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Directors' Report

The audited consolidated financial statements of islandsbanki hf. (“the Bank" or “islandsbanki") for the financial year 2015 comprise the financial statements of
islandsbanki hf. and its subsidiaries, together referred to as “the Group”.

Operations in 2015
islandsbanki is a universal bank offering comprehensive financial services to households, corporations, and institutional investors in Iceland and overseas. The Group
is one of Iceland's largest banking and financial services groups, with a strong domestic market share.

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

The Bank is divided into six business segments: Retail Banking, Corporate Banking, Markets, Wealth Management, Treasury, and Subsidiaries & Equity Investments.
The Bank operates a diverse and efficient branch network, with 17 branches strategically located in the Reykjavik metropolitan area and in larger towns across the
country. At the end of 2015, the Group employed 1,184 full-time members of staff, including 919 within the Bank itself.

The profit from the Group's operations for the financial year 2015 amounted to ISK 20,578 million, which corresponds to a 10.8% annualised return on equity. The
Group's total equity amounted to ISK 202,227 million and total assets were ISK 1,045,769 million as of year-end 2015 and return on assets 2.1%. The Group's total
capital ratio, calculated according to the Act on Financial Undertakings, was 30.1%, well above the current short- to medium-term target of 23%. The year-end
liquidity position was strong and well above the regulatory minimum.

In line with the Bank's published dividend policy, the Board of Directors proposes that up to 50% of the net profit for the financial year 2015 be paid in dividends to
shareholders, with the balance retained for the Bank's future development. The Board may convene a special shareholders’ meeting later in the year to propose
payment of an additional dividend if the Bank's accumulated capital reserves are considered to exceed its long-term capital requirements.

The Icelandic economy performed strongly in 2015. Inflation was 2.0% over the year, and the unemployment rate was at 2.8% at the year-end. The ratio of
investment to GDP continued to rise, and the tourism sector continued to flourish. The Icelandic krona remained fairly stable and positive currency flows, particularly
from tourism, allowed the Central Bank to accumulate ISK 313 billion in foreign reserves funded with ISK liabilities by year-end 2015.

The Bank's loan portfolio grew broadly in line with GDP growth in 2015. At the same time, customer deposits grew by 12% and borrowings by ISK 53 billion, as the
Bank successfully issued covered bonds in Iceland and unsecured notes abroad under its GMTN programme.

In April 2015, Fitch Ratings assigned the Bank an investment-grade rating of BBB-/F3 with a stable outlook. islandsbanki was the first Icelandic bank to be assigned
an investment-grade rating since 2008. In July 2015, Standard & Poor's upgraded the Bank's long-term and short-term ratings to BBB-/A-3 with a stable outlook.

The Bank has continued to streamline its branch network. In 2015 two branches were closed and a new one opened. The changes to the branch network are closely
linked to the surge in online and mobile banking, reflected in a 58% rise in use of islandsbanki's mobile app and a 10% increase in use of its online banking platform.

Outlook

The economic environment in Iceland is expected to remain buoyant in the near to medium term. Growth is expected to remain strong and public and private
investment levels to increase. Government and household finances are likely to improve, and debt levels could decline further.

On 8 June 2015, the Icelandic Ministry of Finance and Economic Affairs introduced its capital account liberalisation strategy, designed to lift the capital controls that
have been in place in Iceland since 2008. After the strategy was announced, the financial undertakings in winding-up proceedings sought composition agreements
with their creditors, and implementation of the agreements is expected to be largely in place by the end of Q1/2016. As a result, conditions seem quite favourable for
removal of capital controls in the near future.

Glitnir hf.'s composition agreement provided for the transfer to the Icelandic Government of a 95% stake in fslandsbanki as Glitnir's stability contribution. As a result,
the Bank is expected to be fully government owned by the end of Q1 2016. The Icelandic Minister of Finance has stated that it is not the Government's intention to
retain ownership of the Bank for the long term and that plans for its sale should be put in place in the near future.

In January 2016, Standard & Poor's upgraded the Republic of Iceland's sovereign credit rating to BBB+, citing further progress towards capital account liberalisation
and declining debt levels. Shortly thereafter, islandsbanki's ratings were affirmed at BBB- with a positive outlook.

The strong economic environment suggests that the outlook for the Bank's core operations is favourable. Lending is expected to grow at a moderate pace, and there
are good opportunities to strengthen fee income further. Deposits will remain the largest source of funding, and the Bank continues to see improvements in the terms
on its long-term debt issuance.
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Directors' Report

Risk management

The Bank is exposed to various risks. The management of these risks is an integral part of the Bank's operations. The ultimate responsibility for ensuring an adequate
risk management framework lies with the Board of Directors. The Board defines and communicates the acceptable level of risk through the Bank's risk management
policies. The Bank's risk management framework and policies are discussed under Notes 57-83 to the financial statements and in the unaudited Pillar 3 Report.

Corporate governance

Sound governance practices are essential for companies' long-term performance as they improve their work habits, transparency, and accountability, thereby
protecting and furthering the interests of shareholders and other stakeholders. islandsbanki's Board of Directors is committed to a governance framework that
reflects 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 Centre of Corporate Governance at the University of Iceland's
Institute for Business Research. The award was made following a comprehensive review of the practices of the Bank's Board, Board subcommittees, and
management. The recognition was renewed in March 2015.

islandsbanki's management structure consists of the CEO and the Board of Directors, comprising seven non-executive directors and three alternates. The Board
oversees the Bank's affairs and is responsible for setting the Bank's general strategy as well as directing the CEO on its further implementation and execution. The
Board has a supervisory role overseeing that the Bank's organisation and activities comply at all times with applicable regulatory instruments and good business
practices. The Board has appointed four Board subcommittees comprising members of the Board: Board Audit Committee; Board Risk Committee; Board Strategy
Committee; and Board Corporate Governance, Compensation, and Human Resource Committee.

Furthermore, the Board monitors the execution of its policies, the sound control of accounting and financial management, and the effectiveness of group internal
audit, compliance, and risk management. Further information on fslandsbanki's risk management structure and risk profile can be found in the Bank's unaudited
annual Pillar 3 Report.

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

Group Internal Audit is independent of other departments. The Chief Audit Executive is appointed by the Board and is responsible for internal audit at the group level
and for monitoring the adequacy of the Bank's risk management, supervision, and governance processes.

The Compliance Officer is appointed by the CEO, subject to confirmation by the Board, and is responsible for monitoring and assessing on a regular basis whether

the Bank's operations regarding securities transactions and measures to combat anti-money laundering and terrorist financing are in compliance with applicable law.

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

The Board of Directors follows the Corporate Governance Guidelines (5th ed.) issued by the Iceland Chamber of Commerce, Nasdaq Iceland, and SA-Business
Iceland, available at www.corporategovernance.is. The Bank's practices are in compliance with the guidelines except for certain items in Articles 1.5, 2.9 and 5.1.2 of
the guidelines.

Further details on [slandsbanki's governance framework and associated practices, as well as a discussion regarding any deviation from the Corporate Governance
Guidelines, can be found in the Bank's Corporate Governance Statement, enclosed in an unaudited appendix to the consolidated financial statements.

