019 2018
Cash and balances With CeNLral BANK ..........c..ooiiiiiiiiiie it et e ettt e e ssbe e e e tb e e e sab e e e snbeeeanaeas (222) (193)
Financial assets mandatorily at fair value through profit or loss (1,781) 2,281
LOGNS AL AMOTTISEA COSE ...ttt ettt eh et et e e et e r e bt e et e sbe e e ae e e bt e nan e e e e nbeeeneenneeennees 5,686 17,120
ONEE BSSELS ...ttt et oot ekt e oo a et e bt oo bbbt e ettt ek et h et e h et ea et e e bt e e e e e atr s 138 305
Net foreign exchange gain for assets 3,821 19,513
(DT o To T | PP P PR PRPPPR (1,749) (7,938)
Debt issued and other borrowed funds designated as at FVTPL .......cocciiiiiiiiiiiiiie e (1,667) (3,868)
Debt issued and other borrowed funds at @mMOItISEA COS .......cciuuiiiiiiieiiiii et (384) (6,567)
Subordinated loans 233 (884)
(01 g L= T 1= Lo {111 PR TRRRUPPRIOE (111) (255)
Net foreign exchange loss for liabilities (3,678) (19,512)
Net foreign exchange gain 143 1
Other operating income

2019 2018
Share of profit of associates, net of income tax 64 29
Net (loss) gain from sale Of SUDSIAIAIES ..........oiiiiiiiiiii et (16) 1,526
Legal diSPULE SEIHEMIENTY ... et e ettt e e e ettt e e e e e b et et e e e e s bbbt e e e e e ebabeeeeeeeansnbeeeaeeaannnes 1,103 -
(=T = U (=TSO T SO PP PP TP PPPP 93 83
RENTAI INCOME ...t e e e e b e e st e e e s b e e e s e e e s b et e s b e e e s ba e e s eba e e e esaeas 38 37
Depositor's and Investor's Guarantee Fund reversed CONtribULION™ .............cooiiiiireiiiiiiiiee e 847 -
Other NEt OPEIALING INCOME .......eiiiiiiiieit ettt e e ettt e e e e e e beb et e e e e e aa bbbttt e e e e aa s be e et e e e s nbbe e e e e e e e anbbbeeeeeeeanbnreeeeas 5 109
Other operating income 2,134 1,784

*In February 2019 islandsbanki and Old Byr reached an agreement on the settlement of the dispute deriving from the acquisition of Byr

savings bank in 2011.

**The Bank had recognised a liability of ISK 847 million against the Depositors' and Investors' Guarantee Fund (the Fund) for the year 2010
in accordance with the Act on Depositor's and Investor's Guarantee Fund at the time. The Icelandic Parliament has since discussed a bill on
a new Depositors' and Investors' Guarantee Fund, without reaching a conclusion on the matter. An amendment to the Act regarding
contributions to the Fund was made in 2011 and Icelandic banks have made quarterly payments to a separate division within the Fund since
then. The Bank is of the opinion that it is not obliged to pay the expensed contribution from 2010 and therefore the Bank has reversed the

previously expensed contribution.
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15. Personnel and salaries

2019 2018
ST 1= =SSO OTOTRTR 12,565 11,923
ContributionS t0 PENSION TUNGS ... ...iiiiiii ittt e et e e e e ettt e e e s bbb e e e e e s aabbb e e e e e e e anbbbeeaaeeaans 1,849 1,767
Social security charges and financial aCHVItIES taX ...........eiiiiiiiiiiii e 1,711 1,723
Other salary-related EXPENSES .......ccuiii ittt e et e e bt e e a b e e e e bb et e s ab e e e aba e e et e e e eabnees 154 95
Capitalisation of internal staff costs in software developPMENt ..........c.coiiiiiiiiiiii e - (8)
Salaries and related expenses 16,279 15,500
*Financial activities tax calculated on salaries is 5.5% (2018: 5.5%).

2019 2018

The Bank The Group  The Bank The Group

Average NUMbEr Of EMPIOYEES ......ccouiiiiiiiiiiiiiie ettt 842 1,079 873 1,076
POSItIONS @t YEAI-ENA .....cooiiiiiiiiiiii e 749 984 834 1,075

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

2019 2018
Fridrik Sophusson, Chairman Of the BOAIM ...........c..ciiuiiiiiiii ettt st e s s e e sbbeessteeeeanane 11.3 11.3
Tomas Mar Sigurdsson, Vice-Chairman of the Board 6.6 -
Anna bérdardéttir, member of the Board ... 7.9 7.8
Audur Finnbogadéttir, member of the Board 7.6 7.5
Arni Stefansson, MEmMDEr Of tNE BOAIT ...........cccoveueieuieeeieeeeeeteee ettt et ee et e et es e et se et ese e et enseseseseteseeneananas 7.8 7.5
Hallgrimur Snorrason, member Of the BOAIM ............cooiiiiiiiiiioii et e e e e et e e e e s snaaeeeaeeennnees 7.6 7.5
Heidrdn Jonsdottir, member Of the BOAIM ............eiiiiiiiiiiii ettt et e e ab e e sbeeeaanneeas 7.9 7.7
Helga Valfells, former Vice-Chairman Of the BOAr ...........c.uueiiiiiiiiiiiiiie ettt e et e e e e e aeaeea e e e nnes 2.3 9.0
Alternate DOArA MEMIDEIS ...ttt ettt e e a bt e e e abe e e e kbt e e e abe e e e bbeeeambeeeenbbeeeanbeeeanneeaans 1.3 0.4
Total salaries 60.3 58.7
Contribution to pension funds for the Board of Directors amounted to ISK 7.1 million in 2019 (2018: ISK 7.2 million).
2019 2018
Contri- Contri-
butions to butions to
Total pension Total pension
salaries funds salaries funds
Birna EiNArsdOttir, CEO ........ccuiiiiiiieiiiie ettt ettt e st e e e bt e e e snbeaeanneeas 50.9 11.9 63.5 14.0
Asmundur Tryggvason, Managing Director of Corporate & Investment Banking .............. 39.5 5.6 - -
Gudmundur Kristinn Birgisson, Chief Risk OffiCer ............ccciiiiiiiiiiiiie e 36.1 5.1 8.0 11
Jon Gudni Omarsson, Chief FinANCial OffICET ........ovoieeeeeeeeeeeee e 41.5 6.1 41.0 6.0
Riaan Dreyer, Director of Information TeChNology ..........cccouiuiiiiiiiiiiiiiiieeeiiiiee s 13.6 2.0 - -
Sigridur Hrefna Hrafnkelsdottir, Managing Director of Personal Banking .............cccccc...... 37.8 5.3 36.0 5.0
Una Steinsdéttir, Managing Director of Business Banking ...........ccccceeiivireniieeniiieanieeens 42.6 6.1 41.9 6.0
Sigridur Olgeirsddttir, former Director of Information Technology .........cccccccevviiieniiiennnn. 22.8 3.3 41.5 5.9
Sverrir Orn borvaldsson, former Chief Risk OffiCer ...........cccovevviviiiiieiiiicececeeeeeen - - 39.8 6.0
Vilhelm porsteinsson, former Managing Director of Corporate & Investment Banking ..... 3.3 0.5 42.1 6.0
Total 288.1 45.9 313.8 50.0

The amounts in the table above comprise salaries for the managing directors for their executive board responsibilities. Included in total
salaries are non-monetary benefits such as the use of cars owned by the Group.

As of 1 January 2017, the Bank has not had an active remuneration policy in place as stated in the Bank's compensation policy. Included in
total salaries are paid performance-based salaries, which were earned in 2015, and paid by the Bank in 2019. For the Bank's CEO those
amounted to ISK 4.1 million (2018: ISK 3.9 million) and for the managing directors the payments amounted to ISK 10.7 million (2018: ISK
12.5 million). The final payment for unpaid performance-based salaries at year-end, based on salaries for 2016, will be paid in April 2020.

There were no share based payments in the years 2019 and 2018.
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16. Other operating expenses

2019 2018
PrOfESSIONGAI SEIVICES ...ttt b ekttt e et e e ea bt e e a bt e e e bb et e ea b et e ettt e e e nbe e e nbne e e nnneeeeas 2,051 2,385
SOWANE AN IT EXPENSES ..cieiiiiiiiiie ettt e ettt e e e e e ettt et e e e e s abeeeee e e s e s be bt e e e e e aabbbeeeeeeeaasbbe e e e e e aassbbsseeesaannbbbeaaeeaasnnnes 4,616 4,568
Real estate and OffiCe EQUIPIMENT ..........oiiiiiiii ettt b et e e e bb e sab e e s be e e e bt e e e snbeeeanbaeeanne 1,188 1,796
Depreciation, amortisation and WITE-0FFS ..........iiii i a e e s s e e e e s nrareaeeeas 1,960 1,312
Other adMINISITAtIVE EXPENSES ... ..eiiiiiiie ittt ettt e et e e et et et e e e e bb e e e e bb e e s kbt e e ettt e e asbbeeeas bt e e aabeeeabbeeesnbeeeantaeeanns 2,013 2,089
Other operating expenses 11,828 12,150
17. Auditors' fees
2019 2018
Audit of the annual accounts 125 117
REVIEW OF INTEFIM @CCOUNTS ...ttt b ettt e e bt e e bb e e e et b e e et e e e st e e aaenees 23 24
(010 1= T Y=Y AV (o] PP UPPUUPRPR 5 15
Auditors' fees 153 156
18. Net impairment on financial assets
2019 2018
Expected credit (0SS, 0n-balance Sheet ItEMS™ ... e (3,524) 529
Expected credit 10Ss, Off-balance ShEE ITEMS ........oiiiiiii e (52) 38
Changes in provision dUE t0 COUM TUIINTS .....ciuiiiiiiiie ittt re ettt e et e nbeeesbeeeeaane (87) 1,017
Net impairment on financial assets (3,663) 1,584

*The main reasons for the additional expected credit loss allowance are: increased loan impairments for a few customers (ISK 1,178 million),
due to a less favourable economic environment (ISK 992 million), and an unfavourable ruling in a court case (ISK 787 million).

19. Income tax expense

Recognised income tax is based on applicable tax laws. The income tax rate for legal entities in 2019 is 20% (2018: 20%). Special financial
activities tax is calculated as 6% of taxable profits exceeding ISK 1 billion in accordance with the Act on Financial Activities Tax no.
165/2011. The effective income tax rate in the Group's income statement for the year 2019 is 30.1% (2018: 32.7%).

2019 2018
Current tax expense excluding diSCONtiNUEd OPETALIONS .........ccouiiiiiiiiiiiie ettt e 2,610 3,205
Special fINANCIAL ACTIVILIES 18X ... eeiiiiiiiiiit ettt e e e e e e e e e e st e et e e e e s abbe et e e e eanbebeeeeeaesnnnneeeeas 642 860
Difference in prior year's calculated INCOME 18X ........viiiiuiiiiiiii ittt e e e (6) 196
Changes in deferred tax assets and deferred tax abilitIeS ...........oooiiiiiiiiiiii e 436 473
Income tax recognised in the income statement 3,682 4,734
Income tax recognised in other comprehensive income (233) (884)
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19. Cont'd
2019 2018
Profit DEOIE TaX ....vvieieceec s 12,261 14,467
20% income tax calculated on the profit of the year ..., 2,452 20.0% 2,893 20.0%
Special financial ACtIVItIES tAX ........cccviiiiiiiiiiii e 642 5.2% 860 5.9%
(Income) expenses NOt SUDJECT £0 TAX ....veiveieiiiiieeiiiee ittt (140) (1.1%) 217 1.5%
NON-AedUCHIDIE EXPENSES ...cceiiiiiiiie e 708 5.8% 657 4.5%
Other differences 20 0.2% 107 0.8%
Effective income tax expense 3,682 30.1% 4,734 32.7%
The Bank is taxed jointly with its subsidiary Islandssjédir hf.
20. Discontinued operations, net of income tax
2019 2018
Net (I0SS) profit from fOrECIOSEA ASSELS ......ciiiiiiiiiiie ittt et e et e bt e st e e e br e e s anb e e e anbeeeannnes (199) 58
Net profit from disposal groups held fOr SAIE ..........c..iiiiiiiiiii e 74 854
Discontinued operations, net of income tax (125) 912
21. Earnings per share Discontinued operations
Excluded Included
2019 2018 2019 2018
Profit attributable to shareholders of the BanK .............coovvvvviiiiiiiiiiiiiiiiiii 8,934 10,124 8,809 11,036
Weighted average number of outstanding Shares ..........c.ccccovieiiiiie e 10,000 10,000 10,000 10,000
Basic earnings per share 0.89 1.01 0.88 1.10

The Group's basic and diluted earnings per share are equal as the Group has not issued any options, warrants, convertibles, or other
financial instruments that dilute earnings per share (2018: none).

22. Cash and balances with Central Bank
31.12.2019 31.12.2018

(=151 ¢ o o 1 s 7= o Vo [ TP PP P PP PUTTUPPPPRTTIN 4,403 3,095
Balances with Central Bank .... . 126,956 114,849
Balances with Central Bank subject to special reStriCtiONS™ ..........ooiiuiiiiiiiiiii e 1,679 3,049
Included in cash and cash equivalents 133,038 120,993
Mandatory reserve deposits With Central BanK ... e e 13,600 14,063
Cash and balances with Central Bank 146,638 135,056

*Balances as defined in Act no. 37/2016 on the treatment of krébna-denominated assets subject to special restrictions and rules no. 490/2016

on special reserve requirements for new foreign currency inflows.
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23. Loans to credit institutions
31.12.2019 31.12.2018

MONEY MATKEL IOBNS ....eiieiiitieiee ettt ettt e oo sttt e e e e e e bbbt e e e e e e kbbbt e e e e e e bbb et e e e e e aabbae e e e e e s nnbbbeeeeeaanbbbeaaaeaanes 33,254 16,314
[ T Q= (oo 11 [ £ PSR P 21,122 25,259
(@1 01T (o =T o L PP PSP P PPPUPPPPPPPPP - 4
Loans to credit institutions 54,376 41,577

24. Derivative instruments and short positions

Notional Notional
values values
At 31 December 2019 related to related to
Assets assets  Liabilities liabilities
INTEIEST FALE SWAPS ...eeeeiiiieieieeeieiiite et e e e sttt e e e e sttt e e e s st et e e e e e s sbb et e e e e annb e e e e e e e annrnreeeeeas 1,254 114,393 3,575 96,212
CroSS-CUIreNCY iNtEreSt rate SWAPS .....oovviieiiiiiiiiiie ittt ettt eeee e 3,015 91,950 880 13,073
EQUILY FOTWAITS ..ttt ettt e e e e nabe e e snbnee s 141 4,664 298 4,001
Foreign exchange fOrWAITS ........c.ooiiiiiiiie et e e e s re e e e e s enaees 212 5,460 321 10,217
Foreign exchange swaps 867 30,990 298 24,928
BONA FONWAITAS ...ttt 132 12,756 33 6,219
Derivatives 5,621 260,213 5,405 154,650
Short positions iN iISted DONAS ..........cooiiiiiiii e - - 814 734
Total 5,621 260,213 6,219 155,384
At 31 December 2018
INEEIESTE FALE SWAPS ... ieie i ittt bttt aeneee e 1,037 102,429 3,422 134,010
CroSS-CUITENCY INTETESTE FALE SWAPS ....eeeiivrieiiiieeitiiierieeeaieee et eesbeeeasbeeeesbeeesbbeeasieeeaanns 1,821 69,691 1,184 28,309
EQUILY FOMWAIS ...cooiiiieee ettt e e e et e e e e e e st e e e e e e snnnees 419 4,596 78 1,195
Foreign exchange fOIWAITS ..........cooiiiiiiii e e e 359 9,242 196 3,869
FOreign @XChange SWAPS ......cc.uiiiiiiiiiiiiie ettt 875 35,726 440 13,373
Bond forwards 39 3,511 201 19,993
Derivatives 4,550 225,195 5,521 200,749

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 bonds issued by 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 EUR 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 EUR denominated bonds (see Note 35) arising from changes in interest rates. The Group applies fair value hedge accounting to the
hedging relationships. At year-end 2019 the total fair value of the interest rate swaps was positive and amounted to ISK 921 million (2018:
ISK 627 million) and their total notional amount was ISK 40,749 million (2018: ISK 39,696).
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25. Loans to customers

Net
At 31 December 2019 Gross carrying amount Expected credit loss carrying
Stage 1 Stage 2 Stage 3 Stage 1 Stage 2 Stage 3 amount

INAIVIAUAIS ... 338,335 4,119 9,362 (1,319) (168) (1,148) 349,181
Commerce and SEIVICES .......occvvveieeeiiiiiieeee e eiieeenns 115,679 6,999 6,515 (739) (194) (1,772) 126,488
CONSIUCHON ..o, 39,248 849 4,924 (310) (53) (238) 44,420
ENErgy ..oooiiiiiiiii 7,913 - - (26) - - 7,887
Financial ServiCes .........ccccccceiiiiii e, 2,315 - - - - - 2,315
Industrial and transportation ............cccoccveveeeriniiiennn. 77,492 3,338 3,503 (278) (221) (1,546) 82,288
Investment CoOMPanIes .........cccceeeeviviieeeee e 19,542 4,369 265 (260) (216) (110) 23,590
Public sector and non-profit organisations ................ 12,279 44 15 (23) (2) (1) 12,312
Real 8State ......eeviiiiiiiiiiee e 140,604 3,831 2,345 (542) (89) (590) 145,559
Seafood 105,411 249 385 (148) (10) (295) 105,592
Loans to customers 858,818 23,798 27,314 (3,645) (1953) (5,700) 899,632
At 31 December 2018

INAIVIAUAIS ... 308,870 5,901 6,860 (1,130) (256) (855) 319,390
Commerce and SEIVICES ........eeevueieiiieeeiiieeenieeeeaneees 118,563 4,981 3,358 (643) (179) (1,838) 124,242
CONSIIUCHION ...t 25,958 3,301 298 (196) (247) (19) 29,095
ENEIQY oo 6,145 740 - (20) (7) - 6,858
Financial SErviCes .........ccoovviiiiiieiiiii e 1,708 - - (4) - - 1,704
Industrial and transportation ............c.cccceevveeenieeennnne. 74,338 2,625 3,800 (398) (53) (488) 79,824
INnvestment COMPANIES ........ccovueeeiiiiieaiiiee e 18,709 5,128 398 (217) (103) (116) 23,799
Public sector and non-profit organisations ................ 12,054 22 30 (18) - (1) 12,087
Real eState ........cocveiiiiiierieireee e 139,073 2,588 2,087 (528) (154) (181) 142,885
Seafood 103,014 3,616 479 (123) (80) (191) 106,715
Loans to customers 808,432 28,902 17,310 (3,277) (1,079) (3,689) 846,599
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26. Expected credit loss

Loans to customers

Stage 1 Stage 2 Stage 3 Total
AL L JANUAINY 2019 ..ottt 3,277 1,079 3,689 8,045
Transfer t0 STAGE 1 .....veiiiiiiiii e e 1,725 (1,343) (382) -
TransSfEr 10 STAGE 2 .....veiiiiiie e e (1,336) 1,687 (351) -
Transfer t0 STAGE 3 .. ..viiiiiiii e (178) (720) 898 -
Net remeasurement Of 10SS @llOWANCE .........ccooeeiiiiiiiiiicii bbb eeeenees (1,216) 145 2,727 1,656
New financial assets originated or pUrChased .............cccocviiiiiiiiiiiic e 1,803 278 353 2,434
Derecognitions and MALUILIES ..........coivuiiiiiiiiiiiiii e (430) (169) (188) (787)
WWIIEE-OFFS ittt e e - (4 (1,616) (1,620)
Recoveries of amounts previously Written Off ..o - - 249 249
FOreign @XCRANGE ........oiiiiiieiii e - - 10 10
UNWINAING OF INEEIESES ....vviiiiiiiiii e - - 311 311
At 31 December 2019 3,645 953 5,700 10,298
AL L JANUAIY 2018 ...ttt 2,701 1,244 9,151 13,096
Transfer to Stage 1 .... 2,652 (1,733) (919) -
Transfer to Stage 2 ... . (1,053) 2,317 (1,264) -
Transfer to Stage 3 .....cccoevvvveevieeennnnn. (99) (1,167) 1,266 -
Net remeasurement Of 0SS @llOWANCE ...........coooiiiiiiiiiiiii e (2,073) 126 (429) (2,376)
New financial assets originated or PUrChased ..............ccocuieiiiiieiiiee e 1,474 478 711 2,663
Derecognitions and MALUILIES ..........coiuiiiiiiiiiiiie e (323) (185) (618) (1,126)
L1 (ST 3 PRSP POPPRR (2) (1) (5,254) (5,257)
Recoveries of amounts previously Written Off ...........cocoiiiiiiii - - 416 416
FOreign @XCRANGE ........eiiiiiiee e bbb - - 87 87
UNWINAING OF INEEIESES .....eiiiiiiiiic e e - - 542 542
At 31 December 2018 3,277 1,079 3,689 8,045
Total expected credit loss

Stage 1 Stage 2 Stage 3 Total
Cash and balances with Central Bank .............ccoocuiiiiiiiiiiiici e 4 - - 4
Loans to credit iINSHIULIONS .........cccoiiiiiiiiie e 67 - - 67
o= T Eo N (o o0 ] (0] 1= =SSR 3,645 953 5,700 10,298
Other fiNANCIAI ASSELS .........oeiiiiiiiiiiie e 9 3 86 98
Off-balance sheet loan commitments and financial guarantees* .............cccocceevevenineenne 403 55 231 689
At 31 December 2019 4,128 1,011 6,017 11,156
Cash and balances with Central Bank 48 - - 48
Loans to credit institutions 62 - - 62
LOANS 0 CUSLOIMENS ....cuiiiiiiiiie ittt 3,277 1,079 3,689 8,045
Other fINANCIAI ASSELS .....cc.uiiiiiiiie it 5 3 83 91
Off-balance sheet loan commitments and financial guarantees* ...............ccccoviieeeennne 410 142 84 636
At 31 December 2018 3,802 1,224 3,856 8,882

*For further breakdown see Note 39.
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27.

