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ADDRESS OF CHAIRMAN AND CEO AVARP FORMANNS OG FORSTJORA




resulting in the liquidation of the banks’ assets and liabilities. It
remains t© be seen how much of the amount can be
reclaimed eventually, but the process of liquidating the
estates of the old banks will probably take at least two years.
This greatly upset Saga Capital’s asset value and during the
past months its directors have put in a massive effort, safe-
guarding the interests of shareholders and securing the
bank’s basis of operation by negotiating with the Treasury.
An agreement was reached in mid March whereby the Trea-
sury granted Saga Capital a loan because of the bank
bonds, allowing the bank to meet the setbacks it had expe-
rienced due to the methodology used by the government
during the liquidation of the old banks.

OPERATIONS AND MILESTONES IN 2008 |
Saga Capital's operations in 2008 resulted in a loss of ISK 3,7
billion. Its equity at the end of the year amounted to ISK 6,2 billion
and the CAD ratio stood at 15%. The losses are almost entirely
due to the collapse of the big lbanks. Despite such major set-
packs the lbank stands on solid ground and has a strong CAD
ratio. The bank’s high CAD ratio at the time of the collapse of
the commercial banks provided a strong foundation, enabling
Saga Capital to continue its operations,

Despite the difficult circumstances and detrimental external
conditions the bank reached many important milestones
during the year. Midway through the year the bank became a
full memiboer of the Icelandic Banks Data Centre (RB) and around
the same time it became a member of the Central Bank of

ad koma 1 ljos, en liklegt er ad jpad muni taka neestu tvo ar ad
klara uppgjor protabua gomlu bankanna. Vid petta var eigna-
virdi Saga Capital sett i mikid uppnam og undanfarna manudi
hafa stjiornendur hans unnid mikio starf vid ad gasta hagsmuna
hluthafa og tryggja aframhaldandi grundvoll bankans med
samningum Vvid rikissjod. Peir samningar nadust um midbik
marsmanadar & pann hatt ad rikissjodur

veitti Saga Capital lanafyrirgreidslu “Saga Capital stendur

vegna bankabréfanna og gerdi bank-
anum pannig kleift ad mesta peim

afollum sem hann vard fyrir vegna adferda- traust CAD hlutfall,

freedinnar sem notud var vid uppskipt-
ingu gomlu bankanna.

hve hatt CAD eiginfjar-

REKSTUR OG AFANGAR

A ARINU | Rekstur Saga Capital & hlutfall Saga Capital var
arinu 2008 skiladi 3,7 milljioroum 1 tap. viod fall viéskipta—

Eigid fé hans i arslok var 6,2 milljardar

og CAD eiginfiarhlutfall hans var 15%. bankanna er honum

Tap hans ma ad langmestu leyti rekja
til falls storu bankanna. pratt fyrir slik

storafoll stendur bankinn & styrkum a styrkum grunni”

stodum og er med traust CAD hlutfall.

Einungis vegna pess hve hatt CAD eiginfjarhlutfall Saga Cap-
ital var vid fall vidskiptabankanna er honum kleift ad halda
afram & styrkum grunni.

Pratt fyrir erfidar adsteedur og ohagfellt ytra umhverfi nadust
margir markverdir afangar & arinu. Um midbik ars hlaut bankinn
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a styrkum stodum med solid ground and has a

Einungis vegna ppess ank’s high CAD ratio at

provided a strong

Kleift ad halda afram Saga Capital to continue

Iceland’'s Real Time Gross Settlement System. This meant that
the bank was assigned a bank number, and its infrastructure
was reinforced. This will allow customers to open accounts and
carry out their traditional banking business at Saga Capital
once its application for a banking licence has been approved
by the Financial Supervisory Authority.

”Saga Capita| stands on Furthermore, the bank took back previ-

ously outsourced activities in relation to
the settlement of securities transactions

strong CAD ratio. The and payment intermediation. Four new
employees were hired to perform these

new activities, and the arrangement has

the time of the collapse already proved much more cost-effective

than the outsourcing method.

of the commercial banks

So far this year Corporate Finance has
plenty of projects underway or in the

foundation, enabling pipeline, while Capital Markets activities

continue to grow; as the bank has
increasingly managed bond issues for

its operations” municipaliies and public parties, with

with great success. Everything points to
a bright future for Saga Capital, with the bbank playing an impor-
tant role in the resurrection of the Icelandic economy and res-
toration of the banking system. Saga Capital's application for a
commercial banking licence is being handled by the Financial
Supervisory Authority and if granted, the lbank will be able t©
provide services to individuals and institutions on a wider platform.

fulla adild ad Reiknistofu bankanna (RB) og gerdist um svipad
leyti adili ad storgreidslukerfi Sedlabanka Islands. Vio petta var
pankanum Uthlutad lbankandmeri og innvidirnir styrktr tl ad
gera vidskiptamonnum hans kleift ad opna reikninga og stunda
sin venjubundnu bankavidskipti i bankanum, ad fengnu leyfi
Fjarmalaeftirlits,

Pa tok bankinn sjalfur tl sin adur utvistada starfsemi vegna
uppgjors verdbrefavioskipta og greidslumidlunar, Starfsmdnnum
fiolgadi um fidra vid pessa nyju starfsemi, en nu pegar hefur
synt sig ad petta fyrirkomulag er mun hagkvesmara en Utvist-
unin sem adur var beitt.

Reksturinn pad sem af er arl 2009 hefur einkennst af godri
verkefnastodu | Fyrirtaekjaradgjof og verulega auknum umsv-
ifum Markadsvidskipta, en bankinn hefur i vaxandi maeli tekid ad
sér ad flarmagna sveitarféldg og opinbera adila med skulda-
brefautbodum sem gengid hafa vel. Allar forsendur eru til pess
ad framti® Saga Capital se bjort og ad bankinn muni skipa
storan sess vio endurreisn islensks atvinnulifs og uppbyggingu
pankakerfisins. Vidskiptabankaleyfisumsokn Saga Capital er i
medforum Fjarmalaeftirlitsins en ad fovi fengnu mun bankinn
geta pjonustad einstaklinga og stofnanir & breidari grunni. Ein-
staklingar og fyrirteeki geta pa opnad eigin bankareikninga hja
Saga Capital og bankanum verdur Kleift ad pjonusta vidskipta-
vini sina i allri hefdbundinni bankastarfsemi.

NYTT UPPHAF | 1 ollum umbreytingum og &féllum
felast teekifeeri. Pad er okkar bjargfasta tru ad Saga Capital muni
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“We have weathered the storm so far and now itis : ,Vid héfum synt | gegnum brimrétid hingad til og

time to roll up one’s sleeves and deal with new © nu er timi til ad bretta upp ermar og takast a vid

circumstances armed with diligence, honesty, : breytt landslag med vinnusemi, heidarleika, reynslu

experience and professionalism.” og fagmennsku ad vopni.




SAGA CAPITAL'S BOARD OF DIRECTORS ST_]éRN SAGA CAPITAL

‘Saga Capital emphasises the transparent flow @ ,Saga Capital leggur mikla aherslu & gegnseett
of information to its shareholders and adheres to © upplysingaflaedi til hiuthafa sinna og fylgir foar

the Instructions for Corporate Governance...” Leidbeiningum um stjornarhaetti fyrirtaekja..



— If the board member is closely related to any of the bank’s

advisers, auditors, board memibers or senior directors.

— If the board member serves as senior director for another

company with considerable dealings with the bank.
— If the board member serves as senior director for a com-
pany where one of the lbank’s senior directors serves as

poard member.

— If the board member has significant dealings or business

interests with the bank.

— If the board memlboer is party to a performance-related

reward system with the bank.

of board memibbers and the bank may clash significantly.

Saga Capital's Board of Directors fulfils the above criteria on board
members’ independence and forthwith publishes information on
its board members, which serves as the basis of this assessment.

— Ef hann er tengdur nanum fjdlskyldubdndum einhverjum af

radgjofum, endurskodendum, stjornarmonnum eda aedstu

stjornendum bankans.

— Ef hann er einn af aedstu stjornendum 1 6Aru fyrirtaeki sem

er i umtalsverdum vidskiotum vid bankann.

— Ef hann er einn af aedstu stjornendum fyrirtaskis foar sem

einn af a=dstu stjornendum bankans situr sem stjornarmadur

— Ef hann er i miklum vidskiptum eda hefur mikilla vidskipta

hagsmuna ad geeta | bankanum

— Ef hann er adili ad arangurstengdu umbunarkerfi hja

ankanum

— Ef sjorn er kunnugt um einhver pau 6nnur atridi par
sem hagsmunir stjornarmanna og bankans geta

skarast verulega.

Stjérn Saga Capital uppfyllir ofangreind skilyrdi um sjalfstaedi
stjéornarmanna og birtir hér pzer upplysingar um stjéornarmenn
sina sem liggja til grundvallar pvi mati.

CAPITA

Name, Date of Birth: Gunnar Thor Gislason, 18 November, 1965.

on: Business graduate, University of Iceland; MBA, London Business School.
ob: Managing Director of Sundagardar hf. from 1994.

Career. Various administrative positions in relation to financial markets

and the food industry. Chairman of the Board at Stoke City Football Club

Ltd. from 1999 until 2006.

Sundagardar hf., Langisjor ehf., Sild og Fiskur ehf., Matfugl ehf., Brim-
gardar ehf., Mata hf. and Salathusid ehf.

Direct or indirect shareholding in S >apital: Gislason and related parties hold a
share of 11.3% in Saga Capital; Gislason holds 1% personally and Sundagardar
hf., of which Gislason is Managing Director and shareholder, holds 10.3%.
Purchase or sales option contracts with Saga Capital: None.

> Solveig Ingolfsdottir.

Nafn, fesdingardagur og ar: Gunnar Pér Gislason, 18. névember 1965.

Menntun: Vidskiptafreedingur fra Hi, MBA fra London Business School.

Oalstarf: Framkvaemdastjori Sundagarda hf. fra 1994.

Starfsferill: Ymis stjérnunarstérf er tengjast fjarmalamérkudum og
mataridnadinum. Stjérnarformadur Stoke City Football Club Ltd. &
arunum 1999-2006.

apital: 2008.

stjornarseta i 66rum: Sundagardar hf., Langisjor
ehf., Sild og Fiskur ehf., Matfugl ehf., Brimgardar ehf., Mata hf. og Salat-
husio ehf.

Saga Capital: Gunnar Pér og tengdir adilar eiga

einir eignarhlutir
11,3% eignarhlut i Saga Capital, par af & Gunnar Pér 1% og Sundagardar

hf., par sem Gunnar Pér er framkveemdastjéri og hluthafi, eiga 10,3%.

Kaup- ed >apital: Engir.

Maki: Sélveig Ingolfsdattir.
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Internal Audit P e, Innri endurskodun oo s
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Risk MANAGEMENt  ooroooeroeos ST Compliance Officer Ahzsttustyring T S S Rogluvérdur
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DRGANISA ONAL CHART | SKIPUR ANNUAL REPOR ARSSKYRSLA | 2008



The largest shareholders in Saga Capital are as follows: | Steerstu hluthafar i Saga Capital eru eftirtaldir adilar:

12,07 %o 1,170,455000

SUNTAGAIMABT Nttt 10.31% i 1,000,000,000

913,043487

. ..700,000,000

5 e ABTAMTESTNGAICIAT. 1 s 5.1 5% s 500,000,000

S BT SIOATISIOTIUI w0 LT A% it 460,000,000

7 s GINUDVEIIAT ©INF.. s 8 AT O0% i, 400,000,000

8 et AAB IO s 3.09%..cciiss 300,000,000

9. SPAMNSJOAUT SVATTABEIA s s s B.09% it 300,000,000

100 Gt fJArfESUNGANTEIAG €N 2.69% .0 260,869,565

11 e SPAMSJOAUNNIN TN KEIBVIK st s s s s 2.09% s 260,869,565

Total | Samtals 64.56% 6,265,237,617
April 2009

SHAREHOLDERS | HLUTHAFAR ANNUAL REPORT | ARSSKYRSLA | 2008



MILESTONES OF OPERATIONS IN 2008 AFANGAR | REKSTRI ARID 2008




for the Icelandic stock market. As winter approached the pro-
portion of bond turnover kept increasing but the wake of the
collapse of Icelandic banks saw the securities market come to
an almost complete halt. Once markets were reopened turn-
over figures were much lower than before, on stock markets
and bond markets alike.