Corporate social responsibility

The Bank has issued a Global Compact Report that summarises key areas of its Corporate Social Responsibility ("CSR") policy, which are business, human capital,
community, and environment. The United Nation's Global Compact strategic policy initiative provides the parameters within the Bank's policy. A new CSR policy was
implemented in the beginning of 2015, with focus placed on nine priority projects for the year, including setting a policy for responsible lending. The Bank's aim is to
be a forward-looking and reliable banking institution that is responsible in all of its actions and plays a proactive role in enhancing the community and the
environment in which it operates.
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Directors' Report

Ownership

The Bank had two shareholders at year-end 2015: ISB Holding ehf., which held 95% of the Bank's share capital, and the Icelandic Treasury which held 5% through
Icelandic State Financial Investments (ISFI - Bankasysla rikisins).

At the end of 2015, the Bank had seven Board members, four male and three female. One Board member was appointed by ISFI and the remaining six by ISB
Holding ehf.

The Bank welcomed two new Board members during the reporting period. Eva Cederbalk joined the Board in March, and in September Théranna Jénsdéttir resigned
and was replaced by Gunnar Fjalar Helgason.

Statement by the Board of Directors and the CEO

The audited consolidated financial statements for the year ended 31 December 2015 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. 3/2008; the Act on Financial Undertakings,
no. 161/2002; and rules on accounting for credit institutions, where applicable, to the extent that they are not inconsistent with the requirements of the IFRS as
adopted by the EU.

The Board of Directors draws special attention to the financial environment in Iceland, where capital controls are still in place. The Board also notes that the Bank
maintains a strong capital and liquidity position and is therefore well positioned to meet future risks and challenges. The Board refers to Notes 2 and 55 to the
financial statements for the principal risks and uncertainties currently faced by the Group.

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 2015 and its
financial position as of 31 December 2015. It also describes the principal risks and uncertainties currently faced by the Group.

The Board of Directors and the CEO have discussed the 2015 consolidated financial statements of islandsbanki and confirmed them with their signatures today.

Reykjavik, 22 February 2016

Board of Directors:

Fridrik Sophusson, Chairman
Marianne @kland, Vice-Chairman
Arni Témasson

Eva Cederbalk

Gunnar Fjalar Helgason

Helga Valfells

Neil Graeme Brown

Chief Executive Officer:

Birna Einarsdattir
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Independent Auditor's Report

To the Board of Directors and shareholders of islandsbanki hf.

We have audited the accompanying consolidated financial statements of islandsbanki hf. and its subsidiaries (the Group) which comprise the consolidated statement
of financial position as at 31 December 2015 and the consolidated income statement, consolidated statement of profit and loss and other comprehensive income,
consolidated statement of changes in equity and consolidated statement of cash flows for the year then ended and a summary of significant accounting polices and
other explanatory information.

Management's and the Board of Directors responsibility for the consolidated financial statement

Management and the Board of Directors are responsible for the preparation and fair presentation of these consolidated financial statements in accordance with
International Financial Reporting Standards, as adopted by the European Union and additional requirements in the Icelandic Act on Annual Accounts, Act on
Financial Undertakings and rules on accounting for credit institution, where applicable. Management and the Board of Directors are responsible for the internal
control necessary to enable the preparation of consolidated financial statements that are free from material misstatement, whether due to fraud or error.

Auditor's Responsibility

Our responsibility is to express an opinion on these consolidated financial statements based on our audit. We conducted our audit in accordance with International
Standards on Auditing. Those standards require that we comply with ethical requirements and plan and perform our audit to obtain reasonable assurance whether
the financial statements are free from material misstatement.

An audit involves performing procedures to obtain audit evidence about the amounts and disclosures in the consolidated financial statements. The procedures
selected depend on the auditor's judgment, including the assessment of the risks of material misstatement of the consolidated financial statements, whether due to
fraud or error. In making those risk assessments, the auditor considers internal control relevant to the entity's preparation of the consolidated financial statements 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 entity's
internal control. An audit also includes evaluating the appropriateness of accounting policies used and the reasonableness of accounting estimates made by
management, as well as evaluating the presentation of the consolidated financial statements.

We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for our audit opinion.

Opinion

It is our opinion, that the consolidated financial statements give a true and fair view of the financial position of the Group as at 31 December 2015, of its consolidated
financial performance and its consolidated cash flows for the year then ended in accordance with International Financial Reporting Standards, as adopted by the
European Union and additional requirements in the Icelandic Act on Annual Accounts, Act on Financial Undertakings and rules on accounting for credit institution,
where applicable.

Confirmation of endorsement and statement by the Board of Directors and CEO

Pursuant to requirements of Paragraph 2 article 104 of the Icelandic financial statements no. 3/2006, we confirm to the best of our knowledge that the
accompanying endorsement and statement by Board of Directors and the CEO includes all information required by the Icelandic financial statement act that is not
disclosed elsewhere in the consolidated financial statements.

Reykjavik, 22 February 2016

Ernst & Young ehf.

Margrét Pétursdéttir
State Authorised Public Accountant
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Consolidated Income Statement for the year 2015

Notes 2015 2014
INEEIEST INCOIME cvvvvvoveeieecreests ettt s bbb e bRt bbb s bbb et 11 53,414 50,816
INEETESE BXPENSE .vvvvvvverserresseeesssseesssses st es s8R0 11 (25,404) (28,711)
Net interest income 28,010 27,105
Fee and COMMISSION INCOME .....vuuiveierireriesiss st sssss s s ss s ss st s s ss st ss st ses st enen 12 20,737 17,984
FEe and COMMISSION EXPENSE ...cvvveeruuurrreeesssmmseesessssseesssssssssseessssssssssssssesss s ssss s sssssnnn 12 (7,567) (6,501)
Net fee and commission income 13,170 11,483
NEt FINANCIAI INCOME ..ovvvveviretc st s bbb et st 13-15 3,881 1,568
Net foreign eXChange (I0SS) GAIN .....ccuuuuerveumerriieriiecessesssessss st sss st st 16 (1,490) 165
OthEr OPETLING INCOME ....vvvveuarrvesscriiseeesseeessseessss bbbt 17 1,102 2,122
Other net operating income 3,493 3,855
Total operating income 44673 42,443
Salaries and related EXPENSES ........cwwwurreereesiriessisessies s ses st 18-20 (13,891) (13,307)
OthEr OPETALING EXPENSES «..vvuuuervvessreessseeesssssessssses st sess st bbb 21 (9,869) (9,594)
Contribution to the Depositors' and Investors' GUArantee FUNG ..........cc..reeueeermicrreseesneesssessseeenees (1,067) (1,055)
BANK TOX 1.1111uuueereeeeeessssssssesssssssssssss e 86.26 (2,878) (2,444)
Total operating expenses (27,705) (26,400)
Profit before net loan impairment 16,968 16,043
NEL 108N IMPAITNENT .veovovveveerresereisees st 23 8,135 8,810
Profit before tax 25,103 24,853
[NCOME tAX EXPENSE ..vvvvverrsirrsessacrrssseees e eesssss st 25 (5,851) (6,239)
Profit for the year from continuing operations 19,252 18,614
Profit from discontinued operations, net of income tax 24 1,326 4,136
Profit for the year 20,578 22,750
Profit attributable to:
Equity holders of islandsbanki hf. ........coeeeeeeecrreressnn 20,000 21,740
Non-controlling interests 578 1,010
Profit for the year 20,578 22,750
Earnings per share from continuing operations
Basic and diluted earnings per share attributable to the
Shareholders of [SIANASDANKI Nf. ......occcevvocveseeesssesessesessssessssss s sssssssssssssssss s sssssssessessesesssses s 26 1.87 1.76