28.

Investments in associates
31.12.2019 31.12.2018
Audkenni hf., an information security company, Borgartin 31, 105 Reykjavik ..........ccccccceeriiiiiniieennns Iceland 23.8% 23.8%
JCC ehf., a cash centre service company, Borgartiin 19, 105 ReyKjaviK ..........cccccoeeiiiiiiiiiieeiiireannnn. Iceland 33.3% 33.3%
Reiknistofa bankanna hf., an IT service centre company, Katrinartin 2, 105 Reykjavik ............c.c....... Iceland 30.8% 30.8%
2019 2018
Investments in associates at the beginning of the YEAr ...........c.ooiiiiiii e 682 704
AdItIONS AUIING thE YBAT ......eiiiiiie ettt ettt e e e bt e e s be e e e b bt e e e bt e e e bt e e e anbb e e e abbe e e snbeeeannneas - 86
Sales Of SNAMES IN ASSOCIALES ........iiiiiiiiiitiie ittt ettt e ettt e s b et e e ket e e et e e s abr e e s aabeeeaane - (39)
Transfer from assoCiates t0 SUDSIIAIES ........coouuiiiiiiiiiiiie et e et e s sib e e sabe e e tnee s - (80)
Share Of QAIN Of ASSOCIALES ........ciiuiiiiiiiie ittt et e et e e abb e e et e e nbbeeesnne e 64 29
D1V 1o (=T g To K38 o= Vo PSP TP RPN - (18)
Investments in associates 746 682
Summarised financial information in respect of the Group's associates is set out below: 2019 2018
REVENUE ...ttt oottt oottt e oo e bttt e e e 4 s R e e et e e e e o e sk e b et e e e e e aa R E R e et e e e e n R Re e e e e e e e R Ee b et e e e e e nnnnreeeeeannres 6,259 5,487
[ 01 PP RPRPP 281 171
F ST ] £ TSP P PP PPPP TP 5,445 5,291
[T o= SO PRTSPRN (2,832) (2,932)
= =T £ P PP U TP PP PPPP T PPPPPPRPTN 2,613 2,359
Group's share of net assets of associates 746 682

Investments in subsidiaries

Borgun hf., a payment acquirer and issuing processor, Armuli 30, 108 Reykjavik ..........
B-Payment Group Szolgaltaté Zrt., a payment processing company, H-1132 Budapest
islandssjodir hf., an investment fund management company, Hagasmari 3, 201 Kopavogur

Hringur-eignarhaldsfélag ehf., a holding company, Dalshraun 3, 220 Hafnarfjorour .......
Allianz island hf., an insurance agent, Dalshraun 3, 220 Hafnarfjoraur .....................

In addition islandsbanki has control over nine other non-significant subsidiaries.

31.12.2019 31.12.2018

Iceland 63.5%
Hungary 100%
Iceland 100%
Iceland 100%
Iceland 100%

63.5%
100%
100%
100%
100%

Borgun hf. is the only subsidiary of islandsbanki that has a material non-controlling interest, 2019: 36.5% (2018: 36.5%). The following table
summarises key information relevant to Borgun hf. The amounts shown are before inter-company eliminations.

2019 2018
LOANS At MOITISEA COSE ...eeiiiiiiiiiiiie ettt ettt e e oottt et e e e ea bbb et e e e e e a s b et et e e e e snbe b e e e e e e e nbbbe e e e e e e anbbbeeeaeeannbnneeas 7,780 7,425
OUNEI ASSEES ..ot ———————————- 14,582 21,073
LIBDIIITIES ..ttt ettt b ekt ekttt et bRttt ettt et n e 15,753 22,154
Net assets 6,609 6,344
Carrying amount of non-controlling interests 2,412 2,318
REVENUE ...ttt oottt e oo oo a b bttt e e o4 a kb ettt e e 24 oAkt b et et e o4 aa kb be et e e e e aa kb b e e e e e e e nbbbe e e e e e e nbbneeeeeeannnes 10,807 10,383
LOSS TOF TN YA ..tttk e et e e a et e et et n bt et n e bne e e (972) (1,069)
Other comprehensive income for the year, NEt Of TAX ........c.coiiiiiiii e 1,272 610
Total comprehensive income 300 (459)
Profit (loss) allocated to non-controlling interests 110 (167)
Net cash used iN OPErating ACHIVILIES .........iiiiiieiitiie ittt ettt e e et e sa e st e e et e e s e e e st e e e nnees (1,679) (4,500)
Net cash provided DY INVESHING ACHVILIES .......o.uiiiiiiiiii ettt e e e et e e e e e e ssbb b e e e e e e sanbeeeeas 75 371
Net cash (used in) provided by fiN@NCING ACHIVILIES ........cccuuiiiiiiiiiiiie e (405) 19
Net decrease in cash and cash equivalents (2,009) (4,110)
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29. Property and equipment

Right-of-use
assets:
Land, Fixtures,
At 31 December 2019 Land and buildings  equipment
buildings & vehicles & vehicles Total
Balance at the beginning Of the YEar ... 4,054 - 3,984 8,038
Impact of adopting IFRS 16, SEE NOTE 3 ......ccoiiiiiiiiiiie e - 4,505 - 4,505
Additions during the year ..............cccceeene. 56 3 271 330
Disposals and write-offs during the year (14) - (187) (201)
REMEASUIEMENT ......eiiiiiiii it - 126 - 126
Historical cost 4,096 4,634 4,068 12,798
Balance at the beginning of the Year ... (1,402) - (1,365) (2,767)
Depreciation duriNg the YEAT ........ccoiuiii ittt ettt e saeee e (47) (420) (574) (1,041)
Disposals and write-0ffs during the year ... 2 - 176 178
Accumulated depreciation (1,447) (420) (1,763) (3,630)
Carrying amount 2,649 4,214 2,305 9,168
ANNUAL AEPIECION FALES ......viiiiiiieiii ettt ettt et et e e 0-2% 3-33% 8-35%
Official real estate value of land and DUITAINGS ...........iiiiiii et e ettt e bt e e e b e e e snbeeeanteeeeas 2,240
INSUrANCE ValUE OFf DUIAINGS ... ..ottt et e e e ettt et e e e e ettt et e e e e e satea e e e e e e e ansbeeeaee e s nnbteeeeee e nstseeeeeeeanssbeeaneeaannnnes 3,545
Insurance value of fixtures, equIPMENt AN VENICIES .........coiiiiiiiiiii ettt e et e e e b e s sibeeeaneeeeanes 3,429
Fixtures,
At 31 December 2018 Land and equipment
buildings & vehicles Total
Balance at the beginning Of the YEAI ..........couiiiiii et 5,722 4,683 10,405
AdItioNS AUIING the YEAI .......iiiiiiii ettt ettt ettt e e e 15 829 844
Disposals and write-0ffS during the YEAI ............eiiiiiiiiii e (1,683) (1,528) (3,211)
Historical cost 4,054 3,984 8,038
Balance at the beginning Of the YEAI .........ooiiiiiiii e e (1,330) (1,947) (3,277)
Depreciation dUrNg the YEAT ........ciiiiiiiii ettt e e abee e (72) (496) (568)
Disposals and write-offs during the year - 1,078 1,078
Accumulated depreciation (1,402) (1,365) (2,767)
Carrying amount 2,652 2,619 5,271
ANNUAI AEPIFECION FALES ......eitieiie ettt ettt e ettt e e e e ettt e et e e e e s kbbb et e e e e s sbbe e e e e e e e nbebeeeeeeasssbaeeeeeeannnnes 0-2% 8-33%
Official real estate value of BUIldINGS AN TANG .........ociiiiiii e e e e e e e e e e s s e e e e e e ssnsbeeeeeeesansnreaeeeeannnees 3,747
INSUrANCE ValUE OFf DUIIAINGS ... ..ottt e e et e e e ekt ettt e e e e e skt b et e e e e e aa s bb e e e e e e e s kbt e e e e e e e sabseeaeeeeanbnbeeaaesaannnnes 4,889
Insurance value of fixtures, equIPMENt AN VENICIES .........oiiiiiiiiiiii ettt e bbb e et e e 3,500
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30.

31.

Intangible assets

At 31 December 2019 Purchased Developed

software software Goodwill Total
Balance at the beginning of the year ....................... 1,639 3,644 248 5,531
Additions during the year and internal development 169 7 70 246
Write-0ffS dUriNg the YEAI .......ccoiiiiiiiii e (26) (268) - (294)
Historical cost 1,782 3,383 318 5,483
Balance at the beginning of the Year ... (222) (1307) - (529)
Amortisation during the YEAT ...........eeiiiiiiiiiii et (313) (318) - (631)
Write-0ffS dUring the YEAI ........coiiiiiiii e 7 - - 7
Accumulated amortisation (528) (625) - (1,153)
Carrying amount 1,254 2,758 318 4,330
AMOITISALION FAES ......eiiiiiiiie ittt 10-25% 10-25% -
At 31 December 2018 Purchased Developed

software software Goodwill Total
Balance at the beginning of the Year ... 1,381 3,090 - 4,471
Additions during the year and internal development .............ccccoviiieiiiiciniic e 479 555 248 1,282
Write-0ffS dUFNG the YEAI .......oiiiiiiiiiiiii e (221) (1) - (222)
Historical cost 1,639 3,644 248 5,531
Balance at the beginning 0f the Year ..........c.cooiiiiiiii e (39) (201) - (240)
Amortisation during the YEAI .........c..coiiiiiiiiii e (345) (106) - (451)
Write-0ffS dUNG the YEAI .......oiiiiiiiiiiiii e 162 - - 162
Accumulated amortisation (222) (307) - (529)
Carrying amount 1,417 3,337 248 5,002
AMOITISALION TALES ......eiiiiiiiii i 10-25% 10-25% -
Other assets

31.12.2019 31.12.2018

RECEIVADIES ... et e e e st e e s 4,810 5,793
Unsettled SECUNTIES trANSACHIONS ........vvviiiiiiiiiiiiiie ettt 279 1,033
AACCTUABIS ...ttt s bt e e bbb e e e b b e e e b e e e e R b e e e e et e e e e 253 289
PrEPAIA EXPENSES ...ttt ettt h oot e e et h et h e bt e e bt e e e n e e e nnr e et e s 468 395
DEFEITEA TAX @SSEES ...ttt ettt et e e e b bt e s bt st et e h bt e s b e s b e e s e e s b e e s ae e e anee s 476 215
OBNEI BSSELS ...ttt sttt et e Rt h et R et e R Rt et nne et e e 322 222
Non-current assets and disposal groups held for sale 1,075 1,230
Other assets 7,683 9,177
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31. Cont'd

Non-current assets and disposal groups held for sale 31.12.2019 31.12.2018

Repossessed collateral:

(= 1o Lo Ir= 1o To N o TU 1o 15 o =SSO PPPUP PRt 739 995
Industrial equIPMENt AN VENICIES .........iiiiiiiiiiie ettt e et e e e e s be e e eneees 44 17
Assets of disposal groups classified as held for SAlE ............cccoiiiiiiiiii 292 218
Total 1,075 1,230

At year-end 2019 the Group classified the assets and liabilities of Midengi ehf. (100%) as assets and liabilities of disposal groups held for
sale.

32. Deposits from Central Bank and credit institutions

31.12.2019 31.12.2018

DepOoSits from Credit INSTEULIONS .......oiiiiiiiiee ettt e e e e e e e e sttt e e e e e e s sbbe e e e e e e aasbbbeeeeessanbbreeaaeesannbeeeeas 30,808 15,527
Repurchase agreements with Central Bank 117 92
Deposits from Central Bank and credit institutions 30,925 15,619

33. Deposits from customers

31.12.2019 31.12.2018

Demand deposits and deposits with maturity Up t0 3 MONENS ......oouiiiiiiiii e 530,960 499,170
Term deposits with maturity of more than 3 MONTNS ... e 87,353 79,789
Deposits from customers 618,313 578,959
Deposits from customers specified by owners 31.12.2019 31.12.2018
Amount % of total Amount % of total
Central government and state-owned eNnterpriSes ..........couuvirieeiiiiiieieeeniiieee e 12,553 2% 9,331 2%
MUNICIPAITIES ..veveieeeiiieeee ettt e st e e e e e et e e e e e s nsbe e e e e e e e nnenaeaeeeaansnneeaeeenannnnes 5,619 1% 5,574 1%
COIMPANIES ..ttt e e ettt e e e e e bbb et e e e e ek bbb et e e e e e s nbe et e e e e aanbbbeeeeeaeanbnbeeeeeennns 299,204 48% 278,209 48%
1T Y7o = SR 300,937 49% 285,845 49%
Deposits from customers 618,313 100% 578,959 100%

34. Pledged assets

31.12.2019 31.12.2018

Financial assets pledged as collateral against liabilities ..o 205,773 190,471
Financial assets pledged as collateral in foreign Danks ............c.cooiiiiiiiiii e 402 1,105
Financial assets pledged as collateral in repurchase agreEmMENLS ...........ccuuiiiiiiiiiiiiiiie e e e e e 1,114 153
Pledged assets against liabilities 207,289 191,729

The Group has pledged assets against the issuance of covered bonds under Icelandic law, which are pledged on a pool of consumer
mortgage loans.

The Group has also pledged cash in foreign banks and financial institutions, mainly as collateral for trades under ISDA agreements to hedge
market risk.
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35. Debt issued and other borrowed funds

Issued Maturity Interest 31.12.2019 31.12.2018
Covered bonds iN ISK™ ....ouueeeiieeeeeee e 2014-2017 2019 At maturity  Fixed rates - 9,866
Covered bonds iN ISK ... 2019 2021 At maturity  Fixed rates 3,918 -
Covered bonds iNISK ...coooeeeeeei e 2015-2019 2023 Atmaturity  Fixed rates 20,170 10,890
Covered bonds in ISK - CPI-linked* ........cccooooviviviiiieeeeieiiiiieeeees 2012-2014 2019 At maturity Fixed rates - 8,937
Covered bonds in ISK - CPI-linked ...........coeeeviiiiiiiiiieee e, 2014-2015 2020 Atmaturity  Fixed rates 4,359 4,248
Covered bonds in ISK - CPI-linked ...........ccooeeieiiiiiiiiiiieeeeeeeeiian, 2015-2017 2022 At maturity Fixed rates 18,512 18,009
Covered bonds in ISK - CPI-linKed ...........cveeeviiiiiiiiieee e, 2012-2018 2024 Atmaturity  Fixed rates 35,752 35,009
Covered bonds in ISK - CPI-lINKed .........ccooviiiiiiiieiiiiiiieee e 2015-2018 2026 At maturity  Fixed rates 27,661 26,992
Covered bonds in ISK - CPI-linked ...........ooveeviiiiiiiiiieeeeeeeeei, 2019 2028 Atmaturity  Fixed rates 14,228 -
Covered bonds in ISK - CPI-linked ...........ccooeeiiiiiiiiiiiiieeeeeeveiiinn, 2017-2018 2030 At maturity Fixed rates 25,463 24,862
Covered bonds 150,063 138,813
Senior unsecured bonds in SEK .........cccccooeiiiiiiie s 2015 2019 At maturity  Fixed rates - 7,844
Senior unsecured bonds iN EUR ........cccccovviiiiiiiiiinii e, 2017 2019 At maturity  Fixed rates - 4,398
Senior unsecured bonds in SEK .........cccccoeeiiiiiiie e 2018 2019 At maturity  Fixed rates - 1,302
Senior unsecured bonds in EUR* ..........cccooiiiiiiiiiiiis 2016 2020 At maturity  Fixed rates 7,782 68,154
Senior unsecured bonds in SEK* ..........c.ccoooviiiiee e 2018 2020 At maturity  Fixed rates - 3,259
Senior unsecured bonds in SEK .........cccccooiiiiiiiiins 2019 2020 At maturity  Floating rates 4,557 -
Senior unsecured bonds in SEK ..o 2018 2021 Atmaturity  Fixed rates 1,308 1,311
Senior unsecured bonds iNn SEK ............ccooeoiiiiii 2018-2019 2021 At maturity  Floating rates 18,913 15,053
Senior unsecured bonds IN EUR ...........ccooviiiiie e, 2019 2021 Atmaturity  Floating rates 1,559 -
Senior unsecured bonds iNn SEK ............ccooeoiiiiii 2018 2022 At maturity  Floating rates 12,990 12,995
Senior unsecured bonds in EUR* .............oocoiiiieiiiiiece e, 2019 2022 Atmaturity  Fixed rates 41,570 -
Senior unsecured bonds iNn NOK .........ccccccvvvvviiiiiiiiiiiieieieieienenens 2019 2022 At maturity  Floating rates 13,856 -
Senior unsecured bonds in EUR*** ... 2018 2024 Atmaturity  Fixed rates 41,816 40,714
Senior unsecured bonds iNn NOK ...........ccocviiieiiiiiiiiee e, 2019 2024 At maturity  Fixed rates 5,709 -
Senior unsecured bonds iN ISK ..........ccccooiiiiiiiie e, 2019 2024 Monthly Floating rates 3,553 -
Bonds issued 153,613 155,030
(531 T V=T o PP PPPPPPPPPPP 2,705 6,729
(O] 1=T g0 [T o) a0 TP PP PPUPRPPPPRP - 404
Other borrowed funds 2,705 7,133
Debt issued and other borrowed funds 306,381 300,976

*The Bank repurchased own bonds during the year amounting to ISK 7,614 million.

**These bond issuances are classified as being designated as at fair value through profit or loss. At 31 December 2019 the total carrying
amount of the bonds amounted to ISK 49,352 million and included in the amount are fair value changes amounting to ISK 863 million. The
carrying amount of the bond at 31 December 2019 was ISK 367 million higher than the contractual amount due at maturity. islandsbanki
repurchased part of the bond issuance maturing in 2020 during the year, amounting to ISK 62,227 million.

***The Group applies hedge accounting to this bond issuance and uses certain EUR denominated interest rate swaps as hedging
instruments (see Note 24). The interest rate swaps are hedging the exposure of the Group's changes in the fair value of this fixed-rate EUR
denominated bond arising from changes in interest rates. The Group applies fair value hedge accounting to the hedging relationships. At 31
December 2019 the total carrying amount of the bond issuance amounted to ISK 41,816 million and included in the amount are fair value

changes amounting to ISK 771 million.

The Bank has issued additional covered bonds to hold for the purpose of securities lending with regards to market making agreements.