The collapse of the banks also meant that Icelandic municipali-
ties needed to seek new means of funding, as lending activi-
ties of financial institutions were limited. Capital Markets met this
need by managing bond issues for municipalities. Capital
Markets were in charge of the sale of bond classes worth ISK 3
pillion for the Municipality of Kopavogur and ISK 1 billion for
Arborg Municipality, with Icelandic pension funds representing
the majority of buyers. These bond classes were listed on the
lceland Stock Exchange; the first ime municipality bond classes
were listed on the Exchange since 2005.

The year 2009 has got off to a bright start. Capital Markets have
managed bond issues for two municipalities and for the Insti-
tute of Regional Development in the first two months of the
year; a sign that Saga Capital will play an important role in the
funding of municipalities through bond issues for the remainder
of the year.

CORPORATE FINANCE | Saga Capital's Corporate
Finance department provides advice and assistance on acqui-
sitions, sale, mergers and takeovers of companies and operating
units. Corporate Finance’s activities in 2008 were characterised

markadinn. Med haustinu hélt hlutfall skuldabréfaveltu afram
ad aukast en i kjolfar lbankahrunsins stodvudust timabundid
naer ol vidskipti med verdbref. begar markadir voru opnadir
ad nyju voru veltutdlur mun leegri, beedi & hlutabréfa- og
skuldabrefamarkadi.

Bankahrunid hafdi einnig pau ahrif ad sveitarfélog landsins
purftu ad leita nyrra flarmognunarleida par sem fjarmalastofn-
anir héldu ad sér hondum vid ad veita ny utlan. Markadsvidskipti
Saga Capital maettu peirri porf med umsjon skuldabréfautboda
fyrir sveitarfélog. Markadsvioskipti Saga Capital sau um solu a
priggja milllarda skuldabréfaflokki fyrir Kopavogsbee og eins
milljards skuldabréfaflokki fyrir Sveitarfélagid Arborg, en steerstu
kaupendur skuldabrefanna voru islenskir lifeyrissjodir. Pessir skulda
bréfaflokkar voru i kjolfari® skradir i Kaupholl islands og var petta
i fyrsta sinn sidan arid 2005 sem skuldabréfaflokkar sveitar-
felaga voru skradir i Kauphaollina,

Arid 2000 fer vel af stad. Markadsvidskipti hafa haft umsjon med
skuldabrefautbodum tveggja sveitarfélaga og Byggdastofnunar
a fyrstu tveimur manudum arsins og fyrirsed er ad Saga Capital
muni sinna mikilveegu hlutverki  flarmognun sveitarfélaga med
skuldabrefautbodum pad sem eftir lifir ars.

FYRIRTA KJARADGJ(SF | Fyrirteekjaradgjof Saga
Capital veitir radgjof og adstod i tengslum vid kaup, solu, sam-
runa og yfirtoku fyrirteekja og rekstrareininga. Starfsemi Fyrirteekja-
radgjafar arid 2008 einkenndist af miklum hreeringum a fjar-
malamaorkudum og breytingu & ollu starfsumhverfi.

MILESTONES OF OPERATIONS IN 2008 | AFANGAR | REKSTRI ARID 2008

"..Saga Capital will play an important role in the
funding of municipalities through bond auctions

for the remainder of the year”

by the seismic events on financial markets and a drastic change
in the operational environment.

Despite the difficult conditions, Corporate Finance worked on
various projects. As an example, in early 2008 Saga Capital
managed the sale of Air Iceland’s fleet of Twin Otter aeroplanes,
when the airline decided to separate the operation of the Twin
Otters from other operations, selling all assets in relation to the
planes. Saga Capital was in charge of all advice concerning the
separation and sale of the operations.

In March, Corporate Finance oversaw the merger of Islenskir
fiallaleidsogumenn ehf. (celandic Mountain Guides) and Islands-
flakkarar ehf; resulting in one of the largest outdoor activities
companies in Iceland, offering a variety of hiking, incentive and
adventure trips. Saga Capital also facilitated Icelandic Mountain
Guides’ purchase of Islenski ferdamarkadurinn ehf, a company
specialising in servicing foreign tourists and selling various day
trips, sightseeing tours and other entertainment.

Corporate Finance also played a role in the sale of Islandia Hotel ehf,
operator of Islandia Hotel Nupar, located near mount Lomagnupur,
around midway between Kirkjubaejarklaustur and Skaftafel.

. fyrirs€d er ad Saga Capital muni sinna mikil-
vaegu hlutverki | fiarmognun sveitarfélaga med

skuldabreéfautbodum pad sem eftir lifir ars'”

Pratt fyrir erfitt arferdi vann Fyrirtaekjaradgjof ad morgum fiol-
breyttum verkefnum. Sem deemi ma nefna ad snemma éars
2008 onnudust starfsmenn Saga Capital solu & Twin Otter
flugvelum Flugfélags Islands pegar Flugfélagid akvad ad skilja
rekstur Twin Otter flugvélanna fra &drum rekstri og selja paer
eignir sem fylgdu flugvelunum Ut Ur fyrirtaskinu. Saga Capital s&
um alla radgjof vardandi adskinad & rekstrinum og solu hans.

[ mars hafdi Fyrirtaekjaradgjof miligongu um sameiningu Islenskra
fiallaleidsdbgumanna ehf. og Islandsflakkara ehf. en vid pessa
sameiningu vard il eitt ¢flugasta Utivistarfyrirteeki landsins 1 rekstri
0g solu & gbngu-, hvata- og eevintyraferdum. Saga Capital hafoi
jafnframt milligongu um kaup Islenskra fiallaleidsdgumanna ehf,
a Islenska ferdamarkadnum ehf. sem hefur sérhaeft sig | pjonustu
vid erlenda ferdamenn og selur fidloreytt Urval dagsferda,
skodunarferda og affreyingar.

Pa hafdl Fyrirteekjaradgjof Saga Capital miligongu um solu &
Islandia Hotel enf. sem rekur Islandia Hotel Nupar sem er stadsett
{ landi jardarinnar NUpa vid Lomagnup, um midja vegu a milli
Kirkjubasjarklausturs og Skaftafells.

Paer gridarmiklu sviptingar sem urdu & fiarmalamaorkudum seinni
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The financial crisis in the latter part of 2008 led to a decrease in
the trading of companies both domestically and internationally.
However, every cloud has a silver lining, as the crisis involves many
possibilities and exciting investment opportunities, and it seems
likely that company mergers will increase in the course of 2009,

DEBT FINANCE | The year 2008 was in many ways an
unusual year for lending departments of Icelandic banking
institutions. New lending by Saga Capital’s Delot Finance division
was minimal but nevertheless the value of Saga Capital's loan
portfolio increased by 53% in Icelandic krona. The increased
lending amount is first and foremost due to the excessive
depreciation of the krona, as a large part of the bank’s loan
portfolio is in foreign currency.

Like other credit institutions in Iceland, Saga Capital has lbeen
affected by the great uncertainty on the markets. Many of the
bank’s clients have fared well while others have experienced
major difficulties. The bank's employees have done their best
to assist and find solutions for clients in need of such services.

The consequence of these disastrous events is that the bank’s
provision for bad and doubtful debts and guarantees amounted to
ISK 1955 million for the year 2008 compared to 29 million for 2007.

The year 2009 has got off to a promising start for Debt Finance
and despite the difficulties facing the Icelandic economy there
is a wide range of opportunities on the horizon for a specialised
bank like Saga Capital.

hluta arsins 2008 leiddu medal annars til minnkandi vidskipta
med fyrirtaski & innlendum sem erlendum markadi. En fatt er
svo med ollu illt, pvi ljost er ad i pessum hreeringum felast
miklir moguleikar og spennandi fiarfestingarteekifeeri og utlit
er fyrir ad mikid verdi um samruna fyrirteekja pegar lida tekur
a aridv 2009.

UTLANASVID | Ario 2008 var um margt chefdbundiod ar i
utlanastarfsemi islenskra bankastofnana. Pannig voru nyjar lanveit-
ingar hja Utlanasviol Saga Capital f lagmarki en préitt fyrir pad jokst
uppheed Utldna Saga Capital urmn 53% f islenskum kronum. Aukning
utlananna var fyrst og fremst knuin afram af mikilli velkingu kron-
unnar en stor hiuti lanasafns lbankans er i erlendri mynt.

Likt og adrar lanastofnanir landsins hefur Saga Capital ekki fario
varhluta af peim mikla oroa sem geisad hefur & morkudum.
Fyrirteekjum | vidskiptum vid bankann hefur mérgum vegnad
ageetlega en onnur hafa lent i 6lgusjo og starfsmenn bankans
hafa lagt sig alla fram vid ad adstoda og vinna ad lausnum meo
peim vidskiptavinum sem hafa purft & pvi ad halda.

Afleidingin af pessum miklu sviptingum er su ad afskriftir Utlana
og abyrgda voru 1,955 milljonir & arinu 2008 samanborid vid
29 milljonir arid 2007,

Arid 2009 fer po vel af stad hja Utlanasvidi og ljiost er ad pratt
fyrir paer hremmingar sem islenskt atvinnulif er ad ganga i
gegnum eru morg teekifeeri framundan fyrir sérhasfoan banka
eins og Saga Capital.

MILESTONES OF OPERATIONS IN 2008 | AFANGAR [ REKSTRI ARID 2008

PROPRIETARY TRADING | During the first months
of 2008 it was decided to significantly reduce risk in the bank’s
portfolio. This operation went as planned and by mid-year the
bulk of the portfolio consisted of bonds issued in lceland.

Domestic and foreign financial markets experienced difficulties
during the year and at the tail end of 2008 some unprece-
dented events occurred, resulting in the collapse of the three
Icelandic commercial banks. The consequences of this system
breakdown are huge and the collapse had a considerable
impact on Saga Capital's portfolio. As a result, a massive effort
to guarantee and preserve the bank’s equity was undertaken.
The conclusion is, that despite the major setbacks in 2008, the
bank’s equity base remains solid, ensuring a safe future for the
ank on the domestic market.

"...every cloud has a silver lining, as the crisis involves

many possibilities and exciting investment opportu- moguleikar og spennandi fiarfestingarteekifaeri og

nities, and it seems likely that company mergers wil utlit er fyrir ad mikid verdi um samruna fyrirtaekja

increase in the course of 2009

EIGIN VIDSKIPTI | A fyrstu méanudum arsins 2008 var
tekin sU akvérdun ad draga verulega Ur éhaettu | eignasaimi bankans.
Su adgerd kst med agastum og var steersti hiuti eignasafnsins
um mitt arid 1 skuldabrefum Utgefnum af innlendum adilum.

Innlendir og erlendir fiarmalamarkadir attu erfitt uppdrattar &
arinu og a seinni hluta arsins attu sér stad atburdir sem eiga
seér faar hlidstesdur og hrun islensku vidskiptabankanna
priggja vard stadreynd. Afleidingar pessa kerfishruns eru
gridarlegar og sviptingarnar hofou wluverd ahrif & eignasafmn
Saga Capital. I kjolfarid hefur mikil vinna verid 16gd i ad tryggja
og vardveita eigio fé bankans. Nidurstadan er su ad pratt fyrir
pau miklu aféll sem urdu & arnu 2008 er eiginfiargrunnur
bankans afram sterkur sem tryggir érugga framtid bankans
& innlendum markadi.

s jost er ad | pessum hreeringum felast miklir

pegar lida tekur & arid 2009
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GOOD CORPORATE GOVERNANCE

Since Saga Capital began operation, it has upheld a policy of
comprehensive professionalism in all its activities. Saga Capital's
employees strive to secure full confidentiality and equality towards
and among their customers, with great emphasis on transpar-
ency as regards shareholders and clients. Risk management
and compliance are vital parts of the bank’s activities, which
along with the bank’s other operations are regularly reviewed
by the Internal Auditor. The Internal Auditor reports his or her
findings to the Board and to the Financial Supervisory
Authority twice a year.