The notes on pages 14 to 87 are an integral part of these consolidated financial statements
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Consolidated Statement of Profit or Loss and other Comprehensive Income

for the year 2015

Notes 2015 2014
Profit for the year 20,578 22,750
Other comprehensive income
Items that are or may be reclassified to profit or loss
Foreign currency translation differences for foreign 0perations ... 52 9 64
Fair value reserve (available for sale financial assets):

Net change in fair value, tax exempt 5,445

Other comprehensive income for the year, net of tax 5,454 64
Total comprehensive income for the year 26,032 22,814
Total comprehensive income attributable to:
Equity holders of ISIANASDANKI Nf. ....oo..ocevoeveseseosesessesssssessssssessssssessssssessesssssessssssessssssessosssessons 23,467 21,804
NON-CONLIONING INTETESLS w..vvvvueirveeescrrisserriseeees sttt 2,565 1,010
Total comprehensive income for the year 26,032 22,814

The notes on pages 14 to 87 are an integral part of these consolidated financial statements.
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Consolidated Statement of Financial Position as at 31 December 2015

Notes 31.12.2015 31.12.2014
Assets
Cash and balances with Central Bank 27 216,760 103,389
Bonds and debt instruments 7 78,606 87,347
Shares and equity instruments 7 18,320 10,531
Derivatives 28 1,981 1,810
L0@NS 10 CrEAIT INSTIEULIONS ...vu.vvvveeveeiieete st sesss st ss bbb sssnseas 29 35,5634 35,072
Loans to customers 30-31 665,711 634,799
Investments in associates 32-33 716 570
Property and EQUIPIMENT w.......veereemmeessiessssssesssesssssessssssessss st sssssss s ssssssssssssssessssnnas 37 7,344 7,402
Intangible assets 38 1,331 619
Other assets 39 6,674 8,140
Non-current assets and disposal groups held for Sl .........cc.uwrrrmmererereeeeeeeeesnnneen 40 12,792 21,649
Total Assets 1,045,769 911,328
Liabilities
Deposits from Central Bank and credit institutions 41 25,631 25,796
Deposits from CUSTOMETS .......cervvveeeeerereerinens 42-43 593,245 529,447
Derivative instruments and short positions 28 6,981 3,963
Debt issued and other DOrrOWEd FUNAS ... essessens 45 150,308 96,889
SUDOTAINGLEA J0BNS <..oovvevets st s bbb 46 19,517 21,306
TAX IADIIEIES ©vvvvvvvvrvisisectes sttt sttt s st 47-49 8,358 8,388
ONEr IADITIEIES .vvvvveviveciescivcieeieeses bbbttt b st enen 50 36,677 37,262
Non-current liabilities and disposal groups held for Sale ..., 40 2,825 2,790
Total Liabilities 843,542 725,841
Equity
SNETE CAPITAL 1vvvvvvvveservesseceiseesii it 51 10,000 10,000
Share premium 51 55,000 55,000
Other reserves .... 52 6,002 2,535
Retained earnings 127,288 116,288
Total equity attributable to the equity holders of islandsbanki hf. 198,290 183,823
NON-CONTOIING INTEMESLS ...vvvvvvverressecesseeesssessss sttt 3,937 1,664
Total Equity 202,227 185,487
Total Liabilities and Equity 1,045,769 911,328

The notes on pages 14 to 87 are an integral part of these consolidated financial statements.
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Consolidated Statement of Changes in Equity for the year 2015

Attributable to the equity holders Non-
of Islandsbanki hf. controlling

Share Share Other  Retained interests Total

Notes capital premium  reserves  earnings Total equity

Equity as at 1.1.2014 10,000 55,000 2,471 98,548 166,019 1299 167,318
Translation differences for foreign operations ............ccooeceeveeeveenereceeenn. 52 64 64 64
Net change in fair value of financial assets available for sale .................... - -
Net Income recognised directly in €QUILY .........mecrrvveesseceermmeseneeeeessss - - 64 - 64 - 64
Profit for the year 21,740 21,740 1,010 22,750
Total comprehensive income for the Year ... - - 64 21,740 21,804 1,010 22,814
DIVIAENAS PAIA 11vvvvvvvveerssarrreeesssssreessessnssessssssssssesssssssssssssssssssssssesssssssnsseees (4,000) (4,000) - (4,000)
Change in Non-Controlling iNtEreStS .........cuumrreeeermmrrrreeessssnesrssssssssseeeseees (645) (645)
Equity as at 31.12.2014 51 10,000 55,000 2,535 116,288 183,823 1,664 185487
Equity as at 1.1.2015 10,000 55,000 2,535 116,288 183,823 1,664 185487
Translation differences for foreign operations ............cooeceeevveeneneeeeeesnne 52 9 9 9
Net change in fair value of financial assets available for sale .................... 3,458 3,458 1,987 5,445
Net income recognised directly in €QUILY ..........oeerrveeeermeereeeesnsesrssseeenns - - 3,467 - 3,467 1,987 5,454
Profit fOr the YEar ... sssssssesssinees 20,000 20,000 578 20,578
Total comprehensive inCOmMe for the YEar ... - - 3,467 20,000 23,467 2,565 26,032
DIVIAENAS PAIA +..vvvvrvvvveerrerssesssreseeesssessssssssssessssssssssssssssssesssssssseees (9,000) (9,000) (292) (9,292)
Change in non-Controlling iNEreStS ..........urereeewsmerermmeseerssssssseeeeens -
Equity as at 31.12.2015 51 10,000 55,000 6,002 127,288 198,290 3937 202,227

The notes on pages 14 to 87 are an integral part of these consolidated financial statements.
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Consolidated Statement of Cash Flows for the year 2015

Notes 2015 2014
Cash flows from operating activities:
PO FOF TN YEAT 1vvvvvvvvveseereeeeessssssssseesseesessssss st 20,578 22,750
Adjustments to reconcile profit for the year to cash flows provided by (used in) operating activities:
Non-cash items included in profit for the year and other adjustments 2,860 (1,710)
Changes in operating assets and ADIlIHIES ..., 58,277 (32,812)
Dividends received 681 185
INCOME taX ANA DANK TAX PAIT .vvvvveervesissrreesieeseeessesseessesseesse s s (8,386) (10,685)
Net cash provided by (used in) operating activities 74,010 (22,272)
Cash flows from investing activities:
Net investment in subsidiaries and associated companies - 896
Investments in associated companies (33) (62)
Proceeds from sale of property and eQUIPMENt ... 71 1,543
Purchase of property and eQUIPMENT ..........eivveeeieieesiieessisses s ssssssessesssns 37 (743) (758)
Purchase of intangible assets 38 (848) (464)
Net cash (used in) provided by investing activities (1,553) 1,155
Cash flows from financing activities:
Proceeds from DOIMTOWINGS .........uuerveemmerreesmessessinsessesssssessesssssessessssssssssees 76,395 39,590
Repayment of borrowings (24,318) (34,908)
DIVIAENAS PAIA -..vvvvveraereeesseeeeseseesssssesessss e ssss s ssss s sss s sss s ssss s ssssss e (9,000) (4,000)
Net cash provided by financing activities 43,077 682
Net increase (decrease) in cash and cash eqUIVAIENTS .......c...cervvereeiieeese e 115,534 (20,435)
Effects of foreign eXchange rate ChANGES ... sssssssssssse (127) 22
Cash and cash equivalents at the beginning of the year .............. 118,020 138,433
Cash and cash equivalents at year end 233,427 118,020
Reconciliation of cash and cash equivalents:
Cash on hand 27 2,784 2,256
Cash balances with Central Bank, certificates of deposit and term deposit ... 27 198,997 91,581
BANK QCCOUNTS ..vuvvvveverciisssis s ssss st s s sssesssss s ssssssssssssssssesssanes 29 31,646 24,183
Cash and cash equivalents at year end 233,427 118,020