These covered bond amounts are not included in the total.
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36. Subordinated loans

Issued Maturity Interest 31.12.2019 31.12.2018

Loans which qualify as Tier 2 capital:
Subordinated loans in SEK ..........ccccocviiiiiiiiiiiiiinnnn, 2017 2027 Atmaturity  Floating, STIBOR + 2.0% 9,714 9,724
Subordinated loans in SEK .........ccccccoevviiiienee s 2018 2028 Atmaturity  Floating, STIBOR + 2.5% 6,485 6,492
Subordinated loans in SEK .........cccccceiviiiiiiieiiniiies 2019 2029 Atmaturity  Floating, STIBOR + 3.9% 6,475 -
Subordinated loans 22,674 16,216

37. Changes in liabilities arising from financing activities
Non-cash changes
Interest Foreign Fair value
1.1.2019 Cash flows expense exchange changes 31.12.2019
Covered bonds in ISK .........cooiiiiiiiiiie e 20,756 2,060 1,272 - - 24,088
Covered bonds in ISK - CPI-linked ..., 118,057 1,263 6,655 - - 125,975
Senior unsecured bonds iN ISK ..o - 3,528 25 - - 3,553
Senior unsecured bonds FX ..o 46,162 12,139 1,016 (425) - 58,892
Senior unsecured bonds FX at fair value ...........cccccevvvvvevveveennnns 68,154 (22,509) 734 1,667 1,306 49,352
Senior unsecured bonds used for hedging ............ccoceeiieeennnne. 40,714 (465) 497 786 284 41,816
Other borrowed fUNAS ..........ooiiiiiiiiie e 7,133 (4,809) 358 23 - 2,705
Subordinated 10aNns ... 16,216 6,190 501 (233) - 22,674
Total 317,192 (2,603) 11,058 1,818 1,590 329,055
Reclassi- Non-cash changes
fication & Interest Foreign Fair value

31.12.2017 remeasure 1.1.2018 Cash flows expense  exchange changes 31.12.2018
Covered bonds in ISK .......ccooeeviiiienienne. 17,589 - 17,589 2,055 1,112 - - 20,756
Covered bonds in ISK - CPI-linked 91,351 - 91,351 20,134 6,572 - - 118,057
Senior unsecured bonds FX ..........ccccceeene 37,182 (19,003) 18,179 23,275 531 4,177 - 46,162
Senior unsecured bonds FX at fair value .... - 84,563 84,563 (20,083) 963 3,868 (1,157) 68,154
Senior unsecured bonds used for hedging .. 63,652 (63,652) - 37,406 430 2,390 488 40,714
Other borrowed funds ...........ccccoeviiiiienenn. 7,974 - 7,974 (1,231) 390 - - 7,133
Subordinated loans ...........cccccceeeeeie. 9,505 - 9,505 5,629 198 884 - 16,216
Total 227,253 1,908 229,161 67,185 10,196 11,319 (669) 317,192
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38. Tax assets and tax liabilities

31.12.2019 31.12.2018
Assets Liabilities Assets  Liabilities
[OAN ] (=] | 0 = VOO TOPPTPN - 6,670 - 6,472
(= = =T [ - O SR PRRRN 476 1,183 215 678
Tax in the balance sheet 476 7,853 215 7,150
Changes in the deferred tax assets and the tax liabilities were as follows:
Assets  Liabilities
Deferred tax assets and tax liabilities 1.1.2018 ...........coeiiiiiiiiiiie e e s e e e e s et e e e e s s st e e e e e s anaaaaeaeeaans 4 88
Calculated INCOME taX fOr 2018 .......ccciiiiiiieieiiie et e e et e b s aebe s e sese s e sesesseeeseeeeeeeeeeeeeeeeeeeeeaeeaeaeaaaaaaeeas 211 3,888
INCOME taX PAYADIE 1N 2009 .....ciiiiiiieiiiie ettt e et e e e e s b et e e bt e e e ebb e e e e n b bt e e ahbe e e anbe e e e nb e e e nnbe e e abeeeenae - (3,214)
Income tax recognised in other comprehensive income ... - (94)
Prior year's iNCOmMe taX @QJUSTIMENT .........ooiiiiiiiiiie ettt ettt et ettt e eab e e e e abb e e e sab e e e e be e e e enbeeesabeeeabeeeeas - 10
Deferred tax assets and tax liabilities 31.12.2018 215 678
Calculated iNCOME taX fOr 2019 ... ..uuiiiii it e e e e e e e re e e e e sa b e r e e e e e s e ratseeaeeasstsbaeeaeesasasseeaeeaasssseeeesaannes 256 3,223
INcomMe tax PaY@bIE IN 2020 ........c.uiiiiiiii ettt ettt e e - (2,535)
Income tax recognised in other COMPreneNSIVE INCOME ........cuiiiiiiiiiiiii et 9 (183)
Prior year's income tax adjustment (4) -
Deferred tax assets and tax liabilities 31.12.2019 476 1,183

Movements in temporary differences during the year were as follows:

Net Recognised

Balance at 31 December

2019 balance at in profit or Recognised Deferred Deferred
1 January (loss) in equity Net tax assets tax liabilities
Property and eqUIPMENt ..........coouiiiiiiiiiiiieeeeee e (249) (848) - (1,097) - (1,097)
INtaNgible aSSEtS .........coiiiiiiiiiiie e (527) 16 - (511) - (511)
Assets and liabilities denominated in foreign currency ............... (264) (12) - (276) - (276)
Deferred foreign exchange difference .............ccccooviiiiiiininnns (213) (213) - (426) - (426)
Derivatives .........occcevvvieeiiieiiniecee 194 (236) - (42) - (42)
Lease liabilities - 851 - 851 851 -
Debt issued and other borrowed funds ............ccccooiiiiiiiiiincee 329 (253) 192 268 268 -
OtNEr ItBMS ..o (2) 32 - 30 30 -
Tax [0Ss carry fOrwards ...........cccveeiieiiiiiiiniieee e 269 227 - 496 496 -
(463) (436) 192 (707) 1,645 (2,352)
Set-off of deferred tax assets together
with liabilities of the same taxable entities ...........c.cccveeeeennnns (1,169) 1,169
Tax assets (liabilities) (463) (436) 192 (707) 476 (1,183)
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38. Contd
Balance at 31 December
Net Recognised
2018 balance at in profit or Recognised Deferred Deferred
1 January (loss) in equity Net tax assets tax liabilities
Property and eqUIPMENT ..........cooiiiiiiiiiiiiie e (79) (170) - (249) - (249)
Intangible asSets ... (1395) (132) - (527) - (527)
Assets and liabilities denominated in foreign currency ............... (186) (78) - (264) - (264)
Deferred foreign exchange difference ............ccccccviiiiiicinnnn. (202) (11) - (213) - (213)
DENVALIVES .....eieiiiiie ettt 465 (271) - 194 194 -
Debt issued and other borrowed funds ...........cccccoooiiiniiiiinincne 314 (79) 94 329 329 -
Other items .......cocoeeviiiiiiee e (1) (1) - (2) - (2)
Tax loss carry forwards - 269 - 269 269 -
(84) (473) 94 (463) 792 (1,255)
Set-off of deferred tax assets together
with liabilities of the same taxable entities ............ccccveveeiinnenn. (577) 577
Tax assets (liabilities) (84) (473) 94 (463) 215 (678)
39. Other liabilities
31.12.2019 31.12.2018
P ool (VT | OO OPPPPPPPPPPPPPPPIRY 3,217 3,906
Liabilities to retailers for Credit CArAS ...........cii ittt nne e 14,765 20,722
[T TN 1= o] 1T U 4,256 -
Provision for effeCts Of COUN TUIINGS ......cc.uiiiiiiie ettt e e bt e e bb e e et e e e ab e e e anbeeeanenes 75 -
Expected credit loss for off-balance sheet loan commitments and financial guarantees .............ccccccvviiiiiienineene 689 636
VA1l aTo] (o g To I -V PP TPRPPPRN 1,559 1,733
Unsettled securities transactions ... 515 612
DEFEITEO INCOIME ...ttt h ettt h e et e ket e bt e b et e e et e bt e sas e e bt e sb e e e st e b e e e sn e e nneesnneenteenaneenne 229 193
T8 g To |V = o 1T TSRS ER SR 1,758 1,841
Non-current liabilities and disposal groups held fOr SAIE ...........c.uiiiiiiiiiii e - 6
Other liabilities 27,063 29,649
Expected credit loss for off-balance sheet loan commitments and financial guarantees
Stage 1 Stage 2 Stage 3 Total
AL L JANUANY 2019 ...ttt e et e e e e e e et e e e e e e e e e e e e e neas 410 142 84 636
Transfer to Stage 1 .... 152 (81) (71) -
Transfer to Stage 2 .... . (20) 39 (19) -
Transfer 10 STAGE 3 .....viiiiiiii s (9) (18) 27 -
Net remeasurement of 0SS allOWANCE ............cooieiiiiiiiiiiiii e (455) (27) 131 (351)
New loan commitments and financial QUArantees ............ccceerivieiiiiiiiiiecee e 447 20 119 586
Derecognitions and MAatUNLIES ...........coeiiiiuiiiiieeiiiiiei e e e eee s (122) (20) (40) (182)
At 31 December 2019 403 55 231 689
At 1 January 2018 ...... 467 101 106 674
Transfer to Stage 1 595 (545) (50) -
TraNSTEN 10 STAGE 2 ..vvveeieieiiiiiie ettt e e e e e e e et e e e e s st e e e e e e ennnraeeeeaeannraaees (58) 67 (9) -
TraNSTEr 10 SLAGE 3 ...eeeiiiiiiiiii ettt e et e e e e e b e e e e e e e b e e e e e e aanreeeaas (6) (69) 75 -
Net remeasurement of 0SS AllOWANCE ...........ueviieiiiiiiiiie e (828) 481 (132) (479)
New loan commitments and financial QUAraNtees ............cccceviiiiiiieieiiiiiiie e 521 130 132 783
Derecognitions and MAtUNLIES .........uueieeeiiiiiiiee e s e e s e e e s st e e e e e e seaneeeeeas (281) (23) (38) (342)
At 31 December 2018 410 142 84 636
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40.

41.

Custody assets
31.12.2019 31.12.2018

Custody assets - Not managed DY the GIOUP ..........ooii it e e e st e e e e e s sieba e e e e e e senees 2,898,686 2,167,946

Leases

The Group as a lessee

The Group adopted a new IFRS standard, IFRS 16 - Leases as of 1 January 2019 (see Note 3). As a result of the adoption the Group
changed its accounting policy for leases (see Note 66.10).

The Group's significant leases are leases for offices, branches and storage but the Group also leases land and vehicles. Most leases are
CPI-linked real estate leases with duration of 5-10 years with extension options. Lease commitments are recognised on-balance sheet
except for short-term leases and leases of low-value assets. Total expense for leases of low-value assets and short-term leases amounted
to ISK 21 million during the year 2019.

Total cash outflow for leases amounted to ISK 493 million (2018: ISK 492 million).

Right-of-use assets are presented in the line item “Property and equipment” (see Note 29). Lease liabilities are presented in the line item
“Other liabilities” (see Note 39).

At 31 December 2018 the future non-cancellable minimum operating lease payments where the Group was a lessee was:

31.12.2018
DUB WILRIN L YA ...ttt ettt oo a et a et e e a e e o2 kbt e e oa b et e 42t £ 4ot bt e oo e b et 4ok et e ekt e e e e b et e e kbt e e et ear e e e aetneeene 470
(DN I S Y- S PP U PO PPROPPROE 1,831
DUE iNMOFE thAN 5 YBAIS ..o iiieiiiie ettt ettt e e e oottt e e e e s ettt et e e e e natb et e e e e e amtebeeeeeeeamsbeeeeae e e nsbeseeee e e nstseeeeeeaanssbeeaaeeasnnnees 2,842
Operating lease commitments 5,143

The Group as a lessor

Net investment in finance lease receivables
31.12.2019 31.12.2018

DUE WILNIN L YA ...ttt ettt a e ettt e e e h bt e ookttt eea ket e e R b e e oR ket a4 a b et e e enb e e e aabb e e ettt e e enbbeeennbeeeanteeenn 17,559 18,524
[ LU T Y= T SRS 30,960 30,195
DUE iN MOFE thAN 5 YEAIS ...ttt ettt e e e ekttt e e e e e bbb et e e e e e abb b et e e e e e abbb e e e e e e s nnbe e e e e e e annnrneeas 3,538 3,011
Total gross investment in the lease 52,057 51,730
DU WILNIN L YA ...ttt ettt ettt oo oo bttt e e e 4ok bh et oo e 4ok bbbt e e e oo aa s b be et e e e e e nbb b et e e e e e ambnbe e e e e e eannnneeeaeeaan 15,303 16,069
DUB N 15 YBAIS .. e ettt ettt ettt oo oottt e e+ 4 bttt e e e 4o e Mk h bttt e o4 4Rk b et et e e e e R nEe et e e e e e nRE b et e e e e e bhbe e e e e e aanrreeeeeeaas 27,628 26,730
DUE iN MOFE thAN 5 YEAIS ...ttt e e e ettt e e e e bbb et e e e e e a bbb et e e e e e aabb b e e e e e e s nnbe e e e e e e annnnneeas 2,692 2,317
Total present value of lease payments* 45,623 45,116
Unearned interest income 6,434 6,614

*The Group presents finance lease receivables in the line item “Loans to customers”.

EXxpected Credit [0SS AlIOWEAINCE ............ueiiiiiiiiiie ettt e e ettt e e e e e e bbb et e e e e e e b b et e e e e e e nbe b e e e e e e annnreeeeas 202 193
Interest income from finance lease receivables during the YEar ...........oocuiiiii i 3,165 3,166
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42. Related party

islandsbanki is wholly owned by the Icelandic Government. The shares are administered by the Icelandic State Financial Investments (ISFI).
As a result, the Icelandic Government and the Icelandic State Financial Investments are defined as related parties. The Group has applied
the partial exemption for government-related entities, as described in IAS 24, and does not disclose those transactions in the related party
note.

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

The Group's associates are also defined as related parties.

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 Group entities purchase products and services from
government-related entities under generally accepted commercial terms. Transactions with related parties were made in the ordinary course
of business on substantially the same terms, including interest rates and collateral, as those prevailing at the time for comparable
transactions with third party counterparties.

Cash and balances with the Central Bank are disclosed under Note 22 and Deposits from the Central Bank are disclosed under Note 32.

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

Commitments,
guarantees &

At 31 December 2019 Assets Liabilities Net balance overdrafts
Board of Directors, key management personnel and other related parties ....................... 324 392 (68) 51
ASSOCIAtEd COMPANIES .....eiiiiiiiiiiiee ittt ettt e e nieee e 16 830 (814) 213
Balances with related parties 340 1,222 (882) 264

Interest Interest Other Other
2019 income expense income expense
Board of Directors, key management personnel and other related parties ....................... 25 7 1 -
ASSOCIALEA COMPANIES ... .eiiiiiiiiiiiie ettt e et e et e et e e et e e s nbe e e anbaeeanneeeens 7 17 3 1,620
Transactions with related parties 32 24 4 1,620

Commitments,
guarantees &

At 31 December 2018 Assets Liabilities Net balance overdrafts
Shareholders with control over the Group .........cccccveiiiiiciiiici e - 105 (105) -
Board of Directors, key management personnel and other related parties 220 493 (273) 82
ASSOCIAtEd COMPANIES .....eiiiiiiiiiiiee ettt ettt et ieee e 198 469 (271) 210
Balances with related parties 418 1,067 (649) 292

Interest Interest Other Other
2018 income expense income expense
Shareholders with control Over the GroUP ..........coccuiiiiiiiiiii e - 2 - -
Board of Directors, key management personnel and other related parties ....................... 16 10 2 -
ASSOCIAtEd COMPANIES .....eieiiiiiiiiiee ettt ettt s bt e e e st eainee s 15 10 2 1,937
Transactions with related parties 31 22 4 1,937

At year-end 2019 ISK 2 million were recognised as Stage 1 expected credit loss against balances outstanding with related parties (2018: ISK
2 million). No share option programmes were operated during the reporting period. For related party remuneration see Note 15.
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43. Contingencies

Contingent liabilities

Borgun hf.

Borgun hf., a subsidiary of Islandsbanki, is a payment acquirer and issuing processor. Landsbankinn hf. sold its 31.2% stake in Borgun in
late 2014. Landsbankinn claims that Borgun's management did not disclose all available information that might have affected the value of
Borgun during the sales process, namely the worth of its stake in Visa Europe which was sold to Visa International shortly after the Borgun
sale. In order to reclaim the alleged loss, Landsbankinn filed a lawsuit against Borgun hf. and others on 12 January 2017, claiming the right
to damages for having been deprived of the true value of the stake involved in the sale. Landsbankinn does not quantify the claim, but its
estimate of the lost profit from having sold its shares in Borgun is approximately ISK 1,930 million. Seeing that the conclusion of the case is
uncertain and the financial effect cannot be estimated the Group has not recognised a provision in relation to this matter. Court appointed
surveyors presented their assessment in November 2019. A reassessment has been demanded. It is uncertain when a ruling is to be
expected.

44. Events after the reporting period

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 2019.

45. Risk management

Risk governance

The Group is exposed to various risk factors and managing these risks is an integral part of its operations. The Bank emphasises sound
governance principles. The risk management and internal control framework of the Group is based on a three lines of defence model, as
referred to in the European Banking Authority Guidelines on Internal Governance, and aims for informed decision-making and strong risk
awareness. 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 Group’s internal rules.

The first line of defence consists of the Bank's business and support units; the second line of defence comprises the Bank's internal control
units, risk management and compliance; and the third line of defence is Internal Audit which gives the Board an independent assessment of
the quality of corporate governance, risk management and internal controls.

The Group's management body has a dual structure. The Board of Directors of the Bank has a supervising role in setting and monitoring the
execution of set policies, the sound control of accounting and financial management and ensuring that group internal audit, compliance and
risk management are effective. The Chief Executive Officer (CEO), the Chief Risk Officer (CRO), 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 the Group lies with the Board of
Directors. The Board defines and communicates the risk governance framework and the acceptable level of risk through risk management
policies and the Risk Appetite Statement. To assist the Board in fulfilling its oversight responsibilities, the Board has appointed three board
subcommittees.

The CEO 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 Group's operations are consistent with applicable legislation and the Group's Articles of Association which
includes maintaining adequate and effective risk management and internal control functions. The CEO appoints the Chief Risk Officer, the
Compliance Officer as well as other members of the Executive Board. The CEO also engages the members of the senior management
committees.

The CRO heads the risk management function 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 Group and for verifying
that the Bank has the right resources and an appropriate organisation to manage its risks efficiently.

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 and cannot be removed without the Board's prior approval.
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45, Cont'd

The CRO is independent from the business units, is a member of the Executive Board and reports directly to the CEO. The CRO provides an
independent view on the Group's exposure to risk. The CRO has the right but not the responsibility to veto certain risk-taking decisions of the
senior management committees if an internal control unit considers the proposal inconsistent with the Bank's risk appetite, policies or
procedures.

Risk management is mandated to identify, understand, measure and monitor the risks that the Group is exposed to. It 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.

Where necessary, risk management makes recommendations to senior management and the Board to improve or clarify risk policies,
procedures and limits.

Risk Management provides a holistic view on risk, and compliance to limits to internal and external stakeholders, and ensures an appropriate
escalation in the event of limit breaches.

Business and support units are, however, responsible for maintaining their independent view on the risks inherent in their operations and
reporting to senior management any foreseeable breaches from limits, policies or strategic direction.

Risk management provides the senior management and the Board with all relevant risk related information to enable it to define the Bank's
risk appetite.

The General Counsel is appointed by and reports directly to the CEO. The General Counsel provides legal advice to the Bank's senior
management, including the Board of Directors, and manages the Bank's legal department which provides comprehensive legal advice to the
Bank's business segments and support units.

The Chief Audit Executive (CAE) is appointed by the Board, reports directly to Board and directs Group Internal Audit with a mandate from
the Board. The CAE is responsible for internal audit matters within the Group, including internal audit tasks which have been outsourced.

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 is responsible for monitoring the compliance risk management framework for the
Bank and maintaining oversight for compliance risk throughout the Bank.

The Bank's Compliance Officer is selected and engaged by the CEO, subject to Board confirmation. The Compliance Officer cannot be
removed without the Board's prior approval. The Financial Supervisory Authority and Chief Audit Executive shall be notified of the dismissal
or departure of the Compliance Officer.

The Compliance Officer reports directly to the Board on the overall compliance risk profile of the Bank.

Each employee is responsible for understanding the risk related to their day-to-day work, for knowing and understanding the respective
internal and external rules and procedures, for using the alert procedures in the event of possible fraudulent activities and for conducting
business in accordance with the Bank's code of conduct.

The Bank's senior management committee structure is twofold. Firstly the two executive committees, the Executive Board and the All Risk
Committee, that are responsible for the implementation of the Board approved business strategy, risk appetite and policies. Secondly the
four business committees, the Asset and Liability Committee (ALCO), the Senior Credit Committee (SCC), the Investment Committee (IC)
and the Operational and Security Committee (OSC), which are responsible for the approval of business or operational proposals subject to
internal rules and guidelines issued by the executive committees and the Board.

The members of the senior management committees are appointed by the CEO, and their mandate and rules of procedure are documented
in a charter issued by the CEO.