Saga Capital deems it of the utmost importance to guarantee
that the bank's compliance is always first class. The bank’s
Compliance Officer is independent and thus conducive t©
Saga Capital's healthy and credible operations. Saga Capital's
Compliance Officer is appointed by the bank’s Board of Direc-
tors, subject to the review of the bank’s Internal Auditor and
regularly reports to the bank’s Board of Directors. The Compli-
ance Officer's obligation is to ensure that the bank’s activities
are always in accordance with current laws and regulations.
Saga Capital has adopted the following rules pertaining to
good corporate governance:

a. Rules of procedure for trading in own account. The objec-
tive of these rules is to ensure impartiality towards customers
and equality among them, to prevent conflicts of interest, to
guarantee that employees are independent in their work, and

GOPIR STJORNARHATTIR

Fra stofnun Saga Capital hefur pad verid stefna bankans ad vidhafa
fagleg vinnubrogd 1 allr starfsemi sinni. Starfsmenn Saga Capital
leggja sig fram vid ad geeta fyllsta trunadar og jafnreedis gagnvart
vidskiptamonnum sinum og mikil ahersla er 1690 & gegnsaei gagn-
vart hiuthéfum og vidskiptamonnum. Pa er

rik ahersla 16gd a ahaettustyringu og Starfsmenn Saga

regluvorslu sem, asamt annarri starfsemi
bankans, er yfirfarin af innriendurskodanda

med reglubundnum heetti. Innri endur- fram v|é aé g%ta fy”sta

skodandi skilar skyrslu um storf sin il
stjornar og Farmalaeftirlitsins tvisvar & éri

gagnvart vidskiptam-

Saga Capital telur mjog mikiveegt ad reglu-

varsla bankans sé avallt i heesta geeda- onnum sinum o9 mikil

flokki. Regluvordur bankans er sjélfstaedur
i storfum sinum og studlar pannig ad heil-

brigdum og truverdugum rekstri Saga gegnsasi gagnvart

Capital. Regluvérdur Saga Capital er ti- AlUthafurm og

nefndur af stjom bankans og er undir eft-

iriti Innri endurskodanda og skilar reglu- vioskiptamdnnum"

lega skyrslum til sfornar um storf sin.

Regluvordur hefur eftirlit med ad starfsemi bankans se avallt f sam-
resmi vid 16g og reglur hverju sinni. Saga Capital hefur sett ser
eftirfarandi reglur sem Iuta ad godum stjornarhattum:

a. Verklagsreglur um eigin vidskipti. Hafa pad ad markmioi
ad studla ad ohlutdrasgni gagnvart vidskiptavinum og jafnraedi

GOOD CORPORATE GOVERNANCE | GODBIR STUORNARHATTIR

Capital leggja sig employees strive to

trdnadar og jafnreedis and equality towards

ahersla er 16go a

regards shareholders

to safeguard confidentiality and credibility relating to Saga
Capital's proprietary trading.

b. Rules of procedure for the board of directors. These rules
are intended to be conducive to equality in the handling of
issues presented to the board; they should guarantee inde-

pendent proceedings of a high stan-

"Saga Capital’s dard while preventing conflicts of inter-

ests in Saga Capital’'s activities. By
adopting these rules of procedure the

secure full conﬁdentiality platform for any trading by Board mem-

bers, affiliated companies and the bank
itself is strengthened, while at the same

and among their time Board members’ access to infor-

mation on customers is limited.

customers, with
great emphasis on c. Saga Capital’s rules on measures

to counteract money laundering and

transparency as the funding of terrorism. These rules

of procedure aim at preventing the
bank’s activities from being used for
and clients” money laundering or to finance terrorism.

By adopting these rules Saga Capital
meets the strict demands placed upon financial institutions
in connection with such issues both domestically and
internationally.

d. Saga Capital’s policy on conflicts of interest. This policy
is iIntended to prevent conflicts of interest between the bank

peirra a mill, koma 1 veg fyrir hagsmunaarekstra, tryggja ad
starfsmenn seu ohadir i storfum sinum og ad fyllsta trunadar og
traverdugleika sé geett i hvivetna i vidskiptum Saga Capital fyrir
eigin reikning.

b. Starfsreglur stjérnar. Er eetlad ad studla ad jafnrasdi vid
medferd peirra mala sem koma fyrir stjorn, tryggja vandada og
ohada malsmedferd sem og ad koma i veg fyrir hagsmuna-
arekstra | starfsemi Saga Capital. Med starfsreglum stjormar er
umgjord um oll vidskipti stjornarmanna, tengdra adila og
bankans styrkt og adgangur stjornarmanna ad upplysingum
um vidskiptamenn takmarkadur.

c. Reglur Saga Capital um varnir gegn peningapveetti og
fjarmoégnun hrydjuverka. Hafa pad markmid ad koma 1 veg
fyrir ad starfsemi bankans verdi nytt vid peningapveetti eda til
pess ad fiarmagna hrydjuverkastarfsemi. Med reglunum maetir
Saga Capital ytrustu kréfum sem gerdar eru | peim efnum til
flarmalafyrirteekja a innlendum og alpjodlegum vettvangi.

d. Stefna Saga Capital um hagsmunaarekstra. Er setlad er
ad koma i veg fyrir hagsmunadarekstra, milli bankans og vidskipte-
vina hans annars vegar og milli vidskiptavina bankans innbyrdis
hins vegar, einkum & svidi verdbrefavidskipta.

Regluvordur hefur eftirlit med ad framangreindum reglum seé
fylgt i starfsemi bankans og hefur forgéngu um tulkun &
reglunum. Hann sér um kynningu & reglunum, endurskodun
peirra og endurmenntun gagnvart starfsmonnum.

ANNUAL REPORT | ARSSKYRSLA | 2008

35 i



and its customers on the one hand, and internally amongst the
bank’s customers on the other, particularly in the field of securi-
ties transactions.

The Compliance Officer monitors compliance with the albove-
mentioned rules in the bank's activities, and is the bank's
authority when it comes to interpret the rules. The Compliance
Officer is responsible for presenting the rules, reviewing them,
and for employee training and re-training.

e. Remuneration policy. The bank's remuneration policy is
proposed by the Board at the annual general meeting, where
it is then confirmed. The remuneration policy is binding for
the bank’'s Board of Directors regarding payments in the
form of shares in the bank, purchase and selling rights, first
options and other kinds of remuneration related to shares in
the bank or a development of their price. The objective of
presenting and approving the remuneration policy at the
pank’s annual general meeting is to set rules of proceed-
ings, providing shareholders with increased influence and
overview of the bank’s policies regarding remuneration for its
directors and Board members. This ensures the availability
of clear information regarding the remuneration of the bank’s
senior directors.

From the company’s inception, the remuneration of Saga
Capital's directors and employees have been moderate and
are comparable or lower than the current remuneration of
directors at the nationalised commercial banks,

e. Starfskjarastefna. Er 10g0 fram samkveemt tilldgu stjornar
bankans a adalfundi par sem hun er stadfest. Starfskjarastefnan
er bindandi fyrir stjorn bankans ad pvi er vardar greidslur i formi
hlutabrefa i bankanum, kaup- og solurett peirra, forkaupsrett og
annars konar greidsina sem tengdar eru hlutabréfum i bank-
anum eda proun & verdi peirra. Markmid med kynningu og
sampykkt starfskjarastefnu a adalfundi bankans er ad setja
malsmedferdarreglur sem veita hluthdfum aukin ahrif og yfirsyn
yfir stefnu bankans vardandi starfskjor stjornenda og stjormar-
manna. Pannig liggi avallt gloggar upplysingar fyrir um starf-
skjor eedstu stjornenda bankans.

Starfskjor stjornenda og starfsmanna Saga Capital hafa fra
stofnun bankans verid hofleg og eru sambeerileg eda lasgri en
kior stjornenda ndverandi rikisbanka.

LEIDBEININGAR UM ST_]éRNARHETTI
FYRIRTAEKJA | Fra stofnun hefur Saga Capital lagt rika
aherslu & goda stjornarheetti sem mikilveegan patt i ad tryggja
naudsynlegan trdverdugleika bankans og stornenda hans.
Saga Capital hof pvi ad eigin frumkvaedi innleidingu a annarri
utgafu Leidbeininga um stornarheetti fyrirtaekja, sem gefin var
Ut arid 2005 af Vidskiptarédi Islands, Kaupholl fslands og
Samtokum atvinnulifsins.

Skipun endurskodunarnefndar af stjorn bankans er hiuti af bessari
innleidingu. HUN hefur eftirlit med gerd reikningsskila, innri eftir-
litskerfum, innri- endurskodun, ahaettustyringu, endurskodun
arsrelknings og ©orum fjarhagslegum upplysingum og ohasdi

GOOD CORPORATE GOVERNANCE | GODBIR STUORNARHATTIR

INSTRUCTIONS ON CORPORATE GOV-
ERNANCE | Since Saga Capital began operation, the
bank has emphasised good governance practices as an
important part of guaranteeing the necessary credibility of the
bank and its directors. Therefore Saga Capital, on its own initia-
tive, started the implementation of the second edition of the
Instructions for Corporate Governance, issued in 2005 by the
lceland Chamber of Commerce, the Iceland Stock Exchange
and the Confederation of Icelandic Employers.

The appointment of a review committee is a part of this pro-
cess. The committee will observe accounting, internal moni-
toring systems, internal audit, risk management, the audit of
annual statements and other financial information, and the
independence of the bank’s auditor. In addition, the review
committee will submit a proposal for choosing an auditor or
auditing firm.

Implementation of the Instructions for Corporate Governance
will be completed in 2009.

INFORMED DIRECTORS AND EMPLOYEES |
Good corporate governance is rooted with the bank’s directors
and employees. Directors and employees must always e
informed of their duties and the rights of customers and share-
holders at any time.

In the beginning of each operating year of Saga Capital's Board
of Directors, all Board members and their substitutes are

endurskodanda. Endurskodunarnefnd gerir enn fremur tillogu
um val a endurskodanda eda endurskodunarfyrirteeki. Inn-
leidingu Leidbeininga um stjornarhaetti fyrirtackja verodur ad fullu
lokid & arinu 2009.

UPPLYSTIR STJORNENDUR OG STARFS-
MENN | Reetur godra stjornarhatta liggja hig sjormendum
og starfsmonnum bankans. Rik ahersla er 16gd a ad stjornendur
og starfsmenn séu avallt upplystir um skyldur sinar og réttindli
vidskiptamanna og hluthafa hverju sinni.

[ upphafi hvers starfsars stjormnar Saga Capital er adal- og
varamonnum | stjorn afhent handbok med helstu 1bgum og
reglum sem gilda um starfsemi bankans og a fpeim markadi
sem hann starfar. Einnig er peim afhent handbok sem inni-
heldur allar innri- starfsreglur bankans. P& er arlega afhent
handbok sem unnin er af Logireedisvidi bankans par sem itar-
lega er farid yfir skyldur og abyrgd stjornarmanna. Framan-
greindar handbaekur eru uppfeerdar pegar tilefni gefst til.

Nyjum stjornendum sem og odrum starfsmonnum er skylt ad
taka patt i serstoku nylidanamskeidi pegar peir hefia storf, par
sem starfsemi Saga Capital og peer reglur sem bankinn starfar
eftir eru kynnt. Einnig eru reglulega haldin endurmenntunar-
namskeid fyrir alla starfsmenn auk sértaskra namskeida a
viokomandi sérsvidum starfsmanna.