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

Interest received in 2015 was ISK 55,349 million (2014: ISK 52,000 million) and interest paid in 2015 was ISK 24,404 million (2014: ISK 25,541 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 14 to 87 are an integral part of these consolidated financial statements
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Consolidated Statement of Cash Flows for the year 2015

Non-cash items included in profit for the year and other adjustments: 2015 2014
Depreciation and iMmpPairmeNt .............eerereeeeemmmmmseesssseeessmsseens 672 820
Amortisation of intangible aSSets ... 136 144
Share of (gain) [0S 0f ASSOCIALES ........uuuumuuuviiiiiiiiiiiiiiiissssisiianns (113) 159
Accrued interest and foreign exchange gain on debt issued 4,258 3,320
Impairment on loans 3,184 1,856
Reversal of impairment previously recorded against loans .......... (11,319) (10,666)
Foreign exchange 0SS (GaiN) .......ueerrevreeemmmeeeesssesessmsssssseesssssssssssssssssees 1,490 (165)
Net loss (gain) on sale of property and equipment 57 (234)
Unrealised fair value gains through profit and loss ... (2,908) (1,491)
Net profit on non-current assets classified as held for sale ... (1,326) (4,136)
Bank tax 2,878 2,444
Income tax 5,851 6,239
Non-cash items included in profit for the year and other adjustments 2,860 (1,710)
Changes in operating assets and liabilities:

Mandatory reserve with Central Bank (5,427) (5,949)
Loans and receivables to credit institutions 7,140 4,799
Loans and receivables t0 CUSTOMETS .........cervvvvveeeseeessssssisssssees s ssssssssssssnns (29,172) (71,126)
Trading assets ............. 4,309 (13,492)
Other OPErating @SSELS .......cvvuurrriiimerriiiessiisses st sssssssesens 1,049 4,294
Non-current assets and liabilities held for sale .........ccocoverviveriieeriieerienns 9,796 24,045
Deposits with credit institutions and Central Bank (166) (3,941)
Deposits from customers 68,503 37,918
Trading financial liabilities 3,387 (8,777)
Derivatives (540) 597
Other operating liabilities (602) (1,180)
Changes in operating assets and liabilities 58,277 (32,812)

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

a) The Group recognised fair value changes of ISK 5.4 billion in 2015 which had no cash effect on the Group.

Non-cash transactions 2014
During 2014 the Group entered into the following non-cash investing and financing activities which have been excluded from the consolidated statement of cash
flows:

a) The Group changed a loan to a subsidiary for the amount of ISK 530 million to equity holding. This transaction had no cash effect on the Group.

The notes on pages 14 to 87 are an integral part of these consolidated financial statements
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Notes to the Consolidated Financial Statements

Corporate information

islandsbanki hf. the parent company was incorporated on 8 October 2008 and is a limited liability company domiciled in Iceland. The address of its registered office
is Kirkjusandur 2, 155 Reykjavik, Iceland.

The consolidated financial statements for the year ended 31 December 2015 were prepared on a going concern basis and comprise islandsbanki hf. (“the Bank" or
“{slandsbanki") and its subsidiaries together referred to as "the Group". Comparative information refers to the year ended 31 December 2014.

Ownership of fslandsbanki hf. is divided between ISB Holding ehf, a private limited liability company owned 100% by GLB Holding ehf. which is a private limited
liability company owned 100% by Glitnir hf., which wields 95% of the voting rights and the Icelandic State Treasury, which wields 5% of the voting rights. The
Icelandic State Treasury's holdings in financial undertakings are managed by The Icelandic State Financial Investments (ISFI - Bankasysla Rikisins) which reports to
the Minister of Finance.

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

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, the Act on Annual Accounts no. 3/2008, the Act on Financial Undertakings no. 161/2002 and rules on accounting for credit institutions, where applicable.

Information about the Group's accounting policies are provided in Notes 84-86. Information about new IFRS standards and amendments to standards are disclosed
in Notes 86.33-34.

The consolidated financial statements were approved and authorised for issue by the Board of Directors and the CEO of islandsbanki hf. on 22 February 2016.

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

Functional and presentation currency

These consolidated financial statements are presented in Icelandic krona (ISK), which is the functional currency of fslandsbanki hf. Al amounts presented in ISK
have been rounded to the nearest million, except when otherwise indicated. At the year end the exchange rate of the ISK against the USD was 129.59 and 141.32 for
the EUR (2014: USD 126.9 and EUR 154.27).

Use of significant estimates and judgements in applying accounting policies

The preparation of the consolidated financial statements in conformity with IFRS 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.

The accounting estimates and underlying assumptions are based on historical experience and various other factors that are believed to be reasonable under the
circumstances. Actual results may differ from these estimates. The accounting estimates and underlying assumptions are reviewed on an ongoing basis. Revisions to
accounting estimates are recognised in the period in which the estimate is revised and in any future periods affected.

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

Impairment of loans measured at amortised cost

The Group's management reviews its loan portfolios on a quarterly basis to assess whether there is any objective evidence of impairment. In determining whether an
impairment loss should be recognised in the income statement, the Group's management makes judgements as to whether there is any observable data indicating
that there is a measurable decrease in the estimated future cash flows from loans and receivables. This evidence may include observable data indicating that there
has been an adverse change in the payment status of borrowers in a group, or national or local economic conditions that correlate with defaults on assets in the
Group.
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b)

Cont'd

When scheduling its future cash flows the Group's management uses estimates based on loans and receivables with similar credit risk characteristics and objective
evidence of impairment similar to those in the portfolio. The methodology and assumptions used for estimating both the amount and timing of future cash flows are
reviewed regularly to reduce any differences between loss estimates and actual loss experience. Impairment of loans and receivables is disclosed in more detail in
Note 86.27.

Determination of fair value of financial assets and financial hiabilities

On 2 November 2015, Visa Inc. and Visa Europe Ltd. announced a transaction whereby Visa Inc. will acquire Visa Europe Ltd. (the “Transaction”). The Transaction
consists of an upfront cash payment of EUR 11.5 billion, convertible preferred shares valued at EUR 5.0 billion at the time of announcement, and a conditional cash
payment of up to EUR 4.7 billion, payable after the fourth anniversary of the closing of the Transaction. The Transaction is expected to close in the 2nd quarter of
2016 and is subject to approval from competition authorities in the affected markets.

The fair value assessment of Borgun's share in Visa Europe Ltd. at 31 December 2015 is based on available information of the transaction on the assessment date
alongside management's assessment on the key variables that are not considered market information and are classified as Level 3 for the valuation of the fair value.
Management's approach for assessment is based on the assessed value of each item that will be paid considering the possibility of whether that item will be realised.

The estimated fair value of the cash payment and preferred shares related to the Transaction of total ISK 5.445 million has been entered as an asset ,available for
sale" in the line item "Shares and equity instruments" in the statement of financial position per 31 December (see Note 7 and 8).
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Operating segments

. An operating segment is a distinguishable component of the Group that is engaged in providing products or services that are subject to risks and rewards that may be

different from those of other operating segments. Transactions between the operating segments are on normal commercial terms and conditions. The Group operates mainly
in the Icelandic market. No single customer generates 10% or more of the combined revenue of the Group.

The accounting policies for the reportable segments are in line with the Group's accounting policies. The segment profit presented is the profit reported to the chief operating
decision maker (CEO) and the Board of Directors for the purpose of resource allocation and assessment of segment performance.