More information about the Group's risk management and risk assessment processes is available in the unaudited Pillar 3 2019 Report,
which is available on the Bank's website: www.islandsbanki.is.

islandsbanki hf. Consolidated Financial Statements 2019 48 Amounts are in ISK million



Notes to the Consolidated Financial Statements

46. Credit risk

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
financial contract with the Group.

Credit concentration risk is the significantly increased risk that is driven by common underlying factors, e.g. industrial sector, economy,
geographical location, type of financial instrument or due to connections or relations among counterparties. This includes 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 loans and advances to customers and other banks but also from balances with the Central Bank and off-
balance sheet items such as financial guarantees, loan commitments and derivatives.

The Group has policies and procedures dedicated to accepting, measuring, and managing credit risk. The objective of the Group'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 Group 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 Group
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 Group 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 properties, vehicles, equipment, vessels and securities. When applicable, other
credit risk mitigants are employed.
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47. 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. 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 that
have been made because of these items. The maximum credit exposure for a derivative contract is calculated by adding potential future credit exposure to the positive market value of the contract.

The industry breakdown shows the 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:

At 31 December 2019 Public sector

Central Commerce Financial Industrial and  Investment and non-profit
Individuals governments and services Construction  Energy services transportation companies organisations Real estate  Seafood Total
Cash and balances with Central Bank ....... - 146,638 - - - - - - - - - 146,638
Loans to credit institutions ...............c.cc..... - - - - - 54,376 - - - - - 54,376
Bonds and debt instruments . - 33,007 - - 125 16,131 1,296 52 1,027 1,232 - 52,870
DErVALiVES ......coovvierieiiiee e - - 706 - 1,836 5,788 189 530 - 208 228 9,485
Loans to customers: 349,181 - 126,488 44,420 7,887 2,315 82,288 23,590 12,312 145,559 105,592 899,632
OVerdrafts .....cocveveeeneeniienee e 12,333 - 14,506 3,425 110 2,289 4,927 654 1,204 3,220 6,270 48,938
Credit cards ......ccocevvverniiiieneeee 16,466 - 1,579 271 5 24 437 40 106 63 35 19,026
Mortgages .......cccceeeeeiiiiiiiieie e 281,450 - 5 - - - - - - 44 - 281,499
Capital 1eases ........ccccceervvenvenceennnn 5,774 - 28,422 2,700 15 - 7,322 139 39 1,005 207 45,623
Other 10ans ........ccoveeieeieenieee 33,158 - 81,976 38,024 7,757 2 69,602 22,757 10,963 141,227 99,080 504,546
Other financial assets ..........cccocevcvieinnen. 532 - 199 7 6 4,803 117 41 10 36 6 5,757
Off-balance sheet items: 33,964 - 24,605 16,035 2,974 6,579 18,865 548 3,461 19,036 9,738 135,805
Financial guarantees .............cccccoevuines 1,477 - 6,035 4,914 - 1,172 2,907 95 5 2,004 252 18,861
Undrawn loan commitments ................. - - 1,871 8,297 2,442 - 9,726 - - 11,303 1,804 35,443
Undrawn overdrafts ........ccccceeviiiiienenn. 9,842 - 12,476 2,063 503 5,291 5,135 314 2,733 5,456 7,525 51,338
Credit card commitments ..................... 22,645 - 4,223 761 29 116 1,097 139 723 273 157 30,163
Maximum credit exposure 383,677 179,645 151,998 60,462 12,828 89,992 102,755 24,761 16,810 166,071 115,564 1,304,563
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47. Cont'd

At 31 December 2018 Public sector

Central Commerce Financial Industrial and Investment and non-profit

Individuals governments and services Construction  Energy services transportation companies organisations Real estate  Seafood Total

Cash and balances with Central Bank ....... - 135,056 - - - - - - - - - 135,056
Loans to credit institutions ...............c.cc..... - - - - - 41,577 - - - - - 41,577
Bonds and debt instruments ...................... - 53,341 - - 447 12,925 1,724 68 724 186 - 69,415
DErVAtiVES ......coovvveiiiiiee e - - 121 2 2,322 4,687 451 1,090 - 61 205 8,939
Loans to customers: 319,390 - 124,242 29,095 6,858 1,704 79,824 23,799 12,087 142,885 106,715 846,599
OVverdrafts .......cccevveeeiiiiee e 11,769 - 11,699 3,304 31 1,509 4,483 780 754 4,501 9,751 48,581
Credit cards ......coovvevveieieeeniiiiieeeeen 15,779 - 1,516 251 4 21 433 33 112 59 34 18,242
MOrtgages ......ccvvveeeeriiiiiiieeee e 249,296 - - - - - - - - - - 249,296
Capital 1eases .....cccccceevvvcvviieneeeiiiins 6,504 - 27,552 2,270 5 - 7,166 116 48 1,197 258 45,116
Other 10ans ........cccoovvevcveenieniienee 36,042 - 83,475 23,270 6,818 174 67,742 22,870 11,173 137,128 96,672 485,364
Other financial assets ...........ccccevieeeiineen. 409 - 451 5 1 6,532 23 34 3 18 35 7,511
Off-balance sheet items: 33,928 - 24,673 18,703 6,091 8,160 12,413 3,817 4,517 20,850 12,805 145,957
Financial guarantees ...........cc.cc.cc...... 1,494 - 5,863 4,563 12 1,172 2,416 160 5 1,828 508 18,021
Undrawn loan commitments .............. - - 4,986 11,662 5,996 - 4,899 1,100 - 14,629 5,782 49,054
Undrawn overdrafts .........ccccceevveennen. 10,187 - 9,908 1,830 63 6,863 4,124 2,433 3,884 4,167 6,374 49,833
Credit card commitments .................. 22,247 - 3,916 648 20 125 974 124 628 226 141 29,049
Maximum credit exposure 353,727 188,397 149,487 47,805 15,719 75,585 94,435 28,808 17,331 164,000 119,760 1,255,054

48. 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, vessels, cash and securities 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.
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48. Cont'd

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 the gross carrying amount of loans and nominal off-balance sheet items, and is measured without including the effect of
overcollateralisation. This means that if some loans have collateral values in excess of their gross carrying amount, 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. The maximum credit risk exposure is measured on net carrying value basis, and therefore collateral allocation can in
some instances be higher. For capital leases the Group remains the owner of the leased object. In total ISK 37,035 million of the collateral are leased objects.

The following tables show the maximum exposure to credit risk by class of financial asset and collateral held against those exposures. An overview of collateral held by the Group against credit exposure is
shown below for exposures in Stages 1 and 2 (non credit-impaired) and exposures in Stage 3 (credit-impaired):

Total credit

At 31 December 2019 Maximum exposure

exposure to Real Cash & Vehicles & Other covered by Net Associated
Collateral held against non credit-impaired exposures credit risk estate Vessels securities equipment collateral collateral  exposure ECL
DIBIIVALIVES ...ttt ettt e et nre et e st e st r e 9,485 - - 1,757 - - 1,757 7,728 -
Loans and commitments to customers: 1,012,821 622,021 87,217 7,001 49,865 80,043 846,147 166,674 5,056
Individuals ...........cccoeerinenns .. 374,718 292,701 7 417 13,317 116 306,558 68,160 1,579
Commerce and services 146,149 63,151 77 961 27,124 25,891 117,904 28,245 1,030
CONSITUCTION ...ttt h ettt a e b e ekt et e eb e e b et e bt e sabeenbeenbeennbeenne 55,236 40,432 4 653 2,130 3,968 47,187 8,049 495
L= =T o TSP P TP PR PP 10,861 5,655 - 366 8 5 6,034 4,827 34
FINANCIAI SEIVICES ... .o b beraseseaees 8,894 - - 123 - 3,621 3,744 5,150 7
Industrial and traNSPOTTALION ...........oiiiuiieiiiie ettt e e e e e s anaeee s 99,188 49,944 12 107 6,757 18,566 75,386 23,802 534
INVESTMENT COMPANIES .....iiiiiiie e it e ettt e e e e ettt e e e e ettt e e e e s ssbeeeee e e s nntseeeeeeaansbeeeeeeeannnnes 23,982 7,748 - 3,281 71 11,930 23,030 952 478
Public sector and non-profit OrganiSatioNS ............c.ceeiuiieiiiiie i 15,758 958 - 7 29 - 994 14,764 29
REAI ESTALE ...ttt ettt nh ettt 162,795 148,919 5 1,072 301 1,125 151,422 11,373 702
Seafood 115,240 12,513 86,412 14 128 14,821 113,888 1,352 168
Total 1,022,306 622,021 87,217 8,758 49,865 80,043 847,904 174,402 5,056
Collateral held against credit-impaired exposures
Loans and commitments to customers: 22,616 17,100 1,481 333 846 830 20,590 2,026 5,931
Lo 1Yo U= OSSR 8,427 7,191 17 12 166 2 7,388 1,039 1,245
COMMEICE AN SEIVICES .....uuviiiiiiie ittt e e st e e e s b e e sb e e e siee e 4,944 2,980 102 22 561 805 4,470 474 1,864
(@70 4101 1o o S SRRPR 5,219 4,919 - 197 19 7 5,142 77 261
Industrial and transportation .... 1,965 253 1,331 102 72 16 1,774 191 1,559
INVESTMENT COMPANIES ......eiiiiiieeitee ettt ettt e et e nbe e s inee e 156 149 - - - - 149 7 111
Public sector and non-profit OrganiSAtioNS .............eiiiiiiiiiiiiie e 15 14 - - - - 14 1 1
LR ET= L) - (=PRSS 1,800 1,567 - - 9 - 1,576 224 595
SAOOM ...ttt n 90 27 31 - 19 - 77 13 295
Total 22,616 17,100 1,481 333 846 830 20,590 2,026 5,931
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48. Cont'd

At 31 December 2018

Total credit

Maximum exposure
Collateral held against non credit-impaired exposures exposure to Real Cash & Vehicles & Other covered by Net Associated

credit risk estate Vessels securities equipment collateral collateral  exposure ECL
DIBIIVALIVES ...ttt ettt et 8,939 - - 2,232 - - 2,232 6,707 -
Loans and commitments to customers: 978,396 563,362 89,350 6,149 49,883 69,902 778,646 199,750 4,908
INAIVIAUAS ..t ettt ettt e b et e e nbeesabeenbeenreeens 347,490 266,508 6 359 13,485 155 280,513 66,977 1,508
COMMETCE ANA SEIVICES ...uuvieeitiieitiie ettt e sttt e e sttt e e e bb e e e sttt e e aabe e e e bbeeeaabeeesabeeeaanbeeesbeeesbneeaanes 146,286 56,407 733 189 27,574 23,915 108,818 37,468 918
CONSITUCTION ...ttt bttt e ea e b ekttt e b e e be e e bt e sabeenbeenbeennbeenne 47,495 28,694 - 379 1,880 3,761 34,714 12,781 624
ENBIGY ettt 12,949 3,737 - 366 - 5 4,108 8,841 32
FINANCIAI SEIVICES ...t bbb b st ersbebarereaees 9,864 - - 309 - - 309 9,555 17
Industrial and traNSPOTTALION ...........iiiiuiieiiie et e et e e e seaeee s 89,289 39,523 9 82 6,437 15,980 62,031 27,258 481
Investment companies ...... 27,392 9,588 26 2,891 83 11,361 23,949 3,443 358
Public sector and non-profit OrganiSatioNS ............c.eeoiuiiiiiiie e 16,551 974 - 7 37 2 1,020 15,531 22
REAI ESTALE ...ttt et 161,864 144,530 - 1,549 231 1,113 147,423 14,441 737
SAOOM ...ttt ettt e e e 119,216 13,401 88,576 18 156 13,610 115,761 3,455 211
Total 987,335 563,362 89,350 8,381 49,883 69,902 780,878 206,457 4,908
Collateral held against credit-impaired exposures
Loans and commitments to customers: 14,160 9,003 2,282 106 328 487 12,206 1,954 3,773
INAIVIAUAS ..ttt et e et ettt et e bt e bt e et esnbeenbeenreeens 5,828 5,256 17 7 83 3 5,366 462 887
COMMEICE ANA SEIVICES ...cuieieeitiieiiite ettt e ettt e ettt e e atb e e e sabeeeasbe e e e sbeeeaabeeeanteeeaanbeeesbaeesbaeeaanes 2,629 1,023 139 - 78 247 1,487 1,142 1,853
Construction ...........ccceeeeenen. e 303 232 - - 21 14 267 36 19
Industrial and traNSPOTTALION ...........eiiiiiieiiiie ettt e e e s beeeeaneee s 2,948 317 2,077 99 109 170 2,772 176 492
INVESTMENT COMPANIES ......eiiiiiiie ittt ettt e et e nbe e s inee e 224 180 - - - - 180 44 117
Public sector and non-profit OrganiSAtioNS .............eiiiiiiiiiiiir e 53 37 - - - - 37 16 1
[T T - L= TSR 1,871 1,829 - - 1 - 1,830 41 209
SAOOM ...ttt n 304 129 49 - 36 53 267 37 195
Total 14,160 9,003 2,282 106 328 487 12,206 1,954 3,773
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49. Credit quality of financial assets

The following table provides the gross carrying amount of loans and credit risk exposure on loan commitments and financial guarantees.
Amounts are broken down by risk class and the method by which their respective credit loss allowances (ECL) are calculated, i.e. Stage 1, 2
and 3.

The Group 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 Group uses two different statistical rating models. One model is for individuals and another is for small companies
with a total exposure to the Group 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.

Risk classes 1-4 represent low risk, risk classes 5-6 moderate risk, risk classes 7-8 increased risk, risk class 9 high risk, and risk class 10
represents customers that are 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.

Further information on the risk classes, including the mapping from risk classes to the probability of default, can be found in Section 4.2.2 of
the unaudited Pillar 3 2019 Report.

The same customer can have loans and off-balance sheet commitments in Stages 1 and 2 simultaneously. However, if a customer has an
exposure in Stage 3 then all other loans and commitments are classified as Stage 3 as well.

At 31 December 2019

Loans to customers: Stagel  Stage 2 Stage 3 Total
RISK CIASS 14 ...ttt ettt 226,347 289 - 226,636
RISK CIASS 56 ...ttt ettt e b ettt e snb ettt e et nneeenee s 388,936 1,385 - 390,321
RISK CIASS 7-8 ... ettt 204,979 14,487 - 219,466
Risk class 9 ...... 33,880 7,544 - 41,424
Risk class 10 - - 27,160 27,160
L0 LT PSPPSR 4,676 93 154 4,923

858,818 23,798 27,314 909,930
EXPECIEA Credit I0SS. ...ccouiiiiiiiieeei ettt (3,645) (1953) (5,700) (10,298)
Net carrying amount 855,173 22,845 21,614 899,632
Off-balance sheet loan commitments and financial guarantees: Stage 1  Stage 2 Stage 3 Total
LTS o T PSS 58,327 25 - 58,352
RISK ClASS 56 ... e 58,271 253 - 58,524
RISK CIASS 7-8 ..ottt ettt ettt e sa e et e et esne e et e s reeeneenneeenee s 15,334 1,757 - 17,091
RISK ClASS 9 ... s 1,095 186 - 1,281
Risk class 10 .... - - 1,233 1,233
UNFAEEA ...t e e s e bt 8 5 - 13

133,035 2,226 1,233 136,494
EXPECLEA CrEIt IOSS. ... ..eeeiiieieiiitie ettt e e e e e e e e et e e e e e nnanneee s (403) (55) (231) (689)
Total 132,632 2,171 1,002 135,805
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49. Contd
Risk Risk Risk Risk Risk
At 31 December 2019 class class class class class
1-4 5-6 7-8 9 10  Unrated ECL Total
Loans and commitments to customers:
INAIVIAUAIS ....ovvvieiiiiiiiiiiieeeeeeeeeeeeeeeeee e 76,119 151,224 115,042 29,537 9,517 4,530 (2,824) 383,145
Commerce and SEIVICES ........ccovveeerieeeriineennns 29,718 81,536 31,572 3,968 6,810 383 (2,894) 151,093
Construction ...........cceeeue " 3,354 33,345 17,924 1,120 5,468 - (756) 60,455
Energy .....ccccooeveene e 5,045 3,846 2,004 - - - (34) 10,861
Financial ServiCes ........ccccouvuiieiieiiiiiiiiieee s 8,848 30 17 - - 6 (7) 8,894
Industrial and transportation ............c.cccceeeeeenn. 26,474 59,108 11,775 2,363 3,526 - (2,093) 101,153
Investment COMPANIes ........cccoeevvvveveeeeeierneenn. 2,803 9,198 11,090 1,367 268 1 (589) 24,138
Public sector and non-profit organisations ....... 12,761 2,733 268 11 15 15 (30) 15,773
Real eState ........ceevvviiiiiiiiee e 52,934 64,623 42,304 3,631 2,400 - (1,297) 164,595
Seaf00d .....eeiiiiiiiie e 66,932 43,202 4,561 708 389 1 (463) 115,330
Total 284,988 448,845 236,557 42,705 28,393 4,936 (10,987) 1,035,437
At 31 December 2018
Loans to customers: Stagel  Stage 2 Stage 3 Total
RISK ClASS L4 ...ttt ettt ettt e et e e e bt e st bt e e bt e e e e bb e e e bbeeeaneeeean 213,012 104 - 213,116
RISK CIASS 56 ...ttt ettt ettt e e e e sttt e e e e e s nbts e e e e e e e anbabeeeaeeeansaneeaaeenannnes 367,843 1,055 - 368,898
RISK CIASS 7-8 ...ttt ettt ettt e e b e e e bt e et bt e ekt e e e nbe e e e bbeeeanbeaeas 184,807 15,339 - 200,146
RIS o = T PSRRI 38,633 12,363 - 50,996
RISK ClASS 10 ....eeeiiiiie ettt ettt ettt ettt et e e e it e e et b e e ettt e e e bt e e e nabe e e enneeeanane - - 17,215 17,215
[T 7= 1= PP PPPPRRR 4,137 41 95 4,273
808,432 28,902 17,310 854,644
EXPECIEA Credit I0SS ....civeiiiiiiieiitee et (3,277)  (1,079) (3,689) (8,045)
Net carrying amount 805,155 27,823 13,621 846,599
Off-balance sheet loan commitments and financial guarantees: Stage 1  Stage 2 Stage 3 Total
Risk class 1-4 68,712 30 - 68,742
Risk class 5-6 55,112 194 - 55,306
Risk class 7-8 16,913 1,899 - 18,812
1S S F= T SRR 1,517 1,460 - 2,977
RISK CIASS 10 ....eeeeiieiitee ettt ettt e e e e ekt e e e e e s et e e e e e e abe e e e e e e e nnbnneeeee s - - 623 623
L0751 r= 1 (=T S PUPRERR 130 3 - 133
142,384 3,586 623 146,593
EXPECIEA Credit I0SS ...ooouieiiiiiiieeiee ettt (410) (142) (84) (636)
Total 141,974 3,444 539 145,957
Risk Risk Risk Risk Risk
At 31 December 2018 class class class class class
1-4 5-6 7-8 9 10  Unrated ECL Total
Loans and commitments to customers:
INAIVIAUAIS ..o 74,325 135,721 101,859 33,354 6,955 3,499 (2,395) 353,318
Commerce and SEerVICES ..........eeevvveeveeeeeeeeeeeenns 33,700 84,690 23,538 5,455 3,718 585 (2,771) 148,915
[©70] 0153 { (1 [o3 1T ] o ISP 3,387 21,930 21,711 1,024 336 53 (643) 47,798
ENEIQY .o 11,472 544 965 - - - (32) 12,949
Financial ServiCes ........ccccooiiiiiiiiiiiiiiieee s 9,450 419 8 - - 4 (17) 9,864
Industrial and transportation ..............cccceeeeenn. 34,253 41,922 8,331 4,930 3,705 69 (973) 92,237
Investment COMPANIes .........c.ccoevveveeeeeieiivneeenn. 5,709 6,976 10,751 4,241 414 - (475) 27,616
Public sector and non-profit organisations ....... 13,150 3,119 240 - 52 66 (23) 16,604
Real €StAte ......cvvvvviiiiiiiiviiiieieieeeeeee s 41,768 73,484 44,312 2,909 2,172 36 (1946) 163,735
Seafo0d ......oeeiiiiiiie e 54,644 55,399 7,243 2,060 486 94 (406) 119,520
Total 281,858 424,204 218,958 53,973 17,838 4,406 (8,681) 992,556
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50. Forbearance and write-offs

When restructuring or modification measures are believed to be more appropriate than collection procedures, the Group offers several debt
relief measures and restructuring frameworks for customers in financial difficulties. These forbearance measures include temporary payment
holidays, extension of loan terms, capitalisation of arrears and waiving of covenants.