FRUMKVEDI UM FRAMPROUN FJARMALA-
MARKADBA | Umrot sidustu missera hefur leitt til falls
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handed a manual containing the latest version of the law and
regulations applying to the bank’s activities and the market in
which it operates. They also receive a manual containing all the
bank’s internal rules of procedure. Annually, a manual com-
posed by the bank’'s Legal Department is delivered, detailing
the duties and responsibilities of Board members. The above
manuals are updated when needed.

New directors and other employees are obliged to attend a
special course for new recruits when they start working for the
bank, where the activities of Saga Capital and the rules gov-
ering the bank are presented. There are also regular re-training
courses for all employees, in addition to specialised courses in
the respective employees’ field of expertise.

INITIATIVEFORTHE FORWARD DEVELOP-
MENT OF FINANCIAL MARKETS | The uproar
during the last few months has led to the collapse of four Ice-
landic commercial banks, which have since lbeen nationalised by
the government. Currently Saga Capital is one of the largest pri-
vately owned financial institutions in Iceland relative t© equity. This
provides new opportunities as well as a new role, which Saga
Capital will take seriously and perform responsibly. Saga Capital
has set its sights on always being at the forefront in development
and implementation of new and improved corporate governance,
taking the initiative in an informed debate on the forward develop-
ment of financial markets,

fiogurra islenskra vidskiptabanka sem teknir hafa verid yfir af
stjornvéldum. NU er svo komid ad Saga Capital er eitt steersta
flarmalafyrirtaeki & Islandi i einkaeigu, midad vid eigid fé. | bessu
felast ny soknarfeeri sem og nytt hlutverk sem Saga Capital
mun taka alvarlega og sinna med abyrgum heetti. Saga Capital
hefur einsett sér ad vera avallt | fararbroddi 1 proun og inn-
leidingu nyrra og beettra sfjornarhatta og taka frumkvesdi i
upplystri umresdu um framproun fiarmalamarkada.

GOOD CORPORATE GOVERNANCE GOPIR STJORNARHATTIR

"Saga Capital has set its sights on always lbeing
at the forefront in development and implementa-
tion of new and improved corporate governance,
taking the initiative in an informed debate on the

forward development of financial markets”

,Saga Capital hefur einsett sér ad vera avallt i

fararbroddi { broun og innleidingu nyrra og beettra

stjornarhatta og taka frumkveedi I upplystri

umraedu um framproun fiarmalamarkada’”
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RISK MANAGEMENT

The unprecedented events that have taken place in the Icelandic
and international financial markets have radically changed the
operational environment of companies and organisations.
Under these ever-changing and unstable conditons Saga
Capital's emphasis on an accurate, extensive and active risk
management has proved its worth time and time again.

Saga Capital’s risk management is based
on three elements:

1. Decision making: An organised platform for all decisions
related to risk exposure

2. Risk control: A defined decision making process when
risks are taken

3. Monitoring: Active monitoring of existing risks

The main risk factors in Saga Capital’s
operations are:

1. Counterparty risk: The risk of loss due to changed credit
standing of a counterparty or borrower

2. Marketrisk: The risk of loss due to fluctuations in interest rates,
the market price of securities or foreign exchange rates

3. Operational risk: The risk of loss due to mistakes, system
faillures or external events

4. Liquidity risk: The risk of loss due to the bank not being
able to meet its liabilities when they are due

RISK MANAGEMENT | AHATTUSTYRING

Decision making

Risk control

Monitoring

.....................................................................................................................

Counter-
party risk

Credit
committee

Lending process

Weekly monitoring of
loans and defaults

Quarterly review of
loan portfolio

Market
risk

Operational
risk

.....................................................................................................................

Liquidity
risk

Market risk
committee

Security
committee

Asset liability
committee (ALCO)

Investment

process

Training of staff

Documented busi-
ness processes

Separation of
operational areas

Financing process

Daily reports on
market, interest rate
and currency risks

Registration of ope-
rational incidents

Weekly reports on
operational incidents

Weekly reports on
liquidity position and
cash flow

Akvardanataka

Ahzettustjérnun

Eftirlit

Motadila-
ahaetta

Lananefnd

Utlanaferli

Vikulegt eftirlit med
utlanum og vanskilum

Arsfiordungsleg uttekt
a utlanasami

..................................................................................................................

Markads-
ahaetta

Markads-
ghasttunefnd

Daglegar skyrslur um
markads-, vaxta- og
gjaldeyriséhaettu

Rekstrar-
ahaetta

Oryggisrad

Freedsla starfsfolks

Skrad verkferli

Adgreining
starfssvida

Skraning rekstraratvika

Vikulegar skyrslur um
rekstraratvik

....................................................................................................................

Lausafjar-
ahaetta

Lausafjarmefnd
(ALCO)

Fjarmognunarferli

Vikulegar skyrslur um
lausafjarstvdu og
greidsluflzedi

AHETTUSTYRING

Paer gridarlegu sviptingar sem ordid hafa & islenskum og
alpjodlegum flarmalamarkadi hafa gjorbreytt rekstrarumhverfi
fyrirtaekja og félaga. | pessu sibreytilega og ostoduga umhverfi
hefur ahersla Saga Capital & nakveema, itarlega og virka aheettu-
styringu margsannad sig.

Aheettustyring Saga Capital byggir
a premur lidum:

1. Akvardanataka: Skipulagour vettvangur fyrir alla
akvardanatoku sem vardar ahaettu

2. Ahaettustjérnun: Skilgreint akvorounarferli pegar
tekin er ahaetta

3. Eftirlit: Virkt eftirlit med peirri ahaettu sem pegar er til stadar

Helstu aheettupeettir i rekstri
Saga Capital eru:

1. Moétadiladheetta: Heetta & tapi vegna breytts greidsluheefis
motadila eda lantakanda

2. Markadsahaetta: Haetta a tapi vegna breytinga
a voxtum, markadsgengi verdbréfa eda gengi gjaldmidla

3. Rekstraraheetta: Hastta a tapi vegna mistaka, kerfisbilana
eda ytri atburda

4. Lausafjaraheetta: Hestta a tapi vegna pess ad
ankinn geti ekki stadio vid skuldbindingar sinar
pegar peer gjaldfalla
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ENDORSEMENT BY THE BOARD OF
DIRECTORS AND THE CEO

To the shareholders of Saga Capital Investment Bank hf.
Saga Capital provides its customers with services in relation to
corporate advisory service, loans and brokerage services. The
financial statements of Saga Capital Investment Bank hf. are
prepared according to International Financial Reporting Stan-
dards (IFRSs), as adopted by the EU.

Return and equity. The Bank incurred a loss on its operation
in the year 2008 in the amount of ISK 3,673 million according to
the income statement. Equity at year end amounted to ISK 6,178
million according to the balance sheet. The Bank’s equity ratio
calculated according to law on financial companies was 15,1%
at year end 2008. According to the law, the ratio shall not be
lower than 8%. The Bank’s Board of Directors proposes that no
dividends shall be paid to shareholders in the year 2009 due to
the operating year 2008, but there is no precondition for divi-
dend payment according to law. Reference is made to the
financial statements for further information on allocation of profit
or loss and other changes in equity.

Overview of main events of the year. At the beginning of
October, an Emergency Act on financial markets was passed
and resolution committees were established to take over the
commercial bbanks. The fall of the banks and the development
of financial markets in general has significantly affected the
operation of the Bank and has had as well extensive effect on

ENDORSEMENT BY THE BOARD OF DIRECTORS AND THE CEO

the business environment. The ability of the Bank's customers
to repay thelr liabilities with the Bank has decreased and pre-
cautionary write-downs have thus increased considerably. It will
take some time to evaluate the definitive effect of the fall of the
banks. The Bank had both assets and liabilities in the commer-
cial banks at the time they were taken over by the Icelandic
Financial Supervisory Authority. The Bank has assessed these
balances and recognised the effect in the financial statements.

During the year, the Bank interceded liquidity facility to Glitnir

bank hf. and Kaupthing bank hf. with REPO and securities
lending transactions with the Icelandic Central Bank. As collat-
eral for the mortgage credit from the Icelandic Central Bank the
Bank provided bonds purchased from Glitnir bank hf. and
Kaupthing bank hf. Following the fall of both Glitnir bank hf. and
Kaupthing bank hf, the Bank had to provide further assets as
collateral for the mortgage credit from the Icelandic Central
Bank. At the end of the year, the State Treasury acquired from
the Icelandic Central Bank its claim on the Bank according t©
the mortgage credit and thereby the relevant collaterals were
transferred to the State Treasury. Notes 37 and 46 to the finan-
cial statements include further information thereon.

Shareholders. At year end 2008, the Bank’s total share capital
amounted to ISK 9,700 million, whereof the Bank’'s own shares

amounted to ISK 127 million. Shareholders numbered 97 at year :

end compared to 93 the previous year. At year end, two share-
holders held more than 10,0% Iin the issued share capital of the
Bank, Porvaldur Ludvik Sigurjonsson, with a 121% share and
Sundargardar ehf, with a 10,3% share.

Opinion and endorsement by the Board of Directors and
the CEO. According to the best knowledge of the Board of
Directors and the CEO, the financial statements of the Bank are in
accordance with International Financial Reporting Standards (IFRS)
as adopted by the EU and it is the opinion of the Board of Direc-
tors and the CEO that the financial statements give a fair view of
the Bank’s financial performance in the year 2008, assets, liabiliies
and its financial standing as at 31 Decembber 2008 and changes
in cash and cash equivalents during the year 2008,

Furthermore, it is the opinion of the Board of Directors and the
CEOQ that the financial statements and the endorsement by the
Board of Directors and the CEO include a fair overview of the
development and results in the Bank’s operation, its standing
and describes the Bank’s main risk exposure.

The Board of Directors and the CEO of Saga Capital Investment
Bank hereby confirm the Bank's financial statements for the

year 2008 by means of their signatures.

Akureyri, 21 April 2009.

The Board of Directors

Halldor Johannsson, Chairman

Johann Antonsson
Z

Robert Melax

r
Gunnar Thor Gislason ﬁmb“/%

Sindri Sindrason

Thorvaldur Ludvik Sigurjonsson, CEO
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INDEPENDENT AUDITOR,S REPORT

To the Board of Directors and shareholders of Saga Capital
Investrment Bank hf.

We have audited the accompanying financial statements of
Saga Capital Investment Bank hf, which comprise the balance
sheet as at December 31, 2008, and the income statement,
statement of equity and cash flow statement for the year then
ended, and a summary of significant accounting policies and
other explanatory notes.

Management’s Responsibility for the Financial Statements
Management is responsible for the preparation and fair pre-
sentation of these financial statements in accordance with
International Financial Reporting Standards as adopted by the
EU. This responsibility includes: designing, implementing and
maintaining internal control relevant to the preparation and fair
presentation of financial statements that are free from material
misstatements, whether due to fraud or error; selecting and
applying appropriate accounting policies; and making account-

INDEPENDENT AUDITOR'S REPORT

ing estimates that are reasonable in the circumstances.

Auditor’s Responsibility. Our responsibility is t©© express an
opinion on these financial statements based on our audit. We
conducted our audit in accordance with International Stan-
dards on Auditing. Those standards require that we comply
with relevant ethical requirements and plan and perform the
audit to obtain reasonable assurance whether the financial
statements are free of material misstatement.

An audit involves performing procedures to obtain audit evi-
dence about the amounts and disclosures in the financial
statements. The procedures selected depend on the auditor's
judgement, including the assessment of the risks of material
misstatement of the financial statements, whether due to fraud
or error. In making those risk assessments, the auditor con-
siders internal control relevant to the entity’s preparation and
fair presentation of the financial statements in order to design
audit procedures that are appropriate in the circumstances,

put not for the purpose of expressing an opinion on the effec-
tiveness of the entity’s internal control. An audit also includes
evaluating the appropriateness of accounting principles used
and the reasonableness of accounting estimates made by
management, as well as evaluating the overall presentation of
the financial statements.

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

Opinion. In our opinion, the financial statements give a true and
fair view of the financial position of the Bank as at December 3],
2008, and of its financial performance and its cash flows for the
year then ended in accordance with International Financial
Reporting Standards as adopted by the EU.