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

Retail Banking provides comprehensive banking services to individuals and small and medium-sized enterprises through 17 branches, call centre, self service and digital
banking platforms. Retail Banking also operates two separately branded units, Ergo for asset- based financing and Kreditkort, a special credit card branch.

Corporate Banking provides comprehensive lending and advisory services to large businesses and municipalities in Iceland. In addition, it manages the Group's international
business in the North Atlantic region, primarily focusing on the seafood and offshore supply vessel industries. Corporate Banking is leading in its field. The division has
extensive experience servicing established sectors such as seafood, energy and real estate as well as growing industries such as retail and tourism.

Markets incorporates brokerage services in securities, foreign currencies and derivatives as well as providing money market lending and interbank services. The division
further offers an extensive range of corporate finance services.

Wealth Management offers a range of wealth and asset management products and services for individuals, corporations and institutional investors. The Wealth Management
unit consists of VB which offers a broad range of asset management products and services and the fund management companies islandssjédir and Summa.

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

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

 Borgun hf,, a credit card settlement company

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

o D1 ehf,, a commercial real estate company which holds and manages a portfolio of properties for leasing, thereof 15 properties leased by the Group.

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

On the following page is an overview showing the Group's performance with a breakdown by business segments.
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5. Cont'd
The year 2015
Operations Wealth Subsidiaries Cost
Retail Corporate Manage- & Equity Centres &
Banking Banking Markets ment Treasury  Investments Eliminations Total
Net interest income 17,880 5,081 1,066 639 3,579 142 (377) 28,010
Net fee and commission income 4,434 216 1,520 2,208 (146) 4,932 5 13,170
Other operating income (eXpenses) .............. 55 4 415 314 (1,505) 4,690 (480) 3,493
Total operating income 22,369 5,302 3,002 3,161 1,928 9,764 (853) 44,673
Salaries and related expenses (4,190) (484) (892) (992) (117) (1,763) (5,454) (13,891)
Other operating expenses (2,261) (80) (149) (205) (188) (1,926) (5,060) (9,869)
Depositors' Guarantee Fund and bank tax ... (968) (20) (0) (62) (2,894) (0) - (3,945)
Net [0an impairment ... 3,017 4513 (0) 187 - 560 (142) 8,135
Profit (loss) before cost allocation & tax 17,968 9,230 1,960 2,090 (1,271) 6,635 (11,509) 25,103
Net segment revenue from
external CUSTOMETS ......c.ucvvecveeveerssseeiieens 22,721 12,641 3,419 1,085 (5,368) 10,611 (435) 44,673
Net segment revenue from
other segments (352) (7,339) (417) 2,076 7,297 (848) (417) -
Depreciation and amortisation ................... (194) (3) (1) (3) (0) (188) (420) (810)
At 31 December 2015
Total segment assets 439,920 227,107 11,833 4,124 308,166 74,133 (19,514) 1,045,769
Total segment liabilities 415,625 7,962 5,064 44,109 347,208 41,398 (17,724) 843,642
Allocated equity 48,355 34,146 2,898 3,130 101,749 19,046 (7,097) 202,227
The year 2014
Operations Wealth Subsidiaries Cost
Retail Corporate Manage- & Equity Centres &
Banking Banking Markets ment Treasury  Investments Eliminations Total
Net interest iNCOME .......c.cuervvermncrrvennennnes 17,261 4,427 911 731 4,736 (510) (451) 27,105
Net fee and commission income ................... 4,421 122 1,499 1,939 (80) 3,562 20 11,483
Other operating income (expenses) 77 386 (98) 79 15 3,003 393 3,855
Total operating income 21,759 4,935 2,312 2,749 4,671 6,055 (38) 42443
Salaries and related expenses . (4,019) (432) (874) (912) (88) (1,484) (5,499) (13,307)
Other operating expenses (2,375) (70) (127) (207) (181) (1,919) (4,716) (9,594)
Depositors' Guarantee Fund and bank tax ... (921) (21) (0) (74) (2,483) (0) - (3,499)
Net [0an impairment ...............vvrveeevrsesssnnnns 6,588 1,489 - (2) 34 1,016 (315) 8,810
Profit (loss) before cost allocation & tax 21,033 5,902 1,312 1,554 1,953 3,667 (10,568) 24,853
Net segment revenue from
external CUStOMETS ........revvvermreenneseesnnisnnne 22,132 8,335 2,624 1,387 1,277 6,478 210 42,443
Net segment revenue from
other segments (372) (3,401) (312) 1,362 3,394 (423) (248) 0
Depreciation and amortisation ... (180) - (2) (2) - (179) (600) (963)
At 31 December 2014
Total segment assets 413,812 225,100 13,161 4171 202,089 87,998 (135,003) 911,328
Total segment liabilities 397,343 14,401 783 49,867 243,479 43,231 (23,263) 725,841
Allocated equity 41,792 28,314 1,494 2,685 105,512 25,794 (20,105) 185,487
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Quarterly statements

6. Operations by quarters:

2015 Q4" Q3* Q2* Q1r Total
Net interest income 7,003 7,457 7,359 6,191 28,010
Net fee and commission income 3,235 3,512 3,518 2,905 13,170
Net financial income 1,455 387 275 1,764 3,881
Net foreign exchange loss (137) (1,072) (141) (140) (1,490)
Other operating incOME .............. 403 158 252 289 1,102
Salaries and related expenses (3,670) (3,340) (3,421) (3,460) (13,891)
Other operating expenses (2,848) (1,970) (2,688) (2,363) (9,869)
Contribution to the Depositors' and Investors' Guarantee Fund ...........ccoeecvveneeerneonna: (270) (263) (265) (269) (1,067)
BANK T8X wovvvvvvvvvvvvsnsssssssssssssssssssssssssssnnnnns (818) (732) (710) (618) (2,878)
Net loan impairment ...............c.en. 409 3,418 1,977 2,331 8,135
Profit before tax 4,762 7,555 6,156 6,630 25,103
[NCOME TAX BXPENSE .ovvvvvvvvvvsvssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssnns (1,147) (1,784) (1,524) (1,396) (5,851)
Profit for the period from continuing operations 3,615 5,771 4,632 5,234 19,252
Profit from discontinued operations, net of income tax 274 128 762 162 1,326
Profit for the period 3,889 5,899 5,394 5,396 20,578
2014 Q4~ Q3* Q2* Q1r Total
Net interest income 6,469 7,068 6,922 6,646 27,105
Net fee and commission income 2,962 2,849 2,818 2,854 11,483
Net financial income 603 83 19 863 1,568
Net foreign exchange gain (loss) 116 352 (12) (291) 165
Other operating inCOME .............. 509 233 267 1,113 2,122
Salaries and related expenses (3,497) (2,930) (3,441) (3,439) (13,307)
Other operating expenses (2,914) (2,302) (1,909) (2,470) (9,594)
Contribution to the Depositors' and Investors' Guarantee Fund ...........ccoceevvenneeerneonna: (265) (272) (260) (258) (1,055)
27111 O TOPPOOOON (565) (664) (623) (592) (2,444)
Net loan impairment ..., 3,006 65 4219 1,520 8,810
Profit before tax 6,424 4,483 8,000 5,946 24,853
[NCOME TAX BXPENSE .ovvvvvvvvesssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssnes (1,434) (1,255) (2,156) (1,394) (6,239)
Profit for the period from continuing operations 4,990 3,228 5,844 4,552 18,614
(Loss) profit from discontinued operations, net of INCOME taX ......rvvevmeneereermnnereeesnnee (430) 307 515 3,744 4,136
Profit for the period 4,560 3,535 6,359 8,296 22,750

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

7. Thefollowing tables show the carrying value of financial assets and financial liabilities according to their IAS 39 classification.