The relationship between forbearance and stages is discussed in Note 66.3.

Once an asset has been classified as forborne, it will remain forborne for a minimum 24-month probation period. In order for a loan to be
reclassified out of the forborne category, the customer has to meet all of the following criteria:

- All of the customer's facilities have to be considered performing; and

- The customer does not have any contract that is more than 30 days past due; and

- The probation period of two years has passed from the date of the forbearance event; and

- Regular payments of more than an insignificant amount of principal or interest have been made during at least half of the probation period

The following table provides a summary of the Group's forborne assets.

At 31 December 2019 Stagel Stage2  Stage 3 Total
[ To Y To LU = PP EPTR R PPPPPR 1,615 1,102 1,372 4,089
(01401 o= T g 1= T TP PPPPRPPPRN 13,212 8,469 8,289 29,970
Gross carrying amount 14,827 9,571 9,661 34,059

Stage 1  Stage 2 Stage 3 Total
INAIVIAUALS ..ttt ettt e et e st e e bb e e eab e e e e bt e e e enbeeeennbeeeanbeaeanes (12) (41) (182) (235)
COMPANIES ...ttt ettt ettt e et e bt e e ket e e e s be e e e be e e e et e e e et e e e e e nateeeeae (77) (249) (2,167) (2,493)
Expected credit loss (89) (290) (2,349) (2,728)
At 31 December 2018 Stagel Stage2  Stage 3 Total
INAIVIAUALS ..ttt ettt e ettt e st e e bb e e e eabe e e sabb e e e enbeeeenbbeeeanbeaeanes 1,741 2,020 1,238 4,999
(0] 0] o= T 1= SRRSO 14,377 2,016 4,588 20,981
Gross carrying amount 16,118 4,036 5,826 25,980

Stagel  Stage 2 Stage 3 Total
INAIVIAUAS ..ottt et e et e e et e e e et e e st e e e etaaeesabaeeesaaeeensseeeanseaeansaaeanns (13) (92) (198) (303)
(0] 0] o= T 1= TP PO PP PPTP PP (139) (49) (1,160) (1,348)
Expected credit loss (152) (141) (1,358) (1,651)
Gross carrying amount written off and still subject to enforcement activity 2019 2018
[[a o 1Y To LU TSP TR OPPPPPPTN 578 1,514
(O] 0 0T o - T 1= SRR UPRRSSO 1,253 3,756
Total 1,831 5,270
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51. 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.

31.12.2019 31.12.2018

[ (e] o1=Tan VA= LaTe I F=T o To [ PO PPTO U PR PPRPRPPPRN 378 1,072
Industrial equipMeNt and VENICIES ..........ooiiiiiiii et 81 41
Total 459 1,113

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.

52. Large exposures 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 regulation no. 233/2017. The Group has internal criteria that define connections between clients. These criteria reflect the Group's
interpretation of Article (1)(a) of the Act on Financial Undertakings no. 161/2002, where groups of connected clients are defined.

The exposure is evaluated both before and after credit risk mitigating effects. After mitigating effects, the Group currently has no large

exposures, a decrease of four since the last reporting date. No large exposure is therefore 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.

At 31 December 2019

Groups of connected clients: Before After

[T (o 18 o e TP PUPP PN 75% -

At 31 December 2018

Groups of connected clients: Before After
[T (o 18 o e PSSP POPPRRTN 73% -
(1 (o8] o OO PP TR PUPPPPTN 12% 12%
L] o0 o PP 12% 11%
(1 (o8] o PP P PP PUPPPPTN 11% 11%
L] o0 o T PP 13% 11%

53. Liquidity risk

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.

The Group's main source of funding is customer deposits. Treasury is responsible for the Bank's funding and liquidity management in line
with internal and regulatory limits and policies. Treasury manages the Bank's intraday liquidity. Risk Management, as the second line of
defence, is responsible for independent reporting on the liquidity position to internal and external stakeholders and providing a holistic view
on liquidity risk on a consolidated basis.
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54. Liquidity coverage and Net stable funding ratio

Key measures for the assessment of liquidity risk are the Liquidity Coverage Ratio (LCR) and Net Stable Funding Ratio (NSFR). 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. In addition, the Group complies with the
Financial Supervisory Authority's guidelines no. 2/2010 on best practices in liquidity management and liquidity coverage ratio rules no.
266/2017.

The following tables show the NSFR and the LCR for the Group at year-end 2019 and 2018.

Net stable funding ratio 31.12.2019 31.12.2018
FOT @I CUITENCIES ...ttt bttt st et E et et e e m e e et et enae e e ar e e st e enneenneenrneenneens 119% 114%
FOTBIGN CUIMTENCIES ...ttt e et a bt e et et e et e et e e e e e h bt e e b et e e bbb e e s sbe e e e nbreeeaabreeans 156% 149%
Liquidity coverage ratio 31.12.2019 31.12.2018
FOF @I CUITENCIES ..ttt a e h e e et e et ookt e e a et e e et e s bbb e e bt et e s b r e e e abteeeenane 155% 172%
(o] 1o | Ao U] (=T o (o1 =T PP PPUPUPR 325% 544%
At 31 December 2019 For all currencies Foreign currencies

Unweighted  Weighted Unweighted Weighted

LiQUId @SSEES IBVEI 1% . ...ttt ettt et e e et 157,080 157,080 31,858 31,858

Liquid assets level 2 11,942 6,271 3,727 520
Total liquid assets 169,022 163,351 35,585 32,378
DIBPOSIES ..ttt 482,322 139,354 78,089 33,961
[DT=T o T SRR 1,361 1,361 650 650
Oher QULFIOWS ...t e et e e b e e et ee e 81,493 30,997 18,012 5,248
Total outflows 565,176 171,712 96,751 39,859
Short-term deposits with other banks™* ..o 54,203 52,335 51,343 50,261
Oher INFIOWS ...t e e e e et e e nnees 33,984 14,213 6,287 3,558
ReStrCtioNs 0N INFIOWS ........viiiiiiici e - - - (23,925)
Total inflows 88,187 66,548 57,630 29,894
Liquidity coverage ratio 155% 325%
At 31 December 2018 For all currencies Foreign currencies

Unweighted = Weighted Unweighted Weighted

Liquid assets level 1* . 169,217 169,217 42,608 42,608

LiQUIA @SSELS IEVEI 2 ..ottt ettt e e e s e e e e e et n e e e e e e aaee e e 2,754 775 2,754 775
Total liquid assets 171,971 169,992 45,362 43,383
(DT o Jo T | £ PP UTPP 455,883 127,018 67,513 25,191
[0 = o] B T 1T OO ERR 875 875 875 875
OLher OULFIOWS ..ottt e e et e e e e s et e e e e e e e e nnbnreeeeeeaaes 72,598 32,095 15,277 5,849
Total outflows 529,356 159,988 83,665 31,915
Short-term deposits with other Danks™ ™ ............oooiiiii e 39,718 39,718 39,716 39,716
OhEr INFIOWS ...ttt ettt e et e e e bt e e e bt e e e e br e e e snbeeeaneeaaean 42,739 21,443 9,702 7,950
RESLICHONS ON INFIOWS .oiiiiiiiiiii e e e s e e e e e st e e e e e e e nntnnaaeeeeenns - - - (23,730)
Total inflows 82,457 61,161 49,418 23,936
Liquidity coverage ratio 172% 544%

*Level 1 liquid assets include cash and balances with the Central Bank, domestic bonds eligible as collateral against borrowing at the Central
Bank and foreign government bonds in accordance with rules no. 266/2017 on liquidity ratio.

**Short-tem deposits with other banks with maturity less than 30 days.
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Deposits by liquidity coverage ratio category

The Group's deposits are categorised by counterparty according to the Liquidity Coverage Ratio (LCR) standard. The groups are listed in
order of estimated stability and the respective LCR outflow weight. Deposits are also classified as stable if the customer has an established
business relationship with the Bank and is covered by an effective insurance scheme.

Deposits maturing within 30 days

Less Weight Weight Term Total
At 31 D 201 . .

t 31 December 2019 stable (%)  Stable (%)  deposits  deposits
RELAI ... 228,447 12% 83,773 5% 78,870 391,090
Operational relationShips ...........cooiiiiiiiieie e 2,446 25% - 5% - 2,446
[©0]7'sJo] = 140 TP UTPUURTN 73,739 40% 337 20% 24,589 98,665
Sovereigns, Central Bank and public sector entities 6,813 40% 253 20% 620 7,686
Pension fuNds ... 35,405 100% - - 24,869 60,274
Domestic financial @Nntities ...........cccoiiiiiiiiiiiiiiie e 28,494 100% - - 46,371 74,865
Foreign financial entities ..........coooiiiiiiiiei i 8,038 100% - - 6,174 14,212
Total 383,382 84,363 181,493 649,238

Deposits maturing within 30 days

Less Weight Weight Term Total
At 31 D 201 ) .

t 31 December 2018 stable (%)  Stable (%)  deposits  deposits
RELAI ... 216,428 12% 80,804 5% 78,476 375,708
Operational relationships 2,572 25% - 5% - 2,572
[©0]4 s To] = 140 < TSRO PPRSR 63,887 40% 341 20% 22,809 87,037
Sovereigns, Central Bank and public sector entities .............ccccceeenee. 7,613 40% 246 20% 501 8,450
Pension fuNdS ... 30,686 100% - - 26,987 57,673
Domestic financial @Nntities ...........cccoiiiiiiiiiiiiiiee e 27,467 100% - - 24,622 52,089
Foreign financial entities ..........ccooiiiiiiiiiiiiiee e 3,242 100% - - 7,807 11,049
Total 351,895 81,391 161,292 594,578

55. Maturity analysis of assets and liabilities

The following tables 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 2019

Carrying On Upto3 3-12 1-5 Over No

Financial liabilities amount demand months  months years 5 years maturity Total
Deposits from CB and credit institutions .......... 30,925 1,992 16,363 8,468 4,580 - - 31,403
Deposits from customers ...........ccccoeevevivennenns 618,313 453,959 78,232 54,994 16,612 62,222 - 666,019
Debt issued and other borrowed funds ... .. 306,381 - 6,991 24,861 267,776 90,610 - 390,238
Subordinated 10ans ...........cccoocviiieiinieen 22,674 - 158 463 2,865 26,482 - 29,968
Other financial liabilities: 24,772 17,581 2,124 1,276 1,759 2,448 - 25,188

Lease liabilities ...........cccocovevviiiinicnenn. 4,256 - 116 349 1,759 2,448 - 4,672

Other liabilities .........cccceviiiieiiieiece, 20,516 17,581 2,008 927 - - - 20,516
Total 1,003,065 473,532 103,868 90,062 293,592 181,762 - 1,142,816
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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.

On Upto3 3-12 1-5 Over No

Off-balance sheet liabilities demand months  months years 5 years maturity Total
Financial guarantees ..........cccocveeiiieiiniiceniiee e 18,861 - - - - - 18,861
Undrawn loan commitments ... .. 35,443 - - - - - 35,443
Undrawn oVerdrafts .......cceeeeeeiiiiiieee e e e 51,338 - - - - - 51,338
Credit card COMMItMENTS ........evveieieiiiiiiiiee e, 30,163 - - - - - 30,163
Total 135,805 - - - - - 135,805
Total non-derivative financial liabilities

and off-balance sheet liabilities ........................ 609,337 103,868 90,062 293,592 181,762 - 1,278,621

The following table shows the contractual cash flow of the Group's derivative liabilities, i.e. derivatives that have a negative and a positive
carrying amount at the reporting date. 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 ..o - 57,542 36,133 43,218 - - 136,893
OULFIOW ..ot - (59,615) (37,222) (44,915) - - (141,752)
Total - (2,073) (1,089) (1,697) - - (4,859)
Net settled derivatives ............ccccoeevvieeeceiiiiiee e - (323) - - - - (323)
Total - (2,396) (1,089) (1,697) - - (5,182)

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.

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 ............. 146,638 28,978 115,981 - - 1,679 - 146,638
Loans to credit inStitutions ...........cccceeevviiieeennn. 54,376 20,719 33,656 - - - - 54,375
Bonds and debt instruments ...........cccccceeeiinnns 52,870 7,768 23,998 10,120 10,983 - - 52,869
L0oans to CUSIOMENS .........ceeveiiiiiiiiieeeeiiiieeenenn 899,632 2,972 88,446 87,462 303,668 417,083 - 899,631
Shares and equity instruments ..............cccco... 18,426 - - - - - 18,426 18,426
Other financial assets .........cccccceviviiieieiiniiinens 5,757 1,889 525 118 17 - 3,259 5,808
Total 1,177,699 62,326 262,606 97,700 314,668 418,762 21,685 1,177,747
On Upto3 3-12 1-5 Over No
Derivative financial assets demand months  months years 5 years maturity Total
Gross settled derivatives
Inflow ... - 92,680 28,583 74,731 - - 195,994
Outflow - (82,832) (27,964) (73,544) - - (184,340)
Total - 9,848 619 1,187 - - 11,654
Net settled derivatives ...........cceeeireiinieeeniiee e - 273 - - - - 273
Total - 10,121 619 1,187 - - 11,927
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The following tables show the comparative amounts for maturity analysis at year-end 2018.

Maturity analysis 31 December 2018

Carrying On Upto3 3-12 1-5 Over No

Financial liabilities amount demand months  months years 5 years maturity Total
Deposits from CB and credit institutions .......... 15,619 4,594 3,229 4,992 3,249 - - 16,064
Deposits from cuStomers ..........ccccevvveeenieeenns 578,959 420,242 81,178 37,952 26,976 38,070 - 604,418
Debt issued and other borrowed funds ............ 300,976 404 24,214 21,178 154,315 141,098 - 341,209
Subordinated 10ans ...........ccceviiiiiiiie e, 16,216 - 90 307 2,242 20,417 - 23,056
Other financial liabilities ............ccccccovviiiinennnns 27,186 24,431 1,729 1,026 - - - 27,186
Total 938,956 449,671 110,440 65,455 186,782 199,585 - 1,011,933

On Upto3 3-12 1-5 Over No
Off-balance sheet liabilities demand months  months years 5 years maturity Total
Financial guarantees ...........cccceeeviiiiieee e 18,021 - - - - - 18,021
Undrawn loan CoOmMmitmeNnts ...........cceeerieieiinieeniiieesieee e 49,054 - - - - - 49,054
Undrawn oVerdrafts ...........ccccvvvveveveveriieierirereeeeeeeeeeeeeereeeeenes 49,833 - - - - - 49,833
Credit card COMMItMENLS .......cooiuiiiiiiiieiiie e 29,049 - - - - - 29,049
Total 145,957 - - - - - 145,957
Total non-derivative financial liabilities
and off-balance sheet liabilities ............cccoocviiieeiiiiiineen. 595,628 110,440 65,455 186,782 199,585 - 1,157,890

On Upto3 3-12 1-5 Over No
Derivative financial liabilities demand months  months years 5 years maturity Total
Gross settled derivatives
INFIOW o - 20,124 23,147 49,380 1,771 - 94,422
OULFIOW . - (20,638) (24,189) (51,654) (1,943) - (98,424)
Total - (514) (1,042) (2,274) (172) - (4,002)
Net settled derivatives ... - (280) - - - - (280)
Total - (794) (1,042) (2,274) (172) - (4,282)

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 ............. 135,056 47,746 87,310 - - - - 135,056
Loans to credit inStitutions ...........cccceeevviiieeennn. 41,577 24,152 17,425 - - - - 41,577
Bonds and debt instruments ...............cccoeen. 69,415 - 18,946 24,189 14,409 11,604 267 69,415
LOoans to CUSIOMENS .........ceeeeiiiiiiiiieeeeiiiieeennn, 846,599 2,054 90,269 74,716 282,624 396,936 - 846,599
Shares and equity instruments ..............cccco... 13,074 - - - - 13,074 13,074
Other financial assets .........cccccceviviiieieiiniiinens 7,511 1,888 475 71 9 - 5,068 7,511
Total 1,113,232 75,840 214,425 98,976 297,042 408,540 18,409 1,113,232

On Upto3 3-12 1-5 Over No
Derivative financial assets demand months  months years 5 years maturity Total
Gross settled derivatives
INFIOW e - 57,050 22,267 77,126 327 - 156,770
OULFIOW e - (56,077) (21,929) (74,072) (343) - (152,421)
Total - 973 338 3,054 (16) - 4,349
Net settled derivatives ...........cceeeireiinieeeniiee e - 869 - - - - 869
Total - 1,842 338 3,054 (16) - 5,218
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56. Market risk

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, foreign exchange rates, equity prices, CPI-
indexation and commodity prices. Sources of market risk are imbalances in the Group's balance sheet and open positions in bonds,
currencies and equities. Derivative contracts are also potential sources of market risk.

Market risk within the Group can broadly be split into two categories, trading book and banking book. The trading book includes market risk
exposures related, directly or indirectly, to the Group's short- and medium-term trading in securities, currencies and other capital market
instruments and derivatives. 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. The banking book includes market risk exposures related to securities held for long-term
investment purposes, unlisted securities or holdings in subsidiaries or affiliates. A large part of the banking book market risk is due to
mismatches in the composition of assets and liabilities, for example with respect to currencies, interest rates, CPI-indexation or other factors
that can affect the Group's earnings or earnings volatility. These mismatches are reported to management and are subject to internal and
regulatory limits.

57. Interest rate risk

Interest rate risk is defined as the current or prospective risk to earnings or capital arising from adverse movements in interest rates.
Sensitivity measures like Basis Point Value (BPV) are used to measure and manage risk arising from its fixed income exposures. The BPV
measures the effect of a 0.01 percentage point upward parallel shift in the yield curve on the fair value of these exposures.

Interest rate risk in the trading book

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, domestic municipality bonds, and covered bonds issued by other Icelandic banks. Bonds and bills in the
Group's liquidity portfolio are also categorised in the trading book. In the following table the total market value (MV) of long and short
positions may not be the same as reported in Note 5 since netting between short and long positions is not applied here.

31.12.2019 31.12.2018
Trading bonds and debt instruments, long positions MV Duration BPV MV Duration BPV
INAEXEM ... 1,143 6.84 (0.78) 1,872 6.13 (1.15)
NON-INAEXEM ... 31,855 0.41 (1.29) 43,550 0.32 (1.40)
Total 32,998 0.63 (2.07) 45,422 0.56 (2.55)
31.12.2019 31.12.2018
Trading bonds and debt instruments, short positions MV Duration BPV MV Duration BPV
INAEXEA ... 150 6.00 0.10 - - -
NON-INAEXEA ...t 615 4.00 0.28 198 5.00 0.09
Total 765 4.39 0.38 198 5.00 0.09
Net position of trading bonds and debt instruments 32,233 0.54 (1.69) 45,224 0.54 (2.46)
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The following table shows the interest rate sensitivity of the Group's trading book from a parallel 100 basis points change in all yield curves.

31.12.2019 31.12.2018

Sensitivity analysis for trading bonds and debt instuments Profit (loss)

Parallel shift in yield Downward Upward Downward Upward

Currency curve (basis points) shift shift shift shift
ISK, INAEXEA ....cvvvvviiccceete ettt 100 87 (87) 115 (115)
ISK, non-indexed .... 100 44 (44) 24 (24)
EUR oottt ettt ettt 100 40 (40) 56 (56)
USD e 100 32 (32) 29 (29)
Other tOtal .....ccoiiiiiiii e 100 9 (9) - -
Total 212 (212) 224 (224)

Interest rate risk in the banking book

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 following table shows the interest sensitivity of the Group's banking book from a parallel 100 basis points change in all yield curves, with
all other variables held constant, categorised by the date of next interest rate reset.

Sensitivity analysis for interest rate risk in the banking book

At 31 December 2019

0-3 3-12 1-2 2-5 5-10 Over 10
Currency months  months years years years years Total
ISK, INAEXEA .....vvviiiiiieiiiee et 55 60 (442) (1,668) 1,995 193 193
ISK, NON-INAEXEA ......coiiiiiiiiiiieiiiie e 7 (12) 11 89 (10) (9) 76
(17) (20) (29) 118 - (2) 50
10 - - - - - 10
(42) - - - - (1 (43)
12 (11) - 41 - (6) 36
Total 25 17 (460)  (1,420) 1,985 175 322
At 31 December 2018
0-3 3-12 1-2 2-5 5-10 Over 10
Currency months  months years years years years Total
ISK, INAEXEA ....evvviviiiiiiieiieeieieeeeeeeeeeeee et ee e e e e e eeeeeaaees 20 8 110 (3,318) 3,185 72 77
ISK, NON-INAEXEA .....ocvveeviiiiieeiie e 9 57 (7 (193) (77) (1) (212)
87 (25) 13 (1,605) 1,709 - 179
92 - (16) - - - 76
(63) - - - - - (63)
(1) (1 - - - - (12)
Total 144 29 100 (5,116) 4,817 71 45
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58. Currency risk

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.