Emphasis of matter. \Without qualifying our opinion, we would
like to draw the attention to note 48 to the financial statements,
which discusses probable effect of unimplemented provisions
of EU Directives on the Bank’s equity ratio.

Akureyri, 21 April 2009,
KPMG Endurskodun Akureyri hf.

Arnar Arnason

Reynir Stefan Gylfason
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INCOME STATEMENT FOR THE YEAR 2008

Notes
Interest income
IMEMESTEXDENSES oo
Net interest income from ordinary operation . -
Financial liability recognised through profit or 10Ss e
Netinterest income e
Fee income
P OO 1SS e
et e NCOme e 20
Expenses on financial assets and liablilities 21
Various Operating rEVENUE oo
Total other operating income
Net operating income (negative)
Salaries and salary related expenses 23
Other operating expenses
Depreciation of property, plant and equipment o
Total operating expenses e
Impairment loss on loans 7-8
Loss before income tax e
Income tax o7

Loss for the year

Notes on page 55 - 102 are an integral part of these financial statements | Amounts are in ISK thousand

INCOME STATEMENT FOR THE YEAR 2008

2008 2007
4,217,623 1,068,583
( 3227442) ( 927747)
990,180 140,836
6,970,229 0
7,960,409 140,836
286,490 415,265
( 206,701)  ( 103,575)
79,788 311,690
( 10,797128) ( 908,361)
47,750 7,750
( 10,749,375) ( 900,611)
( 2709178) ( 448,085)
435,663 243,193
445,513 267,065
40,973 19,974
922,149 530,222
1,895,965 29,245
( 5627292) ( 1,007,552)
1,854,055 182,871
( 3673237) ( 824,681)

BALANCE SHEET 31 DECEMBER 2008

Notes
Assets
Cash and cash equivalents 29
Receivables from credit institutions 30-31
Trading assets 32
Financial assets designated at fair value 35-37
Loans to customers 38-40
Intangible assets 41
Property, plant and equipment 42
Deferred tax asset 43
OUIETBSSEIS | oo 44
............................................................................................................................. Total assets
Liabilities
Trading liabilities 45
Borrowings 46
QU HEDIIIES e a7
........................................................................................................................ Total liabilities
Equity

Share capital

Share premium

Other restricted capital
Accumulated deficit

Total equity  48-49

Total assets and liabilities

Notes on page 55 - 102 are an integral part of these financial statements | Amounts are in ISK thousand

2008 2007
393,557 1,059,303
1,104,945 803,779
1,092,757 22,888,547
10,620,957 6,039,068
3,587,854 3,656,459
33,908 36,617
70,109 67421
2037507 183,451
367873 3,713,418
29,309,467 38,448,063
64,308 232,688
22,397,372 23,297,521
670,081 5,168,251
23,131,761 28,698,460
9,573,331 9,554,645
1045163 1,022,283
59,774 0
4,500562) ( 827,325)
6,177,706 9,749,603
29,309,467 38,448,063
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STATEMENT OF EQUITY FOR THE YEAR 2008

Changes in equity in the
year 2007

Equity at 1 January 2007

Paid in share capital

Purchased own shares (
Loss for the year

Changes in equity in the year 2008

Equity at 1 January 2008

Accrued cost due to share options
Sold own shares

Purchased own shares (
Loss for the year

Other
Share Share restricted Accumulated

Capital premium capital deficit Total
5000 0 0 2,644) 2,356
9,666,314 1,074,784 0 0 10,741,098
116,669) ( 52,501) 0 0 ( 169,170)
0 0 0 824,681) ( 824,681)
9,554,645 1,022,283 0 827.325) 9,749,603
9,554,645 1,022,283 0 827325) 9,749,603
0 0 59,774 0 59,774

173,686 34,526 0 0 208,212
155,000) ( 1,646) 0 0 166,646)
0 0 0 3673237) ( 3,673,237)
9,573,331 1,045,163 59,774 4,500,562) 6,177,706

Notes on page 55 - 102 are an integral part of these financial statements | Amounts are in ISK thousand

NOTES TO THE FINANCIAL STATEMENTS

CASH FLOW STATEMENT FOR THE YEAR 2008

Cash flows from operating activities:

Loss before income tax

Operating items not affecting cash flows:
Indexation recognised
Financial liability stated at fair value
Accrued cost due to share options
Amortisation of intangible assets
Depreciation of property, plant and equipment
Impairment loss on loans

Changes in operating assets and liabilities:
Receivable from credit institutions
Trading assets
Financial assets designated at fair value
Loans and receivables
Other assets
Trading liabilities
Borrowings
Other liabilities

Cash Flow Statement continued on next page

Notes on page 55 - 102 are an integral part of these financial statements | Amounts are in ISK thousand

Notes

2008 2007
( 5527292) ( 1007.552)
341624 0
6.970.229 0
59,774 0

17668 6,253

23,306 13721
1,895,965 29,245

( 301166) ( 803,779)
1795790  ( 22,888,547)

( 4581,889) ( 6,039,068)
( 1613374) ( 3685,704)
3345545  ( 3,713,393)

( 168,380) 232688
5,728,456 23,297,521

( 4,751,802) 232688
( 706,005) ( 9,395,774)
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Investing activities:
Investment in intangible assets
Investment in property, plant and equipment

Financing activities:
Paid in share capital
Sold own shares
Purchased own shares

Cash and cash equivalents, (decrease) increase
Cash and cash equivalents at 1 January

Investments and financing activities without cash flow effect:

Loans and receivables
Redeemed own shares

Notes on page 55 - 102 are an integral part of these financial statements | Amounts are in ISK thousand

NOTES TO THE FINANCIAL STATEMENTS

42

29

14,958) 42007)
25,994) 75956)
40953) 117963)
0 10,741,097
208,212 0 :
127,000) 169,170) :
81,212 10571927
665,745) 1058190
1,059,303 1113
393558 1,059,303
39,646 0
39,646) 0

NOTES TO THE FINANCIAL STATEMENTS

GENERAL INFORMATION

1.

General information on Saga Capital Investment Bank hf.
Saga Capital Investment Bank hf. is an Icelandic limited liability
company with its headquarters at Hafnarstraeti 53, Akureyri.

The objectives of Saga Capital Investment Bank hf. are to
provide its customers with services in relation to corporate
advisory service, loans and brokerage services.

Basis of preparation

a) Statement of compliance

The Financial Statements have been prepared in accor-
dance with International Financial Reporting standards
(IFRS), as adopted by the EU.

The Financial Statements of Saga Capital Investment Bank
hf. were approved by its Board of Directors on 21 April 2009,

b) Basis of measurement
The Bank’s financial statements have been prepared on the
historical cost basis except for.

- trading assets and liabilities, including derivatives, which
are recognised at fair value,

- financial assets designated at fair value are recognised
at fair value

Note 18 includes further information regarding measure-
ment of fair values.

c) Functional and presentation currency

These financial statements are prepared and presented in
Icelandic kronas, which is the Bank’s functional currency. Al
financial information presented in Icelandic kronas has been
rounded to the nearest thousand unless otherwise stated.

d) Use of estimates and judgements

The preparation of the financial statements in conformity
with IFRS requires management to make judgements, esti-
mates and assumptions, that affect the application of
accounting policies and the reported amount of assets and
liabiliies as well as income and expenses. The estimates
and underlying assumptions are based on historical experi-
ence and various other factors that are believed to be rea-
sonable under the circumstances, the results of which form
the basis of making the judgements about carrying amounts
of assets and liabilites that are not readily apparent from
other sources. Actual results may differ from these estimates.

Estimates and underlying assumptions are reviewed on an
ongoing basis. Revisions t© accounting estimates are rec-
ognised in the period in which the estimates are revised
and in any future periods affected.

In particular, information about significant areas of estimation
uncertainty and critical judgements in applying accounting
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policies that have the most significant effect on the amounts
recognised in the financial statements are included in note 4.

SIGNIFICANT ACCOUNTING POLICIES

3. The accounting policies set out below have been applied con-
sistently to all periods presented in these financial statements.

a) Foreign currency

Transactionsin foreign currencies are translated at exchange
rates at the dates of the transactions. Monetary assets and
liabilities denominated in foreign currencies at the reporting
date are retranslated to the functional currency at the
exchange rate at that date. Non-monetary assets and liabili-
ties stated at cost value in foreign currencies are translated
to Icelandic kronas at the transaction date. Non-monetary
assets and liabilities denominated in foreign currencies that
are measured at fair value are retranslated to the functional
currency at the exchange rate at the date that the fair value
was determined. Foreign currency differences arising on
retranslation are recognised in the income statement.

b) Interest income and expenses

The effective interest rate is the rate that exactly discounts
the estimated future cash payment and receipts through
the expected life of the financial asset or liability, or where
appropriate, a shorter period, t© the carrying amount of the
financial asset or liability in the balance sheet. When the
effective interest rate is calculated the Bank estimates cash

Amounts are in ISK thousand

NOTES TO THE FINANCIAL STATEMENTS

flow considering all contractual provisions of the financial
instrument but does not allow for future credit losses. The
effective interest rate is established on initial recognition of the
financial asset and liabillity recognised at amortised cost value.

Interest income and expenses recognised in the income

statement consist of:

- Interest income on receivables from credit institutions,
based on the effective interest method and
amortised cost,

- interest income on loans to customers, based on the
effective interest method and amortised cost,

- interest expenses on borrowings and other financial lia-
bilities, based on the effective interest method and
amortised cost,

- fair value changes of trading assets and liabilities attribo-
utable to interest income and expense,

- fair value changes in financial assets designated at fair
value attributable to interest income and expense.

When a loan bears lower interest rates than market interest rates
it is recognised at fair value upon initial recognition. Fair value is
calculated as the present value of future payments, using market
interest rate at the date of origination. The difference between the
nominal amount of the loan and fair value is recognised in the
income statement. Sulbsequently interest expense is calculated
applying the interest rate used in determining the fair value.

c) Fee income and expenses

The Bank provides its customers with various services in exchange
for fees. Among this income is income due to contracts made on
behalf of customers, fee income due to securiies and bond
transacations, in addition to other income. Fee income is recogn-
ised in the income statement as the service is provided. Fees for
performance based services are recognised when premises for
the performance are met with,

Fee expenses are mainly payments due to service acquired by
the Bank. They are expensed as the service is received.

d) Net (expenses) income on financial assets and liabilities

Net (expenses) income on financial assets and liabilities include
net income and expenses on trading assets and liabilities as well
as on financial assets designated at fair value, and comprise of
dividend income and foreign exchange difference, and all realised
and unrealised fair value changes, except for fair value changes
attributable to interest income and expense. Interest income and
expenses on trading assets, trading liabilites and financial assets
designated at fair value are recognised among interest income
and expenses,

e) Employee benefits
i) Defined contribution plans
The Bank pays a contribution to pension funds due to
the Bank's employees and the obligation is recognised
in the income statement as salary related expenses as
they are incurred.

i) Share options

The fair value of options granted to employees is deter-
mined at grant date and recognised as an employee
expense over the period in which the employees
become unconditionally entitled to the options, with a
corresponding increase in equity. The annual amount
recognised as an expense is adjusted to reflect actual
vesting. The fair value of options is determined applying
the Black-Scholes valuation formula. The fair value is
based on assumptions regarding share price, the strike
price in the contracts, expected volatility of share price,
contract period, expected dividend payments and risk
free rates based on government securities.

f) Income tax expense

Income tax expense comprises current and deferred tax.
Income tax expense Is recognised in the income staterment
except to the extent that it relates to items recognised
directly in equity, in which case it is recognised in equity.

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

A deferred tax asset is calculated and recognised in the
financial statements. The calculation is based on the differ-
ence between balance sheet items according t© the tax
return on the one hand, and the financial statements on the
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other, taken into account carry forward tax losses. Differ-
ence of balance sheet items, as thus stated, is due to the
fact that income tax assessment is based on different
premises than the Bank’s financial statements and is in
main respect a temporary difference between the recogni-
tion of income and expenses in the tax return on the one
hand, and in the financial statement on the other.