At 31 December 2015 Held  Designated Liabilities at Total

for  atfairvalue Loans & Available amortised carrying

Notes trading  through P&L receivables for sale cost amount

Cash and balances with Central Bank ............ccccovvvvennne. 27 - - 216,760 - - 216,760
Loans and receivables

Loans to credit iNStItUtIoNS ........ecvecveeriesriessiessissivesiens 29 - - 35,534 - - 35,534

Loans to customers 30-31 - - 665,711 - - 665,711

Loans and receivables - - 918,005 - - 918,005

Bonds and debt instruments

Listed 44,443 31,341 - - - 75,784
Unlisted 2,822 - - - 2,822
Bonds and debt instruments 44,443 34,163 - - - 78,606
Shares and equity instruments

Listed 7,993 3,218 - - - 11,211
UNBSEEA 1o sssssssssssssssenns - 1,664 - 5,445 - 7,109
Shares and equity instruments 7,993 4,882 - 5,445 - 18,320
Derivatives 28 1,981 - - - - 1,981
Other financial assets - - 5,635 - - 5,535
Total financial assets 54,417 39,045 923,540 5,445 - 1,022,447
Deposits from Central Bank and credit institutions ........ 41 - - - - 25,631 25,631
Deposits from CUStOMETS .......cvvverccrriicrrieiicsseiiinnaes 42-43 - - - - 593,245 593,245
Derivative instruments and short positions ... 28 6,981 - - - - 6,981
Debt issued and other borrowed funds ..........cccevevvervnnnae 45 - - - - 150,308 150,308
Subordinated loans 46 - - - - 19,517 19,517
Other financial liabilities - - - - 26,642 26,642
Total financial liabilities 6,981 - - - 815,343 822,324
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7. Cont'd
At 31 December 2014 Held  Designated Liabilities at Total
for  atfairvalue Loans & Available amortised carrying
Notes trading  through P&L receivables for sale cost amount
Cash and balances with Central Bank ........c..ccceevurvnnne. 27 - - 103,389 - - 103,389
Loans and receivables
Loans to credit institutions 29 - - 35,072 - - 35,072
L0ANS 10 CUSLOMENS ..o seses 30-31 - - 634,799 - - 634,799
Loans and receivables - - 773,260 - - 773,260
Bond’s and debt instruments
Listed 54,273 31,347 - - - 85,620
Unlisted - 1,727 - - - 1,727
Bonds and debt instruments 54,273 33,074 - - - 87,347
Shares and equity instruments
Listed 4,810 2,917 - - - 7,727
Unlisted - 2,804 - - - 2,804
Shares and equity instruments 4,810 5,721 - - - 10,531
Derivatives 28 1,810 - - - - 1,810
Other financial @SSELS ... - - 6,567 - - 6,567
Total financial assets 60,893 38,795 779,827 - - 879,515
Deposits from Central Bank and credit institutions ........ 41 - - - - 25,796 25,796
Deposits from CUSTOMETS ........crvvevverieircrieiieerieeiennes 42-43 - - - - 529,447 529,447
Derivative instruments and short positions ... 28 3,963 - - - - 3,963
Debt issued and other borrowed funds ..........cccevevvnrinnnae 45 - - - - 96,889 96,889
Subordinated loans 46 - - - - 21,306 21,306
Other financial liabilities - - - - 25,363 25,363
Total financial liabilities 3,963 - - - 698,801 702,764
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Fair value information for financial instruments

8. Financial instruments carried at fair value

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

The table below shows financial instruments carried at fair value categorised into levels of fair value hierarchy that reflect the significance of inputs used in making the fair
value measurements as at 31 December 2015. The different levels have been defined as follows:

Level 1: Inputs that are quoted prices (unadjusted) in active markets for identical assets or liabilities that the Group can access at the measurement date.
Level 2: Inputs other than quoted prices included within Level 1 that are observable for the asset or liability, either directly (i.e. as prices) or indirectly (i.e. derived from prices).

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

At 31 December 2015
Financial assets: Level 1 Level 2 Level 3 Total
Bonds and debt instruments 45,227 32,732 647 78,606

Shares and equity instruments 11,348 1,527 5,445 18,320
Derivative instruments - 1,981 - 1,981
Total financial assets 56,575 36,240 6,092 98,907
Financial liabilities:

Short positions 3,771 302 - 4,073
DerivatiVe INSITUMENTS ...vuucvueiiicieiesisss st ss bbb - 2,908 - 2,908
Total financial liabilities 3,771 3,210 - 6,981
At 31 December 2014

Financial assets: Level 1 Level 2 Level 3 Total
Bonds and debt instruments 54,618 31,539 1,190 87,347
Shares and EQUILY INSITUMENTS .....uuuivvermerreeseereesises s sesss e sssss s ssss s 7,618 98 2,815 10,531
DErIVALIVE INSIIUMENTS w..vvvvvvsevisieses sttt - 1,810 - 1,810
Total financial assets 62,236 33,447 4,005 99,688
Financial liabilities:

Short positions 686 - - 686
DErivative INSTIUMENTS w.....vvviicieeieeie s - 3,184 93 3,277
Total financial liabilities 686 3,184 93 3,963
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8. Cont'd
Reconciliation of financial assets and liabilities categorised into Level 3

January-December 2015 Bonds and debt Shares and equity

instruments instruments Derivatives
Fair value at 1 January 2015 1,190 2,816 (93)
Purchases........... - 689 -
SAIES .o rveesea s ees s - (1,315) -
Net gains on financial instruments (543) 6,263 (2)
TrANSTEIS FIOM IBVE] L OF 2 .oovvoveeeieeeeeessieseeessseeseessse s eesss s8R - - -
Transfers to level 1 or 2 - (3,008) 95
Fair value at 31 December 2015 647 5,445 -
January-December 2014 Bonds and debt Shares and equity

instruments instruments Derivatives
Fair value at 1 January 2014 1,279 2,791 (85)
Purchases........... - 709 -
SAIES vvvveeersssssseee e seeeeessssss R R R (32) (383) -
Net gains on financial instruments recognised in Profit OF I0SS .......uuuuuuererreeeemmmmmeessesessssssssssssesssssssssssssssssssssssssssssssens (57) 459 (8)
TraANSTEIS TTOMUIBVEL L OF 2 w..voeeovevecetsesesie st sessse et es st - - -
Transfers to level 1 or 2 - (760) -
Fair value at 31 December 2014 1,190 2,816 (93)

The responsibility for the valuation at fair value of financial instruments lies within the business units that are responsible for the positions. The business units are required to
assess the valuation of their assets quarterly and present them for the Investment Committee which must give its approval of these valuations. Risk Management is
responsible for reviewing the valuations, assessing the extent of market data used and categorising the valuation methods.

The objective of this valuation process is to arrive at a fair value measurement which reflects the price of the asset or liability that would be paid or received in an orderly
transaction between market participants at the measurement date.

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

Level 1 financial assets and financial liabilities contain actively traded bonds and equities that are listed either domestically or abroad. Three equity instrument, a total of ISK
2,086 million, were transferred from Level 3 to Level 1 due to their listing on the domestic market.