Currency analysis at 31 December 2019

Other foreign  Total foreign

Assets EUR usD GBP CHF JPY SEK NOK DKK CAD currencies currencies
Cash and balances with Central Bank ............... 942 319 210 52 24 51 73 114 58 123 1,966
Loans to credit institutions ...........ccccccovcvvveveeeens 11,689 25,740 1,650 378 534 116 9,707 1,294 272 687 52,067
Bonds and debt instruments ...........cccceeecinnnnnnns 12,930 10,937 3 - - - 8,232 - - - 32,102
LOANS t0 CUSTOMEIS ......uvvvviiereieeeieereeeeeeeeeeeeananees 112,185 29,486 2,037 581 3,185 3 3,408 635 6,005 33 157,558
Shares and equity instruments ............ccccceevinns 31 3,371 419 - - - 27 - - - 3,848
Other assets 390 1,866 338 6 - 73 2 20 - 458 3,153
Total assets 138,167 71,719 4,657 1,017 3,743 243 21,449 2,063 6,335 1,301 250,694
Liabilities

Deposits from credit institutions 9,145 558 1 - - - - - - - 9,704
Deposits from CUuStomers .........ccccceeeeveiiieeeeeenne 32,247 27,939 3,810 385 395 874 3,317 3,617 453 42 73,079
Debt issued and other borrowed funds .............. 91,809 - - - - 37,768 19,565 - - - 149,142
Subordinated 10aNns ...........ccccoeeveeeiiiii - - - - - 22,674 - - - - 22,674
Other liabilities ........cccovviiriieeeiiiieec e, 1,728 944 558 35 3 162 5 a7 2 665 4,149
Total liabilities 134,929 29,441 4,369 420 398 61,478 22,887 3,664 455 707 258,748
Net on-balance sheet position 3,238 42,278 288 597 3,345 (61,235) (1,438) (1,601) 5,880 594 (8,054)
Net off-balance sheet position (4,344) (41,574) (231) (610) (3,345) 61,127 1,255 1,726 (5,840) (203) 7,961
Net position (1,106) 704 57 (13) - (108) (183) 125 40 391 (93)
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Currency analysis at 31 December 2018

Other foreign  Total foreign

Assets EUR uUsb GBP CHF JPY SEK NOK DKK CAD currencies currencies
Cash and balances with Central Bank ............... 377 250 135 23 10 54 51 88 29 73 1,090
Loans to credit institutions ...........cccceeevvvieneeeens 15,662 12,614 4,488 258 613 4,683 1,901 530 123 538 41,410
Bonds and debt instruments ...........cccceeecinnnnnnns 32,313 10,968 24 - - - - - - - 43,305
LOANS t0 CUSTOMETS ......uvveveveeiieieieieiereeeeeeeeeeeanees 105,852 31,603 2,037 734 3,213 2 4,318 572 5,710 39 154,080
Shares and equity instruments ..............ccccoeeee. 45 2,202 398 - - - 40 - - - 2,685
Other aSSEtS ...vvvvieeiiiiiiee e 1,270 2,056 834 4 91 83 2 45 - 1,737 6,122
Total assets 155,519 59,693 7,916 1,019 3,927 4,822 6,312 1,235 5,862 2,387 248,692
Liabilities

Deposits from credit institutions ................cc....... 5,622 538 83 - 96 - 16 - - - 6,355
Deposits from CUuStomers .........ccccceeeeveiiieeeeeenne 26,605 26,819 4,293 329 430 927 3,211 1,728 434 144 64,920
Debt issued and other borrowed funds .............. 113,670 - - - - 41,764 - - - - 155,434
Subordinated loans . - - - - - 16,216 - - - - 16,216
Other liabilities ........cccovviiriieeeiiiieec e, 2,502 1,269 578 30 266 82 154 138 - 2,098 7,117
Total liabilities 148,399 28,626 4,954 359 792 58,989 3,381 1,866 434 2,242 250,042
Net on-balance sheet position 7,120 31,067 2,962 660 3,135 (54,167) 2,931 (631) 5,428 145 (1,350)
Net off-balance sheet position (7,589) (31,140) (2,964) (667) (3,170) 54,350 (2,844) 642 (5,418) (147) 1,053
Net position (469) (73) (2) (7) (35) 183 87 11 10 (2) (297)
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The following table shows the effect of a 10% depreciation or appreciation of foreign exchange rates where the Group had positions at the
reporting date, with all other variables held constant.

Sensitivity analysis for currency risk 31.12.2019 31.12.2018
Profit or (loss)

Currency -10% 10% -10% 10%
10 PO OPS TP 111 (111) 47 (47)
USD ittt (70) 70 7 (7)
(] 2] PRSPPSO (6) 6 - -
1 (1) 1 (D
- - 4 (4)
11 (11) (18) 18
18 (18) (9) 9
DK ettt e (13) 13 (1) 1
(O B SV P P PSPPI (4) 4 (1) 1
Other fOreign CUIMENCIES .......ueiiiiiiie ittt e (39) 39 - -
Total 9 (9) 30 (30)

Shares and equity instruments

The Group's equity exposure in the trading book arises from flow trading and market making with shares listed on the Nasdag Iceland Stock
Exchange. Shares and equity instruments in the banking book are classified as mandatorily at fair value through profit or loss or are classified
as held for sale.

The following table shows how a 10% shift in equity prices would affect the Group's equity and net financial income. Securities used for
hedging are excluded.

Sensitivity analysis for shares and equity instruments 31.12.2019 31.12.2018

Profit or (loss)

Change in Downward Upward Downward Upward
Portfolio equity prices shift shift shift shift
THAAING DOOK ..o eeveee oo eeeeeee s seeeeeeeses e seeeeeeeeeeee 10% (169) 169 (123) 123
BANKING DOOK ... vvvvooe oo eeeese e eeees e eeeee s 10% (806) 806 (639) 639
Total (975) 975 (762) 762

Inflation risk

The Group is exposed to inflation risk since the value of CPI-linked assets exceeds CPI-linked 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 affect profit and loss. A 1% increase in the
index would lead to an ISK 93 million increase in the balance sheet and a 1% decrease would lead to a corresponding decrease, other risk
factors held constant.

31.12.2019  31.12.2018

Bonds and debt instruments 2,103 2,721
LOGNS 10 CUSLOMIEIS ...tttititeieiiitieieieteteteteee ettt eee et et e e e et e ee et eeeeeteteteeee et eaeaeaeaaaaaaaaaaaaaaaaaaaeaaeasanaeeaeaeaeeeeeenenanenenenennannnnns 295,725 293,917
Total CPI-linked assets 297,828 296,638
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31.12.2019 31.12.2018

Deposits from customers ..................... 98,766 95,917
Debt issued and other borrowed funds 125,975 118,103
Off-DAlANCE SNEET POSILION ...ttt e e ettt e e e e e st e e e e e s bbb e e e e e e e nbbbe e e e e e e ntbreeeans 63,827 70,617
Total CPI-linked liabilities 288,568 284,637
CPIl imbalance 9,260 12,001

Derivatives

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

Capital management

The following table shows the capital base, risk exposure amount, the resulting capital ratios, and leverage for the Group at 31 December
2019 and 31 December 2018.

The Group's regulatory capital requirement is calculated according to CRD IV as implemented through Act no. 161/2002 on Financial
Undertakings and regulation no. 233/2017 on prudential requirements for financial undertakings. Capital requirement calculations for credit
risk and market risk are based on the standardised approach whereas the capital requirement calculations for operational risk are based on
the basic indicator approach.

Article 501 of the capital requirements regulation (EU) no. 575/2013 of the European parliament came into effect in Iceland on 1 January
2020. This article stipulates capital requirements deduction for credit risk on exposures to SMEs and is expected to lower the risk exposure
amount by ISK 15.6 billion, which corresponds to a 40 basis point increase in the Group's capital ratio.

The Group aims at managing its capital position and the corresponding capital ratios above the overall regulatory capital requirement.
According to the latest SREP report from the Financial Supervisory Authority, applicable as of 30 September 2019, the overall capital
requirement is 18.8%. The Group's capital target includes a 0.5-2.0% management buffer on top of the overall capital requirement.

The minimum leverage ratio for Icelandic financial institutions is 3%.

31.12.2019 31.12.2018

CET1 capital

Ordinary share capital .... . 10,000 10,000
ST =N o] (=T 0 0 18] OO OO P TP OUUPPPPNN 55,000 55,000
R T VL= PSPPI 7,065 6,499
RELAINE BAIMINGS ...eieiii ettt e e ettt e e e e o s s bttt e e e a4 e abe b et e e e e o bebe e e e e e e e s hbeeeeeeaeanbbbeeeeeeeanbnbneeaeenannnes 105,569 102,496
Non-controlling interests .... 2,428 2,318
Fair value changes due to OWN Credit STANTING .......couiiiiiiiieeiie et e e st e e e s nanr e e e e e e snnnees 392 376
TAX @SSELS ...eieeieie ettt e oot e e et e e e e et e e e e e R et et e e e e e et e e e e e a e et e e e e nn e e e e s e nanarreeneeennnne (476) (215)
INEANGIDIE ASSELS ....eeeeeiieieie ettt e e ettt e e e e bt e bt e e e e oo b ettt e e e e e aa bbbttt e e e e e n bbb e e e e e e e nbbbe e e e e e eannbaeeeas (4,330) (5,002)
Total CET1 capital 175,648 171,472
Tier 2 capital

Qualifying subordinated aDIlItIES ...........eieiiiiiiiiiee e e e e s e e e e e st e e e e e e ssabeeeaeeessnrsaneeeannnrnnees 22,674 16,216
Total capital base 198,322 187,688
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31.12.2019 31.12.2018
Risk exposure amount

R (U= (o R ol (=To [ ] QPP PUPPPPRN 789,180 750,801
e (1T (oI - 14 N O 1] G PO UPPRPPPN 7,919 7,622
Market riSk, trading DOOK ...........uuiiiiiiiiiiiii ettt e e e e sttt e e e s s bbb e e e e e e e bbb b e e e e e e snbnbeeeeeeeanbtereaeeaan 6,488 6,649
Currency risk 1,431 973
- due to credit Valuation @dJUSTMENT ..........ooiiiiiiie ettt e e e e st b e e e e e e s bbb et e eeesstbbeeeeeesanbteeeaeeaanrenees 2,027 2,385
B e (8T (o lo] o J=] =il ) o T ] QTSP R OPRP 85,424 85,141
Total risk exposure amount 884,550 845,949
Capital ratios
L= = N 19.9% 20.3%
TOLAI CAPILAI TALIO ..e.veveevieteete ettt ettt ettt ettt et et s ittt e te e b e s e st eseeb e etesb e s ese et e ebeebessen s eseeseeseebe s enteseeseebessenseneeneesenaen 22.4% 22.2%
Leverage ratio
Exposure amount
ON-DAlANCE SNEEL EXPOSUIES ...ttt e e e ittt e e e ettt e e e e ettt e e e s stab et et e e e s s bbeeeaeeaaasbbbeeeaesasnbsbeeeaeesansbeeeeaeesnsbaneaaeaan 1,189,062 1,120,637
Off-DalanCe SNEETL EXPOSUIES .......coiiiiiiiiiii ittt ettt e e b bt e ekt e e e st bt e e bbeeeasbeeeanbbeeennbeeeanbeeeanne 38,849 47,119
DEIVALIVE EXPOSUIES ....eeiiiitiiiieeeieitetee e e e ettt e e e e e s tet et e e e e aassaeeeeae e s s nteeeeee e e nseeeeaeeaaantsseeeeeeannesseeaaeeassbeeeaeeeannnnneeaaeaas 9,461 8,935
Leverage ratio total exposure measure 1,237,372 1,176,691
B G Aot o - | PP OUPP 175,648 171,472
Leverage ratio 14.2% 14.6%

63. Operational risk

Operational risk is the risk of loss resulting from inadequate or failed internal processes, people and systems or from external events. The
Goup’s definition of operational risk includes reputational risk, legal risk, model risk, conduct risk and compliance risk among other risk
factors.

The ultimate responsibility for ensuring an adequate operational risk management and internal control framework at islandsbanki lies with the
Board of Directors. The Board has approved an Operational Risk Policy which outlines the Bank's framework for operational risk
management. Risk Management is responsible for implementing the Bank’s operational risk framework, for developing, maintaining the
Operational Risk Policy and for communicating the policy to the Bank's employees.
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64. 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, derivative financial
instruments and certain bonds. 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.
65. Changes in presentation
The Group has changed its presentation in the statement of financial position as follows:
- The line item "Non-current assets and disposal groups held for sale" has been included in the line item "Other assets"
- The line item "Non-current liabilities and disposal groups held for sale" has been included in the line item "Other liabilities"
66. Significant accounting policies
The accounting policies set out below have been applied consistently by the Group to the periods presented in these consolidated
financial statements.
At 1 January 2019 the Group implemented IFRS 16 - Leases and elected not to restate comparative period information. Accordingly,
comparative periods are presented in accordance with IAS 17 - Leases, as described in the Group's audited consolidated financial
statements for the year ended 31 December 2018.
Contents
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66.1 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

Subsidiaries are investments that the Group has control over. The Group controls an investment when the Group is exposed, or has
rights, to variable returns from its involvement with the investment and has the ability to affect those returns through its power over
the investment. The Group has power over an entity when the Group has existing rights that give it the current ability to direct the
relevant activities and the ability to exercise its right.

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 assessing 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 reassesses 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.

Funds management

The Group acts as a manager for Undertakings for Collective Investment in Transferable Securities (UCITS) and investment funds as
well as other funds for collective investment that accept capital from investors. Such funds are financed by issuing unit share
certificates or shares. The Group does not have any contractual financial responsibility with respect to such custom units. The funds
are not consolidated unless they are under the control of the Group.

The Group reviews all the facts and circumstances in order to decide if these funds should be consolidated. The Group is deemed to
be a principal and hence controls and consolidates the funds, when it acts as fund manager and cannot be removed without cause,
has variable returns through significant unit holdings and/or guarantee, and is able to influence the returns of the funds by exercising
its power.

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 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's investment in each subsidiary and islandsbanki's portion of
equity of each subsidiary are eliminated and any related goodwill is recognised as an asset.

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 in the line item "Other operating income".
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.

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 66.11), 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. The gain or
loss from the sale is recognised in profit or loss in the line item "Profit (loss) from discontinued operations, net of income tax".

islandsbanki hf. Consolidated Financial Statements 2019 70



Notes to the Consolidated Financial Statements

66.1 Cont'd

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 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 the International Financial Reporting Standards.

The Group presents non-controlling interests within equity in the statement of financial position, separately from the equity attributable
to equity holders of islandsbanki. Profit or loss and each component of other comprehensive income are attributed to equity holders
of Islandsbanki and to non-controlling interests, even if this results in the non-controlling interests having a deficit balance.

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 goodwiill

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.

66.2 Foreign currencies
The financial statements of each of the Group's entities are measured using the functional currency of the respective entity.

On initial recognition transactions in foreign currencies are translated into functional currencies at the spot exchange rate at the date
of the transactions. At the end of each reporting period monetary assets and liabilities denominated in foreign currencies are
retranslated into functional currencies using the closing rate. Non-monetary assets and liabilities that are measured in terms of
historical cost in a foreign currency are translated using the 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 using the
exchange rate at the date when the fair value was determined.

Foreign currency differences arising on retranslation from one currency to another are recognised in profit or loss (see Note 66.19).

66.3 Financial assets and financial liabilities

Recognition

The Group recognises a financial asset and a financial liability in its statement of financial position on the trade date, which is the date
on which the Group becomes party to the contractual provisions of the instrument, except for loans which are recognised on the date
when cash is advanced by the Group to the borrowers. At initial recognition, the Group measures a financial asset or a financial liability
at its fair value plus, in the case of a financial asset or a financial liability not at fair value through profit or loss, transaction costs that
are directly attributable to the acquisition or issue of the financial asset or the financial liability.

Derecognition
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.
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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.

Modifications
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.

Classification and measurement of 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 5):

« Financial assets at amortised cost

« Financial assets at fair value through other comprehensive income

« Financial assets at fair value through profit or loss

« Derivative assets held for hedging

The measurement basis of individual financial assets is determined based on an assessment of the cash flow characteristics of the
assets and the business models under which they are managed.

The business models

The business models are determined by the Group's key management personnel in the way that assets are managed and their
performance is reported to them. The Group determines its business models at a level that reflects the way groups of financial assets
are managed together to achieve a particular business objective. This condition is not an instrument-by-instrument approach to
classification, but is determined at a higher level of aggregation. The Group's business models fall into the following three categories:
Held to collect, Held to collect and for sale, and Other fair value business models, where assets are held for trading or managed on a
fair value basis and are neither Held to collect nor Held to collect and for sale.

Solely payments of principal and interest (SPPI)

Financial assets held within the business models Held to collect and Held to collect and for sale, are assessed to evaluate if their
contractual cash flows are comprised of solely payments of principal and interest. SPPI payments are those which are consistent with
a basic lending arrangement. Principal is the fair value of the financial asset at initial recognition and changes over the life of the
financial asset, for example if there are repayments of principal. Interest relates to basic lending returns, including compensation for
the time value of money and credit risk associated with the principal amount outstanding over a period of time. Interest can also
include consideration for other basic lending risks (for example, liquidity risk) and costs (for example, servicing or administrative costs),
as well as a profit margin that is consistent with a basic lending arrangement.

Where the contractual terms introduce exposure to risk or variability of cash flows that are inconsistent with a basic lending
arrangement, the related financial asset is classified and measured at fair value through profit or loss.

Financial assets at amortised cost

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, i.e. Held to collect.

Financial assets at amortised cost are measured using the effective interest method. Amortised cost is calculated by taking into
account the amount at which the assets 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. Accrued interest is included in the carrying amount of the financial asset in the statement of financial position.
Impairment losses and reversals of impairment losses are recognised in profit or loss in the line item "Net impairment on financial
assets".
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Financial assets at fair value through other comprehensive income (FVOCI)

For shares and equity instruments that are not held for trading, 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. This election is made on an instrument-by-instrument basis. Shares and equity instruments at FVOCI
are not subject to an impairment assessment. Dividends are to be presented in profit or loss, as long as they represent a return on
investment. On derecognition there is no recycling of fair value gains and losses to profit or loss.

Financial assets at fair value through profit or loss (FVTPL)

Financial assets classified at fair value through profit or loss are all other financial assets which are not classified at amortised cost or
at fair value through other comprehensive income. This includes financial assets classified mandatorily at fair value through profit or
loss and financial assets which are irrevocably designated by the Group at initial recognition as at fair value through profit or loss that
would otherwise meet the requirements to be measured at amortised cost or at FVOCI. The Group designates financial assets as at
fair value through profit or loss if doing so eliminates or significantly reduces an accounting mismatch that would otherwise arise.
During the year the Group did not classify any financial assets as designated at fair value through profit or loss.

Financial assets at fair value through profit or loss are initially recognised and subsequently measured at fair value in the statement
of financial position. 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" and foreign exchange gains and losses, which are included in
the line item "Net foreign exchange gain (loss)".

Derivative assets held for hedging
Derivative assets held for hedging consist of derivatives with positive fair value which are designated and accounted for as
hedging instruments (see Note 66.5).

Classification and measurement of 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 5), except for loan commitments and financial guarantees (see Note 66.12):

« Financial liabilities at amortised cost

« Financial liabilities mandatorily at fair value through profit or loss

« Financial liabilities designated as at fair value through profit or loss
« Derivative liabilities held for hedging

Financial liabilities at amortised cost
Financial liabilities at amortised cost are non-derivative financial liabilities. Financial liabilities at amortised cost include deposits, debt
issued and other borrowed funds, and subordinated loans.

Financial liabilities 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 66.5).

Financial liabilities mandatorily at fair value through profit or loss

Financial liabilities mandatorily at fair value through profit or loss are financial liabilities incurred principally for the purpose of
generating profits from short-term price fluctuations or from the dealer's margin. Financial liabilities mandatorily at fair value through
profit or loss 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 mandatorily at fair value through profit or loss are initially recognised and subsequently measured at fair value in
the statement of financial position. 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)".
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Financial liabilities designated as at fair value through profit or loss

Financial liabilities designated as at fair value through profit or loss are recognised at fair value and changes in fair value attributable
to changes in the credit risk of those liabilities are recognised in other comprehensive income and are not subsequently reclassified
to profit or loss. The remaining fair value changes are included in profit or loss in the line item "Net financial income (expense)", except
for interest incurred, which is recognised as "Interest expense" using the effective interest rate method and foreign exchange gains
and losses which are included in the line item "Net foreign exchange gain (loss)".