A deferred tax asset is recognised only to the extent that it
is probable that future taxable profits will be available against
which the asset can be utilised. Deferred tax assets are
reviewed at each reporting date and are reduced to the
extent that it is no longer probable that the related tax loen-
efit will be realised.

g) Financial assets and liabilities

i) Recognition and derecognition of financial assets
and liabilities

Purchase and sale of financial assets are recognised on
the date of transaction. They are recognised at the date
that the Bank enters into an obligation to purchase or
sell the asset, except for loans and receivables, which
are recognised when funds are transferred 1o the borrower.

Financial assets are derecognised when the right to
receive cash flow from the asset no longer exists or
when the Bank has transferred considerably all risks and
rewards from the ownership.

Amounts are in ISK thousand

NOTES TO THE FINANCIAL STATEMENTS

AFinancial liability is recognised when the Bank becomes
a part of the contractual terms of an instrument. A finan-
cial liability is derecognised when the Bank’s obligation
is settled by payment, the creditor has renounced the
claim or the liability lapses.

The Bank makes transactions where recognised assets
in the balance sheet are transferred but the risk and
reward is retained in part or in full. If all or nearly all risk
and reward s retained the recognition of the asset in
the balance sheet continues. Transfer of assets where
nearly all risk and reward is retained consists for example
of securities lending and repurchases.

The right and obligations retained upon transition are each
recognised as assets and liabilities, whichever is applicable.
Upon transition where control over the asset is retained the
Bank continues to recognise the asset to the extent that
the participation continues to cover and on the basis of the
extent of the effects due to value changes of the trans-
ferred asset.

In certain transactions the Bank retains its right to pro-
vide services to transferred assets in exchange for fees.
The recognition of an asset is discontinued in full if it
meets with all the relevant requirements thereon. An
asset or a liability is recognised as for what relates to
service rights depending on wheter the service fee is
sufficiently high in order to cover the cost due to the

service (asset) or whether it is too low so that it will not be
able to cover the cost of the service (liability).

ii) Classification
See note 3. h), i), ), ), k) and |).

i) Off-setting

Financial assets and liabilites are set off and the net
amount is recognised in the balance sheet when the legall
right exists on off-setting and the Bank intends to settle on
a net basis.

Income and expensens are presented on a net basis
only when permitted by the accounting standards, or for
gains and losses arising from a group of similar transac-
tions such as in trading activities.

iv) Amortised cost measurement of financial assets
and liabilities

The amortised cost of a financial asset or liability is the
amount at which the financial asset or liability is mea-
sured at initial recognition, deducting principal repay-
ments, considering cumlative discount or premium
using the effective interest method. Premium and dis-
counting is the difference between the initial recognition
of the relevant financial instrument on the one hand and
the nominal amount on the other. In calculating the
amortised cost of financial assets impairment loss is
also taken into account, if any.

v) Fair value measurement

Fair value of financial assets and liabilities listed in an
active market is the same as their listed value. Valuation
methods are applied to other financial instruments in the
calculation of their fair value. A financial asset or a finan-
cial liability is considered to be listed in an active market
if official price is available from a stock exchange or other
independent party and if the price reflects real and reg-
ular market transactions between unrelated parties.

Fair value of financial instruments not listed in an active
market is determined by using valuation methods
reviewed on a regular basis. All valuation models used
shall be approved and tested to ensure that the results
reflect the data used.

Valuation methods can consist in the use of prices in
recent transactions between unrelated parties, use of
the value of other financial instruments comparable to
the instrument in question or the discounted cash flow
or other valuation models. When applying valuation
methods all factors are used that market parties would
use in a valuation and the methods are in accordance
with generally accepted methods for the valuation of
financial instruments. The Bank verifies on a regular
basis its valuation methods and makes tests thereon by
using prices obtained from active markets with the same
instrument, without adjustments or changes, or that are
ased on market information.
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Financial instruments are recognised at fair value upon
initial recognision. Market prices are considered to be
the best indication of fair value, even though fair value
according to valuation models is different from market
values. If there is a difference between the fair value due
t© a valuation method it is recognised in the income
statement based on the premises at each time and no
later than when market information becomes observable.

vi) Impairment of financial assets

The carrying amount of the Bank's financial assets, other
than trading assets and financial assets designated at
fair value, is reviewed at each balance sheet date to
determine whether there is any indication of impairment.
If any such indication exists, the asset's recoverable amount
is estimated.

An impairment is recognised in the income statement
whenever the carrying amount of an asset or its cash-
generating unit exceeds its recoverable amount.

Two methods are used to calculate impairment losses, one
Pased on an assessment of individual loans and the other
ased on a colective assessment. Losses expected as a
result of future events, no matter how likely, are not recognised.

Objective evidence of impairment includes information
about the following events and conditions:
- significant financial difficulty of the borrower;

Amounts are in ISK thousand

NOTES TO THE FINANCIAL STATEMENTS

a breach of contract, such as a default on install-

ments or on interest or principal payments;

- the bank grants the borrower, due to legal reasons or
reasons related to business and related to the bor-
rower’s financial difficulty, a concession in form of refi-
nancing, which the Bank would otherwise not consider,

- itis likely that the borrower will be bankrupt or will
undergo a financial recrganisation;

- active market is no longer available for the relevant
financial asset due to financial difficulty; or

- Observable indicators indicating measurable
decrease in the estimated future cash flow from a
loan group from the initial recognition of the assets,
though a decrease can not yet be identified on
single assets in the group, including:

- unfavourable changes in the borrower’s or the
group’s payment standing; or

- general macro-economical or local economical rea-

sons related to assets in the group.

Individually assessed loans

Impairment losses on individually assessed loans are deter-
mined by an evaluation of the exposures on a case-by-case
basis. The Bank assesses at each balance sheet date
whether there is any objective evidence that individual loans
are impaired. This method is applied to all individually signifi-
cant loans. The assessment takes into account:

- the Bank’s overall risk towards the customer;

- amounts and timing of estimated

payments and redemptions;

- likely payments to the Bank upon liquidation or
bankruptcy;

- how complex it is to determine the total amounts and assess-
ment of all receivables from borrowers and the extent of legal
and insurance related uncertainty at hand;

- sales value of collaterals (factors mitigating credit risk)
and probability of redemption; and

- probable reduction of cost upon collection of out-
standing amounts.

Impairment losses are measured as the difference between
the carrying amount of loans and receivables and the
present value of estimated cash flows discounted at the
assets” original effective interest rate. When a loan has vari-
able interests the discount rate used is the same and the
current effective interests of the loan. Losses are recogn-
ised in an allowance account, which will be entered to the
reduction of their carrying amount.

Collectively assessed loans

Where loans have been individually assessed and no evi-
dence of loss has been identified, these loans are grouped
together on the basis of similar credit risk characteristics for
the purpose of calculating a collective impairment loss. This
loss covers loans that are impaired at the balance sheet
date but which will not be individually identified as such until
some time in the future. The collective impairment loss is
determined after taking into account.

- future cash flows in a group of loans evaluated for impair-
ment are estimated on the basis of the contractual cash
flows of the assets;

- historical loss experience in portfolios of similar risk character-
istics (for example, by industry sector, loan grade or product)

- the estimated period between a loss occurring and that
loss being identified and evidenced by the establishment
of an allowance against the loss on an individual loan;

- management's experienced judgement as to whether
the current economic and credit conditions are such
that the actual level of inherent losses is likely to be
greater or less than that suggested by historical experience.

Estimates of changes in future cash flows for groups of
assets are consistent with changes in observable data from
period to period, for example changes in property prices,
payment status, or other factors indicative of changes in the
probabllity of losses on the group and their magnitude. The
methodology and assumptions used for estimating future
cash flows are reviewed regularly by the Bank to minimise
any differences between loss estimates and actual losses.

Write-off
Loans are written-off, partially or in full, when there is no real-
istic probability that they will be redeemed.

Reversal of impairment
If, in a subsequent period, the amount of an impairment
loss decreases and the decrease can be related objec-
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tively to an event occurring after the impairment was recog-
nised, the previously recognised impairment loss is recog-
nised in the income statement.

Calculation of the recoverable amount

The recoverable amount of the Bank's investments in financial
assets recognised at amortised cost value are calculated as
the present value of the estimated discounted future cash flow,
based on the original effective interest method.

The recoverable amount of other assets is the higher of the
net fair value or their value in use. When the recoverable
amount is assessed, the estimated future cash flow is dis-
counted based on the pre-tax discount rate, which reflects
current market conditions and the risk inherent with the
asset. For an asset not generating much independent cash
flow the recoverable amount is estimated for the cash gen-
erating unit to which the asset appertains.

h) Cash and cash equivalents

Cash and cash equivalents include cash, demand deposits
in the Central Bank and repayable on demand receivables
from credit institutions.

Cash and cash equivalents in the balance sheet are recog-
nised with accrued interests,

i) Loans and receivables from credit institutions
Loans and receivables from credit institutions consist of

Amounts are in ISK thousand
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restricted deposits with the Central Bank and other credit
institutions. Receivables from the Central Bank and credit
institutions in operation are recognised in the balance sheet
with accrued interests but receivables from credit institu-
tions taken over by the resolution commitees are recogn-
ised without accrued interests.

i) Trading assets

Trading assets are mainly acquired in order to make profit
on short term value changes or on broker fees. Trading
assets consist of bonds, shares and derivatives with posi-
tive fair value.

Trading assets are measured at fair value. Realised and
unrealised profit and loss on those assets is recognised in
the income statement. Fair value changes are recognised
on the one in net interest income and expenses (interest
factor of fair value changes) and on the other, among net
income and expenses on financial assets and liabilities (fair
value changes due to other factors). Interest and dividend
income on those assets is recognised in interest income
and dividends in the income statement. Trading assets are
not reclassified after initial classification.

Derivatives are financial instruments or other contracts,
which value is based on changes in underlying factors
(such as price of securities, goods or bonds, indices, cur-
rencies or interest rates), and require no or insubstantial
inital investrments compared to other comparable contracts

with comparable connection to changes in market factors
and that are settled at a determined time In the future.

The Bank uses derivatives in order t© gain on short term
price changes and to hedge against financial risk.

Derlvatives are recognised among trading assets and liabili-
ties in the balance sheet. They are recognised at fair value.
Fair value changes are recognised in the income statement
as interests (@mong interest income and interest expenses)
and exchange rate difference (@mong net income and
expenses on financial assets and liabilities). Derivative agree-
ments with positive balance are recognised in trading
assets and derivative agreements with negative balance
are recognised In trading liabilities.

Embedded derivatives, which are a part of other contracts
are treated as separate derivatives when economic charac-
teristics and risk are not closely connected with the host
contract, of which they are part, and the entire instruments
is not recognised at fair value through profit and loss.

The fair value of derivatives is determined in accordance
with the accounting policy defined in note 3(g)(v).

j) Trading liabilities

Trading liabilities consist of derivatives with negative fair
value, shortsellings and securities loans related to
shares and bonds.

k) Financial assets designated at fair value

The Bank designates certain financial assets upon initial
recognition as financial assets at fair value, where fair value
changes are recognised in the income statement, when
such classification includes more appropriate information
due to the following

) the classification eliminates or significantly reduces
accounting mismatch in measurement or  recognition,
which could arise when assets or liabllities are measured
or profit or loss thereon is recognised in a different way; or

ii) financial assets andlor financial liabiliies are managed
and return thereon is measured on afair value basis according
to the Bank's risk management and investment policy and
information to key management is provided in this way.

) Loans

Loans mainly consist of non-derivative financial instruments
with fixed or determinable payments that are not listed in an
active market, except for those instruments that the Bank
designates and recognises at fair value. Loans consist of
loans that the Bank grants to customers, loans granted by
the Bank together with other credit institutions and pur-
chased loans that are unlisted and the Bank does not intend
o sell in the nearest future.