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

One equity instrument, a total of ISK 234 million, was transferred to Level 2 as its value is now derived from its listed assets. Equity instruments worth ISK 688 million and
bond options worth ISK -95 million were transferred to Level 2 following a revision of the significancy of the unobservable inputs used in their valuation models.

Level 3 assets contain primarily unlisted and illiquid equities and bonds. Unlisted equities are initially booked at their transaction price but are revalued each quarter based on
the models as described above. They are classified as Level 3. The Group's Level 3 equities amounted to ISK 5,445 million. They were valued by discounting their most recent
transaction price due to uncertainty regarding various issues, such as regulatory and legal issues. The valuation is as such sensitive to these discount factors which were
between 0% and 3% . All things equal, higher discount factors would lead to a lower fair value and lower discount factors to a higher fair value.

The Group's Level 3 bonds amounted to ISK 647 million and were valued based on expected recovery of the bond issuers' assets. The expected recovery of these bonds
ranges from 0% to 75% and is subject to uncertainty regarding various assumptions, such as the outcome of legal disputes. An increase or decrease in the expected recovery
would result in a similar change in the fair value.
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9. Financial instruments not carried at fair value

The table below shows the fair value measurement and classification of financial assets and liabilities not carried at fair value at 31 December 2015. The different levels are
defined as before (see Note 8).

Assets
Loans to customers on the Group's balance sheet that are carried at amortised cost consist of two types:

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

Loans in category 1) are specifically assessed for impairment at least every six months and every three months for significant amounts and therefore their carrying amount is
considered a good approximation of their fair value. Since measurement is partially based on internal models they are classified as Level 3. The fair value of the loans in
category 2) may differ from their carrying amount because the interest rate they carry may not reflect the interest rate that similar new loans would carry. This difference
stems from two sources:

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

The Group calculates the fair value of loans in category 2) by discounting from the carrying amount the resulting interest rate difference from 31 December 2015 to the loan's
next interest reset or maturity, whichever comes first. Since the credit-worthiness is estimated using the Group's internal models these assets are classified as Level 3.

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

Liabilities
The fair value of a financial liability with a demand feature, such as a demand deposit, is not less than the amount payable on demand, discounted from the first date that the
amount could be required to be paid.

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

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

The fair value of liabilities in "Subordinated loans" is estimated using a duration approach by comparing the contractual interest margin with the interest margin in the market
on the Group's issuance in foreign currency plus a margin to account for the fact that the subordinated liabilities are junior to the market traded debt. These liabilities are
classified as Level 2.

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

The following table shows the fair value for the Group's assets and liabilities recognised at amortised cost.

At 31 December 2015 Total fair Carrying
Level 1 Level 2 Level 3 value amount

Financial assets:

Cash and balances with Central Bank ..........ccc.coeveinriissinssiesssssessiessssssssssssssnns - 216,760 - 216,760 216,760
Loans to credit INSttULIONS ......ccvveevvvcveenrivnsiessiessieenns - 35,5634 - 35,534 35,534
LOANS 0 CUSTOMEIS ...ocvvvrirricieiesie st s bbb anen - - 668,265 668,265 665,711
Other fINANCIAI ASSELS ....vuuvircricier bbb sea - 5,634 - 5,534 5,634
Total financial assets - 257,828 668,265 926,093 923,539
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9. Contd
At 31 December 2015 Total fair Carrying
Level 1 Level 2 Level 3 value amount
Financial liabilities:
Deposits from Central Bank and credit institutions - 25,631 - 25,631 25,631
Deposits from customers - 593,402 - 593,402 593,245
Debt issued and other borrowed funds............... 59,294 91,149 - 150,443 150,308
Subordinated loans - 19,517 - 19,5617 19,517
Other financial liabilities - 26,642 - 26,642 26,642
Total financial liabilities 59,294 756,341 - 815,635 815,343
At 31 December 2014 Total fair Carrying
Level 1 Level 2 Level 3 value amount
Financial assets:
Cash and balances with Central Bank - 103,389 - 103,389 103,389
Loans to credit institutions - 35,072 - 35,072 35,072
Loans to customers - - 636,141 636,141 634,799
Other financial assets - 6,567 - 6,567 6,567
Total financial assets - 145,028 636,141 781,169 779,827
Financial liabilities:
Deposits from Central Bank and credit institutions - 25,796 - 25,796 25,796
Deposits from customers - 529,519 - 529,519 529,447
Debt issued and other borrowed funds.............. 37,293 59,601 - 96,894 96,889
Subordinated loans - 21,306 - 21,306 21,306
Other financial liabilities - 25,363 - 25,363 25,363
Total financial liabilities 37,293 661,585 - 698,878 698,801
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Offsetting financial assets and financial liabilities

10. Offsetting financial assets and financial liabilities

The table below provides a summary of the financial assets and financial liabilities which are subject to enforceable master netting agreements or similar arrangements, even

if they have not been offset in the balance sheet.

a) Financial assets subject to offsetting, enforceable netting arrangements and similar agreements

Financial assets subject to netting ~ Amounts not set off but subject to master netting

arrangements arrangements and similar agreements
Balance
sheet  Financial
netting with assets Net amount after
Gross recognised gross recognised considerationof  Assets outside the

financial assets recognised onthe Financial potential effect of  scope of offsetting Total assets

before balance  financial balance Recognised  Cash collateral instruments netting disclosure  recognised on the
At 31 December 2015 sheet netting  liabilities  sheet, net ~ financial liabilities received collateral received arrangements requirements balance sheet
Derivatives ....o.eeereernns 1,981 - 1,981 (696) (31) (1) 1,253 - 1,981
Total assets 1,981 - 1,981 (696) (312) (1) 1,253 - 1,981
At 31 December 2014
Derivatives ... 1,810 - 1,810 (306) (48) (18) 1,438 - 1,810
Total assets 1,810 - 1,810 (306) (48) (18) 1,438 - 1,810

b) Financial liabilities subject to offsetting, enforceable netting arrangements and similar agreements

Financial liabilities subject to netting  Amounts not set off but subject to master netting

arrangements arrangements and similar agreements
Balance
sheet  Financial
netting with  liabilities Net amount after
Gross recognised gross recognised consideration of Liabilities outside the
financial liabilities  recognised onthe Recognised Financial ~potential effect of  scope of offsetting Total liabilities
before balance  financial balance financial ~ Cash collateral instruments netting disclosure  recognised on the

At 31 December 2015 sheet netting assets  sheet, net assets pledged collateral pledged arrangements requirements balance sheet
Derivative instruments and
short positions ... 2,908 - 2,908 (696) - - 2,212 4,073 6,981
Total liabilities 2,908 - 2,908 (696) - - 2,212 4,073 6,981
At 31 December 2014
Derivative instruments and
short positions ...............e.. 3,277 - 3,277 (306) - (1,899) 1,072 686 3,963
Total liabilities 3,277 - 3,277 (306) - (1,899) 1,072 686 3,963
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Net interest income