The Group calculates the fair value attributable to changes in credit risk as the difference between the changes in fair value of the
financial liability and the amount of changes in fair value attributable to changes in market interest rates. The change in fair value
attributable to changes in market interest rates on financial liabilities is calculated by discounting contractual cash flows at the end of
the period with the discount rate of the appropriate market interest rate.

Upon initial recognition, the Group determines if the recognition of gains and losses in other comprehensive income creates or
enlarges an accounting mismatch in profit or loss, if applicable the whole fair value change is presented in profit or 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 66.5).

Reclassification

Financial assets are reclassified between measurement categories 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 Group's operations.

Financial liabilities are not reclassified.

Determination of 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.

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 reporting date.

If a market for a financial instrument is not active, the Group establishes its fair value using a valuation technique. Valuation techniques
include net present value and discounted cash flow models, comparison with similar instruments for which observable market 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 and the counterparty where
appropriate.

Periodically, the Group tests the valuation techniques and calibrates against historical data and using prices from observable current
market transactions for the same instrument, or based on other available observable market data.

Changes in the fair value of financial assets and financial liabilities are recognised in profit or loss in the line item "Net financial income
(expense)".

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.

Impairment of financial assets

The impairment model of IFRS 9 is forward-looking and impairment under IFRS 9 should reflect a probability weighted average of
possible outcomes. In addition, the expected credit loss model in IFRS 9 employs a dual measurement approach, under which the
loss allowance for expected credit losses (ECL) 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 (SICR) of the financial
instrument since initial recognition. To satisfy the provisions of the IFRS 9 standard, a significant amount of modelling must be involved.
The models which the Group uses for the calculation of the impairment amount are developed according to the Group's modelling
framework. This framework imposes structure on the initial model development work, the model documentation including educational
material as needed for users, the approval process for models, the implementation of models and the lifetime support for models,
including validation and back-testing. The Group's impairment process, which encompasses all the steps needed to derive the
appropriate impairment allowance for each accounting period, is documented and approved by the All Risk Committee.
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Stage assignment

At each reporting date, all assets subject to the impairment methodology must be divided into three groups, termed "Stages", reflecting
the extent of credit deterioration since initial recognition. This division then has an effect on how the impairment is measured and how
interest is recognised.

Stage 1

All assets that have not experienced an SICR are assigned to Stage 1. For these assets, an impairment allowance is recognised
which is equal to the expected credit loss arising from credit events occurring within 12 months of the reporting date (12- month ECL).
Interest is recognised on the gross carrying amount of the assets.

Stage 2

Assets that the Group determines to have experienced an SICR, but are not credit-impaired, are classified as Stage 2. For these
assets, an impairment allowance is recognised which is equal to the expected credit loss arising from all credit events occurring within
the expected lifetime of the assets (lifetime ECL). Interest is recognised on the gross carrying amount of the assets.

The Group's definition of an SICR is on the level of an individual asset. The Group assesses that there has been a significant increase
in credit risk of an asset if the probability of a credit impairment event, i.e. transfer to Stage 3, occurring over the lifetime of the asset
has increased significantly from the origination of the assets. For this purpose, origination does not refer to any modification events
which have not resulted in derecognition of the asset. The assessment is based on a defined set of triggers. This includes, as a
backstop, the trigger that the asset is more than thirty days past due. Other triggers are internal assessments of outlook, events such
as forbearance events which are less severe than a credit event, external credit related information and a significant deterioration in
risk assessment compared with the risk assessment done in relation to the origination of the asset. The definition of SICR depends
only on the probability of a credit event occurring, it does not take into account collateralisation or any other information related to the
expected loss arising from the event. As soon as all triggers for Stage 2 for a particular asset are no longer activated then the asset
moves back to Stage 1. Additionally, assets are classed as forborne for two years after a forbearance event has occurred, but
forbearance events only cause assets to be in Stage 2 for six months and then they migrate back to Stage 1 unless other triggers

apply.

The Group does not employ the low credit risk exemption in the Stage assignment process. In alignment with its operating procedures,
the Group has chosen as its accounting policy to measure the impairment allowance for lease receivables at an amount equal to the
lifetime ECL only for those assets which have an SICR or are credit-impaired. For other lease receivables the impairment allowance
is equal to the 12-month ECL.

Stage 3

This Stage is for assets which are credit-impaired according to the Group's assessment. These assets are therefore experiencing an
ongoing credit event. Thus, the 12-month ECL and lifetime ECL are the same amount and this amount is recognised as impairment
allowance. For assets in this Stage, interest is recognised on the carrying amount of assets, i.e. net of impairment allowance.

The Group's definition of being credit-impaired is on a customer level, rather than on the level of an individual asset. According to the
definition, a customer is credit-impaired when either of the following holds:

a) The Group assesses that it is unlikely that the customer can service all of their commitments to the Group in accordance with the
terms of the agreements without recourse to default provisions in the agreements, or

b) The customer is more than 90 days past due on any of their commitments

The assessment in point a) is made based on a defined set of triggers, which includes serious breach of covenants, serious
registrations on an internal watchlist, initiation of serious collection actions and serious external credit related information.

Furthermore, there is a defined set of conditions which must be satisfied so that customers that have been assessed as being credit-
impaired are no longer subject to this assessment. This includes probation periods and a view to the future outlook of the customer.

Expected credit loss (ECL)

The ECL for each asset is calculated using models for the probability of a credit impairment event occurring (PD), the loss percentage
expected in case of such an event (LGD) and the outstanding amount at the time of the event (EAD). In its simplest form the ECL can
be calculated as the product of these factors, however, for several reasons, the actual formula must be more complicated than this.

The Group uses the standardised approach for regulatory capital purposes but has used PD models and LGD models for risk
management purposes for several years. These models have been adapted for IFRS 9 purposes. For EAD, and for LGD to a certain
extent, new models have been developed.
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The PD models are either fully automated statistical models, expert models or hybrid. For the models with a component involving
expert input there is a process in place to ensure proper review of the model outcome and periodic reassessment of obligors. The
inputs into the models include demographic variables, information from financial statements and past payment behaviour, among
other variables.

The effects of the economy on the PD is accounted for with the use of scaling factors which map through-the-cycle PD values to point-
in-time PD values. The Group has a model to predict these scaling factors based on an economic forecast. The economic forecast is
provided by the Group's Chief Economist. The forecast predicts a range of macroeconomic indicators over a horizon of five years.
The model is applied to a subset of these indicators and produces a set of scaling factors. The scaling factors are then reviewed by
the All Risk Committee with respect to all of the indicators and any other relevant information available and the committee approves
their use for the calculation of the impairment. This process is carried out at least quarterly. The Group uses three economic scenarios.
In addition to the base forecast, scaling factors are produced for a bull and bear case. This is done in order to represent the whole
range of possible future economic developments. The actual impairment allowance is the weighted average of the ECL in these
different scenarios.

The table below shows macroeconomic indicators of the Group's Chief Economist's macroeconomic forecast

Change in economic indicators % 2019 2020 2021 2022 2023
ECONOMIC grOWLN .....oeviiiiiiieiee e (0.1) 1.3 2.8 25 2.5
Housing prices in Iceland ...........ccococeiiiiiiiiiiiini e 3.1 2.8 3.3 3.5 3.5
PUrchasing POWEN ........ccooiiiiiieiiiiiiee e 1.8 1.9 2.4 2.1 2.2
ISK exchange rate iNdeX .........ccoccveeiiiiiiniiieeiiie e 8.8 0.3 - - -
Policy rate, Central Bank of Iceland .............ccceeviieeiiieeennnen. 3.9 3.3 3.7 4.0 4.0
INFIALION .o 3.1 2.6 2.8 2.6 2.5
Capital Formation ..o (6.5) 5.7 4.5 4.1 4.1

thereof capital formation in INAUSErY .........ccccceiiiiiiiiincenns (16.5) 5.5 4.0 4.5 4.5

The LGD model considers several scenarios for how a facility may develop once a credit event has occurred. One possibility is that
the facility cures without a loss. If not, the recoveries may be based on the seizing of collateral and to estimate such recoveries,
several scenarios for the development of the value of the collateral are considered. Finally, there may be recoveries even though a
formal collateral is not in place. These different recovery scenarios are weighted differently depending on the economic scenario under
consideration. This leads to a non-linear interaction and thus a difference between the probability weighted average ECL and the ECL
in the most likely scenario.

For EAD it is necessary to account for expected prepayments on term loans and for the expected utilisation of commitments such as
credit cards, overdrafts, financial guarantees and credit lines. The expected lifetime of agreements may also extend beyond the
contractual lifetime for contracts which are generally extended.

Write-off policy

The Group writes off a financial asset, either partially or in full, when there is no realistic prospect of recovery. Where financial assets
are secured, write-off is generally after receipt of any proceeds from the realisation of security. In subsequent periods, any recoveries
of amounts previously written off are credited to the income statement.

The impairment process

In the Group's impairment framework, the Stage assignment and ECL for each financial asset is calculated from the aforementioned
models. The outcome is reviewed by the business units and they can propose changes if they provide sufficient supporting material.
The impairment and any proposals for changes are reviewed by an Impairment Council appointed by the All Risk Committee and the
impairment allowance is approved by the All Risk Committee on a quarterly basis.

The principle of materiality applies to the above discussion on impairment, whereby exceptions related to non-materiality and
immaterial adjustments are not discussed.
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Derivatives are primarily used in trading activities but are also used to manage the Group's exposure to various risks, such as interest
rate risk, inflation risk and currency risk. 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).

The Group applies hedge accounting. Accordingly, some of the Group's derivative financial assets and financial liabilities are
accounted for as financial assets or financial liabilities mandatorily at fair value through profit or loss while others are accounted for
as derivative assets or liabilities held for hedging (see Note 66.3 and Note 66.5).

When derivatives are embedded in other financial instruments or host contracts, such combinations are known as hybrid instruments
with the effect that some of the cash flows of a hybrid instrument vary in a way similar to a stand-alone derivative. These embedded
derivatives are measured and presented in the consolidated financial statements as if they were free-standing derivatives. The Group
accounts for an embedded derivative separately from the host contract when, the host contract is not an asset in the scope of IFRS
9, is not carried at fair value through profit or loss, the terms of the embedded derivative would meet the definition of a derivative if
they were contained in a separate contract, and the economic characteristics and risks of the embedded derivative are not closely
related to the economic characteristics and risks of the host contract. 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.

66.5 Fair value hedge accounting

The Group applies fair value hedge accounting with respect to designated hedging relationships consisting of certain fixed-rate euro
denominated bonds 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 bonds 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 bonds 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 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.

66.6 Cash and cash equivalents

Cash and cash equivalents in the statement of cash flows consist of cash on hand, demand and term deposits with the Central Bank,
demand deposits with credit institutions, and short-term loans to credit institutions. 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. Cash and cash equivalents are carried at
amortised cost in the statement of financial position and at the reporting date the expected credit loss is considered to be low.
Impairment losses and reversals of impairment losses are recognised in profit or loss in the line item "Net impairment on financial
assets".

66.7 Investments in associates

Associates are entities over which the Group has significant influence to participate in the financial and operating policy decisions of
an entity, but has not control over those policies. It is presumed that the Group has significant influence if the Group holds 20-50% of
the voting power of an entity.

The Group accounts for its investments in associates using the equity method. Under the equity method, investments in associates
are initially recognised at cost. After the acquisition date the carrying amount of each investment is adjusted to recognise changes in
the Group's share of net assets. Distributions received from an associate reduce the carrying amount of the investment. 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.

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 the impairment loss is recognised in profit or loss.

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.

Income and expenses from investments in associates are recognised in profit or loss in the line item "Other operating income".

Property and equipment

Recognition and measurement

Items of property and equipment are measured at cost less accumulated depreciation and impairment losses (see Note 66.21). Where
parts of an item of property and equipment have different useful lives, those components are accounted for and depreciated 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. All other costs are recognised in profit or loss as incurred.

Depreciation

Items of property and equipment are depreciated from the date they are available for use, except for land, which is not depreciated.
The depreciable amount of each item of property and equipment is determined after deducting its residual value. Depreciation is
recognised in profit or loss in the line item "Other operating expenses" on a straight-line basis over the estimated useful lives of each
part of an item of property and equipment.

Right-of-use assets are included in the line item "Property and equipment" (see Note 66.10).

The estimated useful lives are as follows:

12 U]1 (o 10 o - O T T T U SO PO UP PP PTOTTTPPPTPPN 50 years
RIGNT-0F-USE BSSELS ... .uiiiutiiitiiit ettt sttt a e st e bt e e bt e e Rt e e b e ehbeehbe e eh b e em bt e bt e e ne e e abe e et ee e enneesbeeanneenneas 3-31 years
FIXEUTES .ttt t ettt ettt b e bt e h e e h e e ab e s st e b e e £E £ e 44 eh bt eh k£ 2R bt ea eb e e eE e e eh bt e oR b e em e e e R bt e b e e eEbe e eh e ehbeenb e e e nbe e beeannes 6-12 years
EQUIPIMENT ..ottt ettt b ettt e bt et e e b e e et e s bt ekt ettt e et et e sb e e bt e e et et e ne et e 4-5 years
VENICIES ...ttt ettt e bt et eeE e e s bt e ek bt eRE e e R et e b e e R e e e bt ekt e et e e eh et e ebeeeEeeenbeeehbeenteenn 3 years

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

Intangible assets

Software
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 carried at capitalised
cost less accumulated amortisation and impairment losses.

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 over its estimated
useful live from the date that it is available for use. The amortisation is recognised in profit or loss in the line item "Other operating
expenses". The estimated useful life of software is four to ten years.

islandsbanki hf. Consolidated Financial Statements 2019 78



Notes to the Consolidated Financial Statements

66.9 Cont'd

Goodwill

The Group recognises any goodwill arising from a business combination as an asset and measures it initially at cost, being the positive
difference between (a) the aggregate of the consideration transferred, the amount of any non-controlling interest and the acquisition-
date fair value of the Group's previously held equity interest in the acquiree and (b) the net of the acquisition-date amounts of the
identifiable assets acquired and the liabilities assumed by the Group. After initial recognition, goodwill is measured at cost less any
accumulated impairment losses. Goodwill is tested by the Group for impairment annually or whenever there is an indication that it
may be impaired.

66.10 Leases

The Group as a lessee

At the inception of a contract, the Group assesses whether a contract is, or contains, a lease. A contract is, or contains, a lease if the
contract conveys the right to control the use of an identified asset for a period of time in exchange for consideration. The Group has
elected not to separate non-lease components and account for lease and non-lease components of a contract as a single lease
component.

The Group recognises a lease liability and a right-of-use asset at the lease commencement date. The Group has elected not to
recognise right-of-use assets and lease liabilities for short-term leases that have a lease term of 12 months or less and leases of low-
value assets. The Group recognises lease payments associated with these leases as an expense on a straight-line basis over the
lease term.

Lease liabilities

The lease liability is initially measured at the present value of the lease payments, both fixed and variable, discounted using the entity's
incremental borrowing rate. The incremental borrowing rate is the rate of interest the Group would have to pay to borrow over a similar
term, and with a similar security, the funds necessary to obtain an asset of a similar value to the right-of-use asset in a similar economic
environment. The incremental borrowing rate is subject to estimation when no observable rates are available. The lease liability is
measured at amortised cost using the effective interest method and remeasured when there is a change in future payments, e.g.
arising from a change in an index or an assessment of whether extension or termination options will be exercised. After the
commencement date, the amount of lease liabilities is increased to reflect the accretion of interest and reduced for the lease payments
made.

The lease term is determined by the Group as the non-cancellable term of the lease, together with any periods covered by an option
to extend the lease if it is reasonably certain to be exercised, or any periods covered by an option to terminate the lease, if it is
reasonably certain not to be exercised. An assessment of whether the entity will exercise an extension or termination option is made
by management annually. If the assessment of whether the Group will exercise an extension or termination option changes after the
commencement date the lease liability is remeasured and a corresponding adjustment is made to the carrying amount of the right-of-
use asset.

Right-of-use assets

The right-of-use asset is initially measured at cost, which comprises the initial amount of the lease liability adjusted for any lease
payments made at or before the commencement date, plus any initial direct costs incurred less any lease incentives received. For any
remeasurement of the lease liability a corresponding adjustment is made to the carrying amount of the right-of-use asset or recorded
in profit or loss if the carrying amount of the right-of-use asset has been reduced to zero. The right-of-use-asset is subsequently
depreciated using the straight-line method from the commencement date to the end of the lease term. Right-of-use assets are subject
to impairment.

If a lease modification increases the scope of the lease by adding a right to use of one or more underlying assets and the consideration
for the lease increases by an amount commensurate with the stand-alone price for the increased scope and any adjustments to the
price that reflects the circumstances of the particular contract, then the modification is accounted for as a separate lease. For lease
modifications that are not accounted for as separate leases the lease term of the modified lease is redetermined and the lease liability
remeasured using the revised lease payments and discounted using the incremental borrowing rate at the effective date of
modification. Any adjustment of the lease liability is then correspondingly made to the right-of-use asset.

The Group presents right-of-use assets in the line item "Property and equipment" and lease liabilities in the line item "Other liabilities"
in the statement of financial position. Maturity analysis of lease liabilities is disclosed in Note 55. Interest on lease liabilities is
recognised in profit or loss in the line item "Interest expense". Depreciation of right-of-use assets is recognised in profit or loss in the
line item "Other operating expenses".
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The Group as a lessor

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 the leased asset. 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.

When the Group is the lessor in a capital lease, the Group recognises a receivable equal to the net investment in the 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 financial assets 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 at amortised cost.

66.11 Non-current assets and disposal groups held for sale

Non-current assets and disposal groups are classified as held for sale 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. Non-current assets and disposal groups are presented in the line item "Other assets"
and Non-current liabilities and disposal groups are presented in the line item "Other liabilities".

Immediately before the initial classification as held for sale, the assets, or components of disposal groups, are remeasured in
accordance with applicable accounting policies. 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 and financial assets, 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 are 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 and expenses of non-current assets and disposal groups held for sale are recognised in profit or loss in the line item
"Discontinued operations, net of income tax" (see Note 66.23).

66.12 Loan commitments and financial guarantees

Loan commitments are firm commitments of the Group to provide credit under pre-specified terms and conditions. Expected credit
loss of loan commitments (see Note 66.3) is recognised in the statement of financial position in the line item "Other liabilities". Loan
commitment fees received by the Group are recognised in profit or loss in the line item "Fee and commission income".

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.
Subsequently the liabilities are carried at the higher of the amount representing the initial fair value of the guarantee and the expected
credit loss allowance of the guarantee (see Note 66.3). Any changes in the liabilities arising from financial guarantees are recognised
in profit or loss. The premium received is recognised in profit or loss in the line item "Fee and commission income".

66.13 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 with an outflow of resources, 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 reporting
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.
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66.14 Employee benefits

All Group entities are required to pay, on a mandatory and contractual basis, contributions to public and private pension funds. The
Group has no further payment obligations once these contributions have been paid. 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, cash bonuses, non-monetary benefits and compensated absences. 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.

66.15 Equity

Share capital

The share capital disclosed in the consolidated financial statements represents the total nominal value of ordinary shares issued by
the Bank. 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 Bank are recognised as a liability and deducted from equity in the period in which the
dividends are approved by the shareholders at the Bank'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.

Statutory reserve
According to the Act on Public Limited Companies no. 2/1995 the statutory reserve shall amount to 25% of the share capital of the
Bank.

Restricted reserves
The Group 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 costs

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

The Group transfers fair value changes of financial assets 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.

Fair value reserve

Fair value reserve comprises all unrealised gains or losses related to fair value changes of equity instruments classified at fair value
through other comprehensive income. On derecognition of the equity instruments fair value changes are not reclassified to profit and
loss.

Liability credit reserve
Changes in fair value attributable to changes in the credit risk of financial liabilities designated as at fair value through profit or loss
are recognised in liability credit reserve. On derecognition the fair value changes are not reclassified to profit or loss.
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66.16 Interest income and interest expense

For all financial assets and financial liabilities measured at amortised cost, interest income and interest expense are recognised in
profit or loss using the effective interest method.

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. The change in carrying amount is recorded as interest income or interest expense. For floating
rate instruments, interest income or interest 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. For financial
assets in Stage 1 and Stage 2 interest is recognised on the gross carrying amount of the assets and for financial assets in Stage 3
interest is recognised on the gross carrying amount of the assets, net of impairment allowance (see Note 66.3).