Loans are initially stated at fair value, which is the loan
amount in addition to all transaction cost. Loans are then
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measured at amortised cost value, which is calculated
pased on the effective interest method. Accrued interests
are recognised as part of the carrying amount of loans.

m) Sales and repurchase agreement

Sales and repurchase agreements are agreements on sale
and repurchase of securities with the terms that the securi-
ties are repurchased at a fixed date and price. Purchase
and resale agreements are agreements made on the pur-
chase and resale of securities with the terms that the secu-
rities are resold at a fixed date and price. Initially received
cash and cash equivalents with accrued interests is recog-
nised in the balance sheet as loan from financial compa-
nies and the Central Bank. Initially paid cash and cash
equivalents with accrued interests is recognised as receiv-
ables from credit institutions. Accrued interests are recogn-
ised as interest expenses or interest income over the term
of each contract.

According to sales and repurchase agreements, control
over securities remains with the Bank during the contractual
term and the securities are continually recognised in the
balance sheet.

n) Lease agreements

The Bank classifies lease agreement lbased on whether the risk
and rewards inherent with the ownership of the leased asset are
transferred to the Bank or not. A finance lease is a lease contract
where risk and rewards inherent with the assets are materially

Amounts are in ISK thousand
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transferred over to the lessee. An operating lease contractis any :

lease not considered to e a finance lease contract,

Lease payments according to an operating lease where the
Bank is the lessee are expensed on a straightline basis :

over the contractual term of the lease agreement.

0) Intangible assets

Intangible assets, other than goodwill, are recognised at cost
less impairment and amortisation. Subsequently incurred cost
due to intangible assets is capitalised if it increases the value
of the asset. All other cost is expensed in the income state-
ment when incurred. Amortisation is recognised on a straight-
line basis in the income statement based on the estimated
useful life of intangible assets.  Intangible assets are amortised
from the time that they are taken into use. Software is amor-

tised over a three year period.

6) Property, plant and equipment

ltems of property, plant and equipment are capitalised at cost
less accumulated depreciation and impairent. Subsequently
incurred cost due to renewal of single items of property, plant and
equipment is capitalised as property, plant and equipment, if it is
likely thet future economic loenefits embodied within the item wil
go 10 the Bank and the cost can be assessed religbly. Al other
cost is expensed in the income statement when incurred. Depre-
clation is recognised on a straightine basis in the income state-
ment based on the useful life of single items of property, plant and

equipment. Estimated useful lives are specified as follows:

Furnishings 5 years
Tools and equipment . 3 years
VENICIES oot 5 years

Residual value is remeasured on an annual basis.

p) Impairment loss on other assets than financial assets
In addition to impairment loss on financial assets (see note 3(g)V),
an evaluation is made at each reporting date on whether the
Bank's assets, other than deferred tax asset, have incurred impair
mentloss. If any such indication exists the recoveralle amount of the
relevant asset is evaluated. The recoverable amount of the asset is
the higher of its value in use or the fair value teking into account sales
cost Inevaluating the value in use the estimated cash flow discounted
on pre-tax discount rate is used, which reflects the market value of
money and the risk factors inherent with the asset

Impairment loss recognised in prior periods is measured at
each reporting date to assess whether the impairment loss has
increased or whether the impairment is No longer detected.
Impairment loss is reversed if there is change in estimates used
in determining the recoverable amount and they indicate that
impiarment is no longer detected. Impairment loss is only reversed
10 the extent that the carrying amount of the asset after impair-
ment reversal does not exceed the carrying amount, taking into
account depreciation, as if no impaiment had been detected

q) Borrowings
The Bank’s borrowings are mainly from financial companies

and the State. Borrowings are initially recognised at fair value
less transaction cost. Borrowings are then measured at the
amortised cost value based on the effective interest rates.
Accrued interests are recognised as a part of the carrying
amount of borrowings. When a loan bears lower interest rates
than market interest rates it is recognised at fair value upon
initial recognition. Fair value is calculated as the present value
of future payments, using market interest rate at the date of
origination. The difference lbetween the nominal amount of the
loan and fair value is recognised in the income statement.
Subsequent interest expense s calculated applying the
interest rate used in determining the fair value.

r) Other assets and liabilities
Other assets and liabilties are stated at cost value.

s) Financial guarantees

Financial guarantees are contracts that require the Bank to
repay a specific amount to the guarantee holder due to a loss
that it incurs when a debtor can not meet with its obligation on
due date in accordance with the terms of a debt instrument,

Liabilities due to financial guarantees are initially recogn-
ised at fair value and the fair value is recognised in the
income statement over the estimated term of the con-
tract. The contract is then recognised at the higher of the
initial fair value, taking into account fee income recogn-
ised, or the present value of estimated payments when
the a payment due to a guarantee is considered to be
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likely. Financial guarantees are recognised in the balance
sheet among other liabilities.

t) Equity
i) Treasury shares
Share capital acquired from a shareholder (treasury
shares), including transaction cost is recognised as a
reduction in equity. Profit and loss arising due to sale,
purchase, issue and write down of own shares is not
recognised in the income statement but in equity.

i) Accumulated deficit
Loss of the year is recognised in accumulated deficit.

i) Dividends

Dividends on share capital are recognised as a reduc-
tion in equity in the period they are approved in an
Annual General Meeting.

u) New standards and interpretations not yet adopted

A number of new standards, amendments to standards
and interpretations are not yet effective for the year ended
31 December 2008, and have not been applied in preparing
these financial statements. These amendments are not
considered to have significant effect on the Bank’s financial
statemetns when they will be introduced:

- IFRS 8 Operating segments, lbecomes effective for
periods starting 1 January 2009 or later,

Amounts are in ISK thousand
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IAS 1 Presentation of Financial Statements, becomes
effective for the Bank’s 2009 financial statements.

IAS 23 Borrowing costs, becomes effective for the Bank’s
2009 financial statements,

IFRS 3 Merger of companies, will become effective for
the Bank'’s financial statements for the year 2010.

IFRS 2 Share-based payment - vesting condition and
cancellations, becomes effective for the Bank's financial
statements for the year 2009, with retrospective effect if
it will be confirmed by the European Union.

IAS 32 Financial instruments: Presentation, and IAS 1 Pre-
sentation of financial statements - puttable financial
instruments and obligations arising upon liquidation will
become effective for the Bank's financial statements for
the year 2009, with retrospective application if they will be
confirmed by the EU.

IAS 39 Financial instruments: Recognition and measure-
ment - Eligible hedged items, will become effective for
the Bank’s financial statements for the year 2010, with
retrospective application if it will be confirmed by the EU.
IFRIC 13 Customer Loyalty Programmes, becomes effec-
tive for the Bank’s 2009 financial statements if it will be
confirmed by the European Union.

IFRIC 15 Agreements for the Construction of Real Estate,
will become effective for the Bank's 2009 financial state-
ments if confirmed by the EU.

IFRIC 17 Distribution of Non-cash assets to owners, will
become effective for the Bank’s financial statements for
the year 2010 if confirmed by the EU.

- IFRIC 12 Service Concession Arrangements, took effect
in the year 2008 but has not been applied to these finan-
clal statements as the standard is yet not confirmed by the EUL

4. Management’s estimates and judgement in relation to

the application of accounting policies

The Bank’s management makes decisions, assessments
and assumptions that may have effect on items in the
Bank’s balance sheet in the next accounting year. Manage-
ment revalues on a regular basis decisions and assess-
ments based on historical experience of previous years and
other appropriate factors, such as estimated future events
when decisions on assumptions and assessments are
made. The itmes that are mainly subject to evaluation uncer-
tainty are on the one hand impairment of loans, and on the
other, fair value determination of financial instruments.

a) Impairment loss on loans

The Bank reviews its loan portfolio in order to test for impair-
ment every three months. Before a decision is made on the
recognition of impairment loss the Bank must assess
whether there is objective evidence indicating a measur-
able decrease in the estimated future cash flow either from
single loans or from a loan portfolio before the decrease
becomes perceptible with single loans in the portfolio.
Those can be indications of changes in the borrower's
credit facility or economic conditions. The manage-
ment uses estimates that are based on the historical
experience of assets with comparable risk characteris-

tics and objective evidence of impairment loss when
the future cash flow shall be evaluated. The method-
ology and assumptions used in both evaluating
amounts and timing of future cash flow are reviewed
on a regular basis aiming at reducing the difference
between estimated loss and actual loss.

b) Fair value of derivative agreements

Fair value of derivative agreements not listed in active mar-
kets is determined by use of valuation methods, which are
reviewed on a regular basis by independent employees. All
valuation methods used must be approved and tested in
order to ensure that the results reflect the data used,

Note 18 to the financial statements includes further informa-
tion on the evaluation methods used in determining fair
value of financial instruments.

RISK MANAGEMENT
5. The Bank faces various types of risks related to its daily

operation. Management devotes a significant portion of its
time t© the management of these risks. The mainstays of
effective risk management are the identification of signifi-
cant risk, the quantification of the risk exposure, actions to
limit risk and the constant monitoring of risk. The most sig-
nificant of these risks are discussed below. The core risks
are credit risk, liquidity risk and market risk Market risk con-
sists of currency risk, interest risk and price risk.
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The role of the Bank'’s risk management is on the one hand
to measure and monitor risk exposure in the Bank’s opera-
tion, and on the other, to manage that risk. The former role
consists mainly in implementing and developing methods
to assess any type of risk, and to have broad access to all
important information for risk evaluation and review. The
latter consists among other things in setting reasonable
benchmarks on certain risk factors in accordance with the
policy of the Board of Directors, and in assigning risk man-
agement t© other divisions. Risk management handles
reports and submits information and reports to the Icelandic
Financial Supervisory Authority, the Icelandic Central Bank,
the Board of Directors and the administration as well as
supervising information safety in the Bank’s operation.

The Bank has various monitoring mechanisms and warning
systems, aimed at identifying any type of risk at initial level,
Risk management and financial management reviews the
Bank’s liquidity and currency balance on a daily basis. The
Bank’s market risk is carefully monitored each time. A system
is used that immediately detects when risk bbenchmarks
have been exceeded. Furthermore, profit/loss on any of the
Bank’s listed financial instrument is monitored on a daily
basis. Risk management and the credit division review
default on loans and collaterals for securities lendings no
less than once a week, and risk management and the divi-
sion of market transactions review collaterals for swaps on a
daily basis In addition risk management reviews on aand
the division of market transactions review collaterals for

Amounts are in ISK thousand
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swaps on a daily basis. In addition, risk management reviews
on a weekly basis operating occurrences detected in the
past week.

The Bank’s risk policy

Many risk factors can affect the Bank’s operation. The Bank’s
Board of Directors sets with the Bank’s risk policy a bench-
mark for acceptable risk limits in daily operation regarding
risk factors that could affect income and equity, and the
Bank’s will to take risk in respect of estimated profit. The
CEO and the Managing Director of risk management follow
the Board of Directors’ decision on the Bank’s benchmarks
for risk and risk policy. Furthermore, it is the role of the Bank’s
internal auditor to monitor the operation in order to ensure
compliance with rules in accordance with the Bank’s Board
of Directors’ Articles of Association.

Market risk is the biggest single risk factor in the Bank’s
operation. A market risk committee, consisting of the CEQ,
the Managing Director of risk management and Managing
Director of equity management, follows benchmarks set by
the Board regarding market risk.

Counterparty risk is a considerable risk factor in the Bank’s
operation and consists mainly in counterparty risk due to
loans t© customers. The Bank’'s Board of Directors estab-
lishes credit policies which set the aim and acceptable
limits for counterparty risk. A loan committee, which consists
of CEO, Managing Directors of risk management and legal

division and Managing Director of the loan department,
makes decisions on all of the Bank’s loans and complies
with the Board of Directors’ policy. For each of the Bank’s
counterparty, whether in lending transactions or derivative
transactions, the Bank performs a risk assessment and
gives the counterparty a credit rating, which is used in the
risk assessment. Credit ratings are reviewed two times a
year for the Bank’s biggest customers.

Risk management process and risk control

a) Contracts including counterparty risk

Counterparty risk is the risk that the counterparty does not
fulfill its obligation towards the Bank. The Bank’s main counter-
party risk arises in relation © loan grantings. The maximum
amount of counterparty risk in this respect is stated in the
book value of assets in the balance sheet. Counterparty risk
consists in the Bank’s various other financial assets, such as
derivative agreements and market bonds and current coun-
terparty risk is reflected in the book value of those assets in the
balance sheet. In addition to the aforementioned counterparty
risk, the Bank also faces counterparty risk due to off-balance
sheet items such as guarantees granted.

Loans: The Bank's main assets are loans. In order to main-
tain and improve the quality of the Bank’s loan portfolio it is
important to continually monitor the current loan portfolio
and review all loan applications thoroughly where those that
do not fulfill requirements for loan granting are immediately
rejected. It is the Bank’s policy that interests on granted

loans reflect both the related risk and cost. This means that
an in-depth assessment of single customers, their financial
standing and guarantees makes the premises for loan
granting. A spedial credit rating system, which takes into
account the customers’ financial standing and collaterals, is
used by the Bank and each prospective debtor is evaluated
with that system before loan granting is approved.

Derivatives: The Bank enters into derivatives with its cus-
tomers including forward agreements, swaps, options and
other comparable agreements, where value is subject t©
interest rate, foreign exchange rate, price of shares or price
indices. The Bank monitors derivatives with open balances
and sees 1o that there are at all times sufficient collaterals at
hand. Collaterals vary depending on the customer and the
type of instrument. In general, collaterals are required in order
o meet possible loss on a contract. Acceptable collaterals for
derivatives are assets that can be redeemed on a short notice,
such as cash or market shares. If the balance of derivatives
goes below a certain limit further collaterals are required.
Counterparties in derivatives are evaluated using the the
Bank's crediit rating system in the same way as debtors.

b) Loan processing and authorisations

The Bank’s loan committee reviews and makes decisions in
all loan issues except when the risk is higher than 10% of the
Bank’s equity, in which case the approval of the Board of
Directors is needed. Credit policies approved by the Bank’s
Board of Directors include limits on employees’ credit autho-
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risations and limits on risk towards different counterparties.
The Bank’s legal department supervises all document
preparation related to loans. According to Article 30 of law
no. 161/2002, no single risk obligation or liability due to related
parties may be higher than 25% of a financial company’s
equity as defined in the law. A statement including all obliga-
tions amounting t© 10% or more of equity is submitted to the
Financial Supervisory Authority every three months, According
to provisions of the loan agreement with the State, no single
risk obligation shall oe over 20% of CAD equity.

c¢) Counterparty risk monitoring

Risk management monitors counterparty risk. The depart-
ment handles numerical analysis of the loan portfolio,
assesses estimated loss, probable risk inherent with the
loan portfolio and systematically monitors defaults. The
results are presented to the management with emphasis
on possible risk within the loan portfolio in terms of coun-
terparty risk, risk in single sectors and countries. The
Bank's loan process is continually being reviewed in
terms of data collecting, loan authorisations, loan appli-
cations, document preparation, assessment and regis-
tration of collaterals.

Loan impairment

Contribution due to loss on loans is recognised when there
is certain indication that the Bank will not be able to redeem
the entire amount receivable, for example loans, obligations,
guarantees etc, according to initial contractual provisions or

Amounts are in ISK thousand
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comparable provisions. Allowance for impairment due to
loss on loans is reduced by the carrying amount of loans in
the balance sheet but allowance for impairment due to off
balance sheet items, such as due to obligations and guar-
antees is recognised among other liabilities. Contribution to
the depreciation account is entered as impairment loss on
loans. The depreciation account for loans is assessed,
mainly in relation to single counterparties or a group of
counterparties according to the following rules:

a) Individually assessed impairment

A receivable is considered to be impaired when there is
clear indication that the Bank will not be able to collect the
entire receivable according to initial contractual provisions.
Counterparty risk is assessed on the basis of the standing
of the borrower, his overall financial standing, assets and
payment history, possibility of financial support by financially
responsible guarantors and sales value of insurances,
where applicable.

Estimated recoverable amount is the current value of esti-
mated cash flow from the loan, calculated by using inital
interests of the loan. Impairment is the difference between
the carrying amount and estimated recoverable amount.
Upon impairment loss interest income, on the basis of initial
terms of the receivable, is no longer recognised but the
increase in the current value of impaired receivables from
previous periods is recognised among interest income.

Impaired loans are reviewed and assessed at least every
three months. All subsequent changes in amounts and
timing of estimated cash flow compared to previous assess-
ments, which lead to changes in the depreciation account
are expensed as impairment loss on loans.

Impairment is only reversed when loan quality has improved
sufficiently in order to give reason that the principal and interests
in accordance with inital contractual provisions of the loans can
e redeemed in time. Final write-offs are made when a receiv-
able, in part or in full is considered to be unredeemable. Final
depreciations are recognised as reduction in the total value of
the receivable against the depreciation account or as impair-
ment loss on loans in the income statement. Repayments of
previously depreciated receivables are recognised as reduction
in expensed impairment loss on loans.

b) Collective impairment loss

All loans not recognised in a specific allowance for impair-
ment loss are grouped in a uniform loan portfolio and
impairment loss is assessed on the entire loan portfolio.
Allowance due to overall assessment of impairment loss is
entered as impairment loss on loans in the income state-
ment and to the reduction of loan balance. As impairment is
not recognised for each individual loan, interest is calcu-
lated on all loans according to contractual provisions.

All loans where there is no impairment loss with the counter-
party are grouped in an economic uniform loan portfolio,

and impairment is tested on loans within the group. Impair-
ment due to overall assessment of impairment loss is
entered as expenses due o loss on loan and leads to a
counter recording on the loan balance. As depreciation is
not entered for each individual loan, interest is calculated on
all loans according to contractual provisions.

Loans with renegotiated loan terms at year end 2008 amount
o ISK 1,823 million.
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Higest probable credit risk

6. The Bank’s highest probable credit risk is specified as follows:

Receivable from credit institutions
Loans to customers

Trading assets:

Government bonds

Housing bonds

Bank notes

Derivatives

Financial assets designated at fair value:
Bank notes

Other financial institutions

Corporate bonds

Credit risk related to off balance shest items:
Guarantees

Allowance for impairment
7. Changes in the allowance for impairment on loans
account are specified as follows:

2008

Allowance for impairment on loans at the beginning of the year
Impairment loss on loans during the year

Guarantees, recognised as other liabilities

Amounts are in ISK thousand
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2008 2007
1,104,945 803,779
3587854 3,656,459
6,143,594 6,143,594
2,758,788 20,360,129
50,708 0
147,079 95,129
6,014,099 4120438
1,946,459 6422258
100,000 1,023,991
60,000 113,000
21913526 31,309,628

Special General
contribution contribution Total
29,245 0 29,245
1,653,655 88,678 1642333
253,632 0 253,632
1,836,532 88,678 1,925,210
29,245 0 29,245
29,245 0 29,245

8. Impaired loans and individually assessed allowance for impairment are specified as follows by customers:

Amount of Carrying
2008 impaired loans Impairment amount
Customers:
Industry 251,657 100,967 150,690
Real estate companies 216,974 109,755 107,219
Holding companies 2,471,839 1,685,898 885,941
NS e 164,303 39912 124,391
Individually assessed allowance 3104773 1,836,532 1,268,241

Expensed guarantees to the amount of ISK 254 million are a part of impairment due to holding companies.
2007

Customers:
o HOIdING COMPANIES e 298,283 29,245 269,038
Individually assessed allowance 298,283 29,245 269,038

Loans and guarantees to the total amount of ISK 1,896 million have been expensed. Impairment loss on loans is recognised in
the depreciation account and expensed guarantees are recognised among other liabilities.

9. Loans in default but not impaired: 2008 2007
Default for 30-89 days 338,482 0
_______ DOfaUt for 9079 GRYS 120,362 0
Remaining balance of loans in default but not impaired 458,844 0

These are loans where contractual interest and principal payments are in default but the Bank’s management believes that an
impairment has not been incurred due to collaterals for the loans or the borrowers’ payment capacity and based on at which
level the loan is in the collection process.

Total defaults at year end 2008 amount to ISK 18 million.
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Liquidity risk control and management Upto 1-3 3-12 More than
10. Liquidiity risk is the risk that the Bank will not be able to meet its financial obligations as they fall due. The Bank's approach to 2007 Total month months months 1-5years 5 years
managing liquidity is t© ensure, as far as possible, that it will always have sufficient liquidity to meet its liabilites when due. The Financial assets
Bank must have sufficient liquidity in order to lbe able to meet both its foreseeable and unforeseeable payment obligations. The Cash and cash equivalents 1,059,303 1,059,303 0 0 0 0
Bank has set rules regarding liquidity and financing in order to ensure and and maintain flexibility. The rules consist among other Trading assets 22,888,547 22,888,547 0 0 0 0
things in access to credit lines, loan facilities and financial assets, which easily and quickly can be liquidated, such as treasury Financial assets at fair value 6,039,068 0 0 3,304,357 2,734, 0
bills and treasury bonds. R Loans to customers 4,460,238 306,775 1,800,206 473,386 1,799,307 80,563
______ Total financial assets 34447156 24,254,625 1,800,206 3777743 4,534,018 80,663
Furthermore, liquidity risk is monitored with reports on liquidity ratio, which are sent on a monthly basis to the Central Bank of Financial liabilities
Iceland. The liquidity ratio shows the proportion between assets and liabilities depending on their due date. In order to deter- Trading liabilities 232,688 1530 231158 0 0 0
mine the liquidity base the Central Bank of lceland assesses single asset groups so the ratio is prudently assessed. & Borrowings 23,297,521 22,944,079 0 363442 0 0
...... Total financial liaboiliies 23530209 _ 22945609 231158 353442 0 0
The Bank’s undiscounted financial assets and liabilities are specified as follows by maturity at year end 2008: Net financial assets and liabilities 10,916,947 1,309,016 1,569,048 3,424,302 4,534,018 80,563

Uptol 1-3 3-12 More than The remaining balance analysis shows undiscounted payments based on the first period the relevant financial assets and liabili-
2008 Total month months months 1-5years Syears : ties could be redeemed (financial assets) or be paid (financial liabilities). The estimated cash flow of those assets and liabilities
Financial assets is considerably different from what therein is stated, it is for example not taken into account that on demand loans from financial
Cash and cash equivalents 393,557 393,557 0 0 0 0 : companies will be paid in full in the period stated in the previous analysis.
Trading assets 11,092,757 1,886,224 9,053,016 153,517 0 0
Financial assets at fair value 10,620,957 0 0 8,058,060 2,562,897 0
Loans tto customers 4,692,800 816,189 921,262 371,101 2,466,734 17514 Market risk control and management
_ Other financial assets 348,537 348,537 0 0 0 0 11. The Bank'’s policy is to monitor closely the Group’s market risk and see to it that limits set by the Board are not exceeded. Market
______ Total financial assets 27,148,608 3444507 9,974,278 8582678 5,029,631 17,514 risk is managed by setting limits on assessments and risk benchmarks, which is then monitored by the risk management on a
Financial liabilities daily basis. Risk due to large investments and investments in ill-iquid assets, such as unlisted securities stocks with low turnover,
Trading liabilities 54,173 54,173 0 0 0 0 i and stricter requirements are made to data collecting and value assessments of such investments. The market risk committee
Borrowings 29,367,601 8,946,162 0 418,160 12,001,967 8,001,312 reviews on a regular basis the Bank's market risk and takes action when necessary.
...Qther financial liabiliies 313712 256,980 57,732 0 0 0
______ Totel liabilties 29,735,486 9,256,315 57732 418,160 12,001,967 8001312 :
Net financial assets and liabilities ( 2586878) ( 5811,808) 9,916,546 8164518 ( 6972336) ( 7883,798)

Amounts are in ISK thousand
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Interest