11. Netinterestincome is specified as follows:

2015 2014
Interest income:
Cash and balances with Central Bank 7,394 6,671
Loans and receivables 43,303 40,331
FINANCIal ASSES NEIT FOF trAING v.vvvuuuurreeesseeeeseseeeessssseeeessssseesesssseessses s es s S8 980 1,957
Financial assets designated at fair value through profit or loss 1,558 1,672
Other assets 179 185
Total interest income 53,414 50,816
Interest expense:
Deposits from credit inStitutions AN CENTAl BANK .............urreermreeesieseissessessssessssssssesssssssessssssssesssss s ssssssessssssssesssssssssssesssssssssssssnss (517) (479)
DIEPOSIES FTOM CUSTOMETS ....vvvvvvvveessssssasseeeeesssssssssssssseseesessssssssssssssssee s sssss o111 8RR 11118 (18,240) (16,919)
Borrowings (5,427) (4,750)
Subordinated loans (1,015) (911)
Other financial lIADITIHIES ......c.vveuurrveerrerreeseeesesees s ssessss (147) (295)
OLNET IMEETESE EXPEINSE w.vvvvvveerrsssssssseeeeesesessssssssssseesesssesssssssssssseessesssssssssssssss e 44448EER8 881111444008 RR 1111110110000 (58) (357)
Total interest expense (25,404) (23,711)
Net interest income 28,010 27,105
Interest spread (as the ratio of net interest income to the average carrying amount of total assets) 2.9% 3.0%

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

2015 2014
Fee and commission income:
Asset management 1,778 1,683
INVESEMENT DANKING BNT DIOKEIAGE ..vvvvuvrrverssaeeessssseeesssseeesssssseessss st ess s8R0 2,132 1,833
Payment processing 13,664 11,627
Loans and guarantees .... 1,498 1,267
Other fees and COMMISSIONS INCOME ......uuuvrvvvevmmeerriisnrsiisesssi s 1,665 1574
Total fee and commission income 20,737 17,984
Commission expenses:
Interbank charges - (157)
Brokerage (121) (128)
Clearing and settlement (7,415) (6,179)
Other COMMISSION EXPENSES ...rrrisisssssssssssss 00 (31) (37)
Total commission expenses (7,567) (6,501)
Net fee and commission income 13,170 11,483
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Net financial income

13. Netfinancial income is specified as follows:

2015 2014
Net gain on financial assets and liabilities held for trading ............ 1,375 7
Net gain on financial assets designated at fair value through profit or [0Ss ..........ccccccceummnneriviinens 2,506 1,561
Net financial income 3,881 1,568
Net gain on financial assets and liabilities held for trading
14. Netgain on financial assets and liabilities held for trading is specified as follows:
2015 2014
Shares and related derivatives 487 (274)
Dividend income on shares held for trading 105 185
Bonds and related derivatives 530 (176)
Other derivatives 253 272
Net gain on financial assets and liabilities held for trading 1,375 7
Net gain on financial assets designated at fair value through profit or loss
15. Net gain on financial assets designated at fair value through profit or loss is specified as follows:
2015 2014
Shares 2,324 1,596
Bonds 182 (35)
Net gain on financial assets designated at fair value through profit or loss 2,506 1,561
Net foreign exchange (loss) gain
16. Net foreign exchange (loss) gain is specified as follows:
2015 2014
Assets:
Cash and DAIANCES WIth CENTIAI BANK ........uuuuuerrrreeeessmsssaeeessssseesssssssssssseessssssssssssssssssessssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssssees (136) (42)
Financial assets held for trading .........c...ooervenmeereennnesresninnenees (4,315) (1,314)
L0ANS AN TECEIVADIES ....vvvvvvvvvveeresiiiisssssssssee s s s (6,255) 1,989
OENET BSSEES vvvvvvvvvssseeeeeesssssesss s ssssss s8R 89 754
Total (10,617) 1,387
Liabilities:
Deposits 4,705 (2,246)
SUDOAINGLEA IOBNS .vvvvvvvrvveivesiissie it ss st s st ss bbb bR eSS R bR R SRR bbbttt 1,787 584
Debt issued and Other DOMTOWED FUNAS ...........ciriiieisi sttt 2,918 1,106
OUNEI IADIITHIES ... vvvveeueeeeeesseeeeessseeeeesssseeeesssse e eesss st e84 R8RSR 48R R R0 (283) (666)
Total 9,127 (1,222)
Net foreign exchange (loss) gain (1,490) 165
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Other operating income

17. Other operating income is specified as follows:

18.

2015 2014
Agency fees and service level agreement fees ... 194 269
RENLAI INCOME fTOM FEAI ESTAE vvvvvvvvrrvuuueerrrrreerssesssssseereeessssssssssse s sssssss s 102 143
Rental income from foreclosed assets 183 282
Legal COSt AN TEES ...vvvvuurveiieeieiee e 171 148
Realised gain on property and EQUIPMENT ... ssssssssss s 23 242
Share of profit Or 0SS 0f @SSOCIALES .........uuuerveerierreiseesresse e sesssssenees 63 27
Other operating income 366 1,011
Other operating income 1,102 2,122

Salaries and related expenses

Salaries and related expenses are specified as follows:

2015 2014
Salaries 10,869 10,193
Pension and similar expenses st 1,585 1,491
Social security charges and financial activities tax* 1,507 1,460
Other 205 163
Capitalisation of internal staff costs in software development (274) -
Salaries and related expenses 13,891 13,307

19.

*Financial activities tax calculated on salaries 5.5% (2014: 5.5%).

The Group made a provision of ISK 378 million (2014: ISK 358 million) for potential performance plan payments. In accordance with the FME rules no. 700/2011, part of the

payment is deferred for a minimum of 3 years. Salary related expenses are included in the amount.

The performance based salaries are based on FME rules on remuneration policy for financial undertakings (700/2011). The rules reflect a conservative framework for
remuneration schemes within the financial sector. The remuneration policy shall not encourage unreasonable risk taking, nor contravene the long-term interests of the
undertaking and the stability of the financial system. The policy shall conform to viewpoints related to the protection of the undertaking's customers, its creditors and
shareholders or guarantee capital owners and in other respects conform to proper and sound business practices. The rules state that the aggregate of variable remuneration
including deferred payments shall not amount to more than 25% of the annual salary of the person in question, exclusive of variable remuneration. Payment of at least 40% of
the variable remuneration shall be deferred for a minimum of three years if the variable remuneration is in excess of 10% of the annual salary of the person in question,
exclusive of variable remuneration. Risk management, compliance and internal audit shall review and analyse whether variable remuneration complies with the undertaking's

remuneration policy and the FME rules. The rules prohibit employees in these units to be paid performance based salaries.

The Group's total number of employees is as follows:
31 December 2015
Parent
Company The Group

Average NUMDET Of EMPIOYEES .....cvvuermuerreessereisssee s ssessse s 958 1,222
Positions at the end of the year 919 1,184

31 December 2014
Parent
Company The Group
990 1,253
945 1,206

Average number of employees for the Group in 2015 includes 108 employees (2014: 114 employees) in disposal groups held for sale, whose salaries are not included in the

salaries and related expenses.
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Employment terms for the Board of Directors, the CEO and Management Board

20. Employment terms for the Board of Directors, the CEO and Management Board are specified as follows:

Salaries
2015 2014
Fridrik Sophusson, Chairman 0f the BOAI ...........cc.wuiveumrrismeseessinsessessissessesssssessssssssesssesssssssssnssesees 9.0 7.5
Marianne @kland, Vice-Chairman of the Board 6.6 5.4
Arni TOMasson, MEMDET OF tNE BOAIT .....vvvereseereresesseeeesessssmssesessssmsssessssessssssssessesssssesssesssseseeeee 6.2 5.4
Eva Cederbalk, member 0f the BOAI ........c.vrvierieiieriierie i sssessssssssss s ssssssssssssssens 5.2 -
Gunnar Fjalar Helgason, member of the BOArd ...........c...reeereeseeseesesseessesssessssesseessens 1.2 -
Helga Valfells, member of the Board . 6.2 5.8
Neil Graeme Brown, member of the BOAId ... sssssssssessssssssssssesssssssanns 6.6 5.4
J