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

For financial assets and financial liabilities at fair value through profit and loss, interest income and interest expense are recognised
through profit or loss on an accrual basis, except for financial liabilities at fair value through profit or loss (see Note 66.3).

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 66.5), is recognised in profit
or loss as an adjustment to the interest expense recognised for the bonds.

66.17 Net fee and commission income

Fees and commissions are recognised to reflect the transfer of services to customers at an amount that reflects the consideration that
is expected to be received for such services. Fees and commission income and expenses that are integral to the effective interest
rate on a financial asset or financial liability are included in the measurement of the effective interest rate.

Fees for loan commitments that are likely to be utilised are recognised as an adjustment to the effective interest rate of the loan. When
a loan commitment is not expected to be utilised, 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 are fulfilled.

Where it is assessed that the Group is acting as an agent, the consideration is presented on a net basis.

66.18 Net financial income (expense)

Net financial income (expense) consists of net gain (loss) on financial assets and financial liabilities mandatorily at fair value through
profit or loss, net gain (loss) on financial liabilities designated as at fair value through profit or loss and net gain (loss) on fair value
hedges.
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66.18 Cont'd

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

Net gain (loss) on financial assets and financial liabilities mandatorily at fair value through profit or loss includes all realised and
unrealised fair value changes of financial assets and financial liabilities classified by the Group as mandatorily 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", and foreign exchange gains and losses, which are included in the line item "Net foreign exchange gain (loss)". Dividend
income from financial assets is recognised in the income statement when the Group's right to receive payment is established.

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

Net gain (loss) on financial liabilities designated at fair value through profit or loss includes all realised and unrealised fair value
changes of financial liabilities designated by the Group as at fair value through profit or loss, except for changes in fair value attributable
to changes in credit risk which is recognised in other comprehensive income, interest incurred which is recognised as "Interest
expense" using the effective interest rate method, and foreign exchange gains and losses which are included in the line item "Net
foreign exchange gain (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 66.5).

66.19 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 year 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.

66.20 Operating expenses

Operating expenses consist of professional services, information system related expenses, housing expenses, depreciation of
property and equipment, amortisation of intangible assets and other operating expenses, such as advertising expenses, office
expenses and various public expenses.

66.21 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, the Group estimates the recoverable amount of
the asset.

An impairment loss is recognised in profit or loss if the carrying amount of an asset or cash-generating unit exceeds its estimated
recoverable amount.

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. An impairment loss in
respect of goodwill is never reversed.

66.22 Taxes

Income tax expense

Income tax expense comprises special financial activities tax, current tax and deferred tax and is disclosed as a separate line item in
the income statement. Income tax expense from discontinued operations is included in the income statement in the line item "Profit
(loss) from discontinued operations, net of income tax" (see Note 66.23). Income tax is recognised in profit or loss, except to the
extent that it relates to items recognised directly in equity, consistent with the recognition of the underlying item to which it relates.

Bank tax

Bank tax is calculated as 0.376% (2018: 0.376%) of total liabilities at year-end as determined for tax purposes, in excess of ISK 50,000
million, excluding tax liabilities. The Bank tax is considered a non-deductible expense for the calculation of income tax. The Bank tax
is shown in a separate line in the income statement and is included in the statement of financial position in the line item "Tax liabilities".
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66.22 Cont'd

Special financial activities tax
Special financial activities tax is calculated as 6% of taxable profit exceeding ISK 1,000 million. Special financial activities tax is
included in the statement of financial position in the line item "Tax liabilities".

Current tax

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. 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. Current tax is included in the statement of financial
position in the line item "Tax liabilities".

Deferred tax

Deferred tax is recognised based on temporary differences arising between the tax bases of assets and liabilities and their carrying
amounts in the consolidated financial statements. However, deferred taxes are not recognised if it arises from the initial recognition
of an asset or liability, in a transaction other than a business combination, that at the time of the transaction affects neither the taxable
profit nor the accounting profit. In addition, deferred taxes are not recognised if the temporary difference arises from the initial
recognition of goodwiill.

Deferred tax is measured using tax rates enacted or substantially enacted at the reporting date and are expected to apply when the
deferred tax asset is realised or the deferred tax liability is settled.

A deferred tax asset is recognised only to the extent that it is probable that future taxable profits will be available against which
deductible temporary differences can be utilised. The deferred tax asset is reviewed at each reporting date and reduced to the extent
that it is no longer probable that the related tax benefit will be realised.

Deferred tax liabilities are included in the statement of financial position in the line item "Tax liabilities" and deferred tax assets are
included in the statement of financial position in the line item "Other assets". Deferred taxes that are part of discontinued operations
(see Note 66.11) are included in the line items "Other assets" and "Other liabilities", respectively, in the statement of financial position.

Deferred tax assets and deferred tax 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 taxes relate to taxes levied by the same taxation
authority on either, the same taxable entity, or on different taxable entities which intend to settle the taxes on a net basis or their tax
assets and liabilities will be realised simultaneously.

66.23 Discontinued operations, net of income tax

Discontinued operations, net of income tax, are disclosed as a separate line item in the income statement and consist of (i) the post-
tax profit or loss from foreclosed assets and disposal groups held for sale, (ii) gain or loss recognised on the measurement to fair
value less costs to sell in excess of book value of foreclosed assets, and (iii) profit or loss from sale of foreclosed assets and disposal
groups held for sale.

66.24 Offsetting

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

The Group presents income and expenses on a net basis in the income statement only when required or permitted by the accounting
standards.

66.25 Earnings per share

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

66.26 Segment reporting

An operating segment is a distinguishable component of the Group, for which discrete financial information is available, 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 segment is engaged in providing products or services which are subject to
risk and return that are different from those of other operating segments. The segments' operating result are reported to the Board of
Directors and the Chief Executive Officer, for the purpose of resource allocation and assessment of segment performance.
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Unaudited Appendix: Corporate Governance Statement 2019

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.nasdagomxnordic.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
recognised as “Exemplary in Corporate Governance” in March 2014 by the Centre 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 has been renewed annually since.

islandsbanki maintains a Matrix for material bank actions, 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 Matrix for
material bank actions sets specific conditions to all major decision-making and requires that all such decisions be 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

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), in accordance with Paragraph 7 of Article 54 of the Act on Financial
Undertakings no. 161/2002. The Guidelines are available on www.corporategovernance.is. Governance practices of the Bank are
consistent with the Guidelines. islandsbanki is in full compliance with them except for Article 1.5.

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 while the Icelandic Government is the sole owner of the Bank. Board members are nominated by the Icelandic State Financial
Investments (ISFI) through a selection process administered by the ISFI in accordance with article 7 of Act no. 88/2009 on the Icelandic
State Financial Investments.

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 Group 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 approves the risk policy, risk appetite statement and procedure for risk management and ensures that internal
procedures for risk management are revised at least annually.

The All Risk Committee, a Senior Management Committee, is comprised of the CEO, all the managing directors of the Bank and other
members of management appointed by the CEO. The committee is responsible for the review and implementation of the risk management
and internal control policies issued by the Board and monitors that the risk profile of the Bank is within the limits of the risk appetite
statement of the Board of Directors. The ARC issues guidelines for risk assessment and individual risk thresholds or limits in accordance
with Board approved risk appetite.

Further information on the Bank's risk management structure and internal control can be found in the Bank's unaudited Pillar 3 Report
which is available on the Bank's website.
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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 and the Board Audit Committee assists the Board in fulfilling its oversight responsibilities concerning the financial
reporting process, the system of internal control and the audit process.

The Bank's Finance division is responsible for the preparation of the Group's consolidated financial statements in line 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 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 the half year consolidated financial
statements and audit the consolidated financial statements.

The consolidated financial statements are published on an annual and quarterly basis.

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. At the 2016 AGM the Icelandic National Audit Office (INAO) was elected, for the first time, to serve as islandsbanki's independent
external auditing firm, in accordance with Article 4 of Act no. 46/2016 on the Auditor General and the auditing of government accounts for
a term of five years. 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

The Chief Audit Executive is appointed by the Board, reports directly to the Board and directs Group Internal Audit with a mandate from
the Board. 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 the Board with independent and 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. The responsibilities and authorisations of the CAE and Group Internal Audit are further outlined in the Group Internal
Audit Charter.

Compliance

The Bank's Compliance Officer is hired 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 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 is responsible for supervision of compliance risk within the Bank.

islandsbanki Values, Code of Conduct and Sustainability

In 2019 the Bank's strategy was revised and the employees of the Bank played a key role in its formulation. Our purpose is moving Iceland
forward by empowering our customers to succeed. islandsbanki's values are the pillars of the Bank's corporate culture, shaping the conduct
and attitudes of its employees. The values of islandsbanki are passion, professionalism and collaboration.

In October 2019 the Board approved a Code of Conduct for the Bank's employees. The aim of the code is to promote good operational
practices. The document is available on the Bank's website.

islandsbanki seeks to work in harmony with the communities in which it operates and strives to have a positive impact in society. This
participation in community programmes rests on islandsbanki's Sustainability Strategy which is set by the Board. The strategy covers five
key areas: business, education, environment, workplace, and community. In addition, the Bank has decided to focus particularly on four
of the UN world goals in its course of business, i.e. Climate Action, Gender Equality, Quality Education and Industry, Innovation and
Infrastructure. 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.

The Bank has approved a sustainability policy which is focused on making its operations exemplary in the Iceland business environment
based on established international ESG criteria. The Bank aspires to be a leader in sustainable development and to move Iceland forward
by empowering its customers to succeed.

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 hired 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 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 2019, each time constituting a quorum.

Candidates for board membership are nominated through a selection process administered by ISFI in accordance with Article 7 of Act no.
88/2009 on Icelandic State Financial Investment. 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%, currently the Board is comprised of three women and four men. The Board has approved a policy
on the suitability of the Board of Directors, the CEO and key function holders. The policy states, among other things, that the composition
of the Board shall at any time be diverse, with regard to educational and professional background, gender and age.

The Board subcommittees

The Board subcommittees are three in total and they operate under the terms of a mandate letter from the Board as well as the Rules of
Procedure of the Board. The mandate letters of the Board subcommittees are available on the Bank's website. The Board appoints the
members of the subcommittees as well as their Chairman. When appointing the subcommittees, the Board shall take into account the
expertise, skills and experience needed of a member to be appointed to the relevant subcommittee. All of the subcommittees are
constituted of members of the Board.

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 6 times in 2019, each time constituting a quorum.

The Board Risk Management Committee, comprising three Board members, assists the Board in providing oversight of senior
management 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's responsibilities include the parent company, its subsidiaries and the whole
Group. The committee met 10 times in 2019, 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 8 times in 2019, each time constituting a quorum.

Structure and composition of Board subcommittees is as follows:

Board Corporate Governance, Audit Committee Board
Compensation and HR Committee Risk Management Committee
Fridrik Sophusson
. Cia ®]
Anna Pérdardottir A
Audur Finnbogadéttir
. . o]
Arni Stefansson —
Hallgrimur Snorrason
. e 0
Heidrun Jonsdottir A
Témas Mar Sigurdsson
o) :
= Chair Member

Members of the Board

Fridrik Sophusson, Chairman of the Board, (b. 1943), joined the Board in January 2010. Fridrik has comprehensive experience in fiscal
policy-making, management, and public service in Iceland. He has also served on the board of several companies and institutions. He
was Managing Director of the Icelandic Management Association from 1972 until 1978, 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. He was
appointed CEO of Landsvirkjun, the National Power Company of Iceland, in 1999 and held that position for almost 11 years.

Fridrik holds a Cand. Jur. from the University of Iceland.

Sub-Committees: Member of the Board Corporate Governance, Compensation and Human Resource Committee.
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Anna baérdardottir (b. 1960) joined the Board in April 2016. She has been a board member of a number of companies and organisations,
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 is chairman of the Board Audit Committee of Hagar and a member of the Audit
Committee of Heimavellir. Anna was an employee of KPMG in 1988-2015, where she became partner in 1999. While at KPMG, she 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. in Business Administration from the University of Iceland and is a Chartered Accountant. She has also studied
towards a Cand. Merc in Financial studies from Handelhgjskolen in Aarhus, Denmark.

Sub-Committees: Chairman of the Board Audit Committee.

Audur Finnbogadattir (b. 1967) joined the Board in April 2016. She is a project manager of strategy at Képavogur municipality. She has
extensive experience of working in the financial markets and has served on the board of several companies and institutions. She was
Managing Director for MP Bank, Lifsverk pension fund and the pension fund for employees of Képavogur municipality. She has served as
chairman of the board of the Competition Authority in Iceland and Nordlenska Ltd., a production and marketing firm for agricultural products.
She has been a member of the board of the Iceland Enterprise Investment Fund, Icelandair Group, Nyi Kaupping banki, RUV, the Icelandic
National Broadcasting service and Landsnet, the electric transmission grid company of Iceland. She serves as a member of a governmental
committee, the Procurement Complaints Committee.

Audur holds an MBA from Reykjavik University and a B.Sc. in International Business from the University of Colorado at Boulder. She
completed a diploma program in Public Administration in spring 2018 and is a licensed securities broker by the Icelandic Ministry of Finance
and Economic Affairs.

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

Arni Stefansson (b. 1966) joined the Board in April 2016. He has extensive management experience in power-intensive industry in Iceland
and is currently manager and member of the executive board at the Rio Tinto primary aluminium plant. Previously, he was a manager of
the Century Aluminium plant Nordural in Grundartangi; manager and in the executive board with Landsnet, the electric transmission grid
company of Iceland; and manager with Landsvirkjun, the National Power Company of Iceland.

Arni holds an M.Sc. in Electrical Engineering.

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

Hallgrimur Snorrason (b. 1947) joined the Board in April 2016. An independent consultant in official statistics, he was Director-General 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 or served on a
number of governmental committees, both domestically and in connection with Nordic cooperation, EFTA, EU and the OECD.

Hallgrimur holds a M.Sc. in Economics from the University of Lund in Sweden and a B.Sc. in Economics from the University of Edinburgh,
UK.

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

Heidran Jonsdottir (b. 1969) joined the Board in April 2016. She is an attorney at law with Muli Legal Services and serves as a member of
the board of Icelandair Group and Reginn, real estate company. Previously, she was Managing Director at Eimskipafélag Islands, Lex
Legal Services, and Legal and Human Resources at KEA. She has been chairman of the board at Nordlenska, islensk Verdbréf and Gildi
pension fund and has been a member of the board of Siminn, Oliuverzlun islands, the Icelandic Banks' Data Centre (RB), Istak, the
securities depository Arion Verdbréfavarsla, bekking, the Icelandic Pension Funds Association. Heidran served as a board member of the
board of the Icelandic Bar Association from 2016 -2019 and was the deputy chairman of the board from 2018-2019.

Heidrdan holds a Cand. Jur from the University of Iceland and is a securities broker licensed by the Icelandic Ministry of Finance and Economic
Affairs. She completed an Advanced Management Program (AMP) at IESE Business School in Barcelona in 2017.

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

Tomas Mar Sigurdsson Vice Chairman of the Board, (b. 1968) joined the Board in March 2019. Témas is currently the Chief Executive
Officer at HS Orka. Prior to that, Témas was the Senior Vice President, Strategic Alliances for Alcoa Corporation, Pittsburgh, USA, CEO
of Alcoa Fjardaal and Alcoa in Iceland but moved to Geneva in 2011 where he became the President of Alcoa Europe. From 2014 to year-
end 2018 Témas was the Executive Vice President and Chief Operating Officer for Alcoa Corporation. He was the chairman of the Iceland
Chamber of Commerce from 2009 to 2012 and served as a member of the Federation of Icelandic Industries in 2005-2011. He was also
a member of the Executive Committees of the European Aluminium Association, Eurometaux, and the American Chamber of Commerce
to the European Union from 2012 to 2014. Témas sits on a number of boards for Alcoa Corporation and is a member of the Executive
Committee of Europe Aluminium and Business Europe.
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Témas holds an M.Sc in Planning from Cornell University, United States and a B.Sc. in Civil and Environmental Engineering from the
University of Iceland.

Sub-Committees: Member of the Board Risk Management Committee.
Alternate members of the Board are two; Herdis Gunnarsdottir and Palmi Kristinsson, both since April 2016.

None of the members of the Board owns shares in the Bank, neither as a direct ownership nor through associated parties. All members of
the Board are as well considered independent from the Bank, its main clients, competitors and shareholder.

Board Performance and Suitability 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 an assessment
of the necessary number of board directors, the board structure in relation to knowledge and experience, board procedure and practices.
This assessment was last performed by the Board in January 2020.

Furthermore, the Board annually assesses the collective suitability of the Board and individual Board members in accordance with the
Board’s Rules of Procedure and the Bank's policy on the assessment of the suitability of the Board of Directors, the CEO and key function
holders.

The Chief Executive Officer

The Chief Executive Officer (CEOQ) is responsible for the day-to-day operations of the Bank and that the Bank's business is, at all times, in
accordance with the Bank's Atrticles of Association, policies of the Board and the relevant law. The CEO engages the Bank's Compliance
Officer and appoints members of the Executive Committee and other Senior Management Committees.

Birna Einarsdottir (b. 1961) is the CEO of islandsbanki. She holds an MBA from the University of Edinburgh, UK and a Cand. Oecon. in
Business Administration from the University of Iceland. Birna first started working with islandsbanki’s predecessors in 1987 and has been
CEO since 15 October 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 considered independent from the Bank, its main
clients, competitors and shareholder.

The CEO is not a shareholder in the Bank, neither directly nor indirectly. No call-option agreements exist between the CEO and the Bank.

The executive committee

The executive committee consists of seven people, including the CEO: Birna Einarsdottir, CEO since October 2008, J6n Gudni Omarsson,
Chief Financial Officer since October 2011, Sigridur Hrefna Hrafnkelsdottir, Managing Director of Personal Banking since May 2017, Riaan
Dreyer, Director of Information Technology since September 2019, Gudmundur Kristinn Birgisson, Chief Risk Officer since October 2018,
Una Steinsdéttir, Managing Director of Business Banking since May 2017 and, Asmundur Tryggvason Managing Director of Corporate &
Investment Banking since January 2019. Riian Dreyer succeeded Sigridur Olgeirsdéttir, who served the position from September 2010.
Asmundur succeeded Vilhelm Mér borsteinsson, who served the position from May 2017.

Senior Management Committees

Senior Management Committees are advisory committees appointed by the CEO. Senior Management Committees are divided into
Executive Committees and Business Committees. The committees are appointed by the CEO, and their letters of mandate and rules of
procedure are documented in a charter set by the CEO.

The Executive Committee and the All Risk Committee are responsible for the implementation of the Board approved business strategy,

risk appetite and policies and consist of the CEO, all managing directors as well as other members of senior management appointed by
the CEO.

The Executive Committee, chaired by the CEO, is responsible for implementing the Board approved business strategy.

- The All Risk Committee is responsible for the review and implementation of the risk management and internal control policies
issued by the Board and monitors that the risk profile of the Bank is within the limits of the risk appetite statement of the Board of
Directors.
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The Business Committees decide on individual business proposals in accordance with the rules and procedures issued by the All Risk
Committee, The Executive Committee and the Board. The Bank's Business Committees are The Asset and Liability Committee, the Senior
Credit Committee, the Investment Committee and the Operational and Security Committee
- The Senior Credit Committee decides on proposals on lending and is the formal venue for discussion and review of individual
loan proposals.
- The Asset and Liability Committee decides on proposals regarding market risk, liquidity risk, funding, capital and internal and
external pricing.

- The Investment Committee decides on proposals regarding the purchase, sale and valuation of equity stakes and other
investments of the Bank.

- The Operational and Security Committee decides on proposals regarding new products and services, continuous operation and
material changes in systems and procedures.

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 applicable law, rules, regulations and guidelines.

The Bank is wholly owned by the Icelandic Government since January 2016. The shares are administered by Icelandic State Financial
Investments (ISFI) in accordance with the Act on Icelandic State Financial Investments no. 88/2009. Shareholders' meetings, the supreme
authority of the Bank, are the general forum for informing and communicating with shareholders. Following each publishing of financial
results of the Bank a meeting is held with the ISFI to present the relevant financial results. 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.

Information on infringements of laws and regulations that the appropriate supervisory or ruling body has
determined

In its decision no. 49/2019 the Consumer Agency of Iceland came to the conclusion that the Bank had infringed article 7(4)(f., g., i & I) of
Act no. 33/2013 on Consumer loans as its standard information disclosure form for consumer loans was insufficient. A fine was not imposed
on the Bank. This decision has been appealed by the Bank. Information on legal cases relating to islandsbanki can be found in the notes
to the consolidated financial statements.

This Corporate Governance Statement was approved by slandsbanki’s Board of Directors on 12 February 2020.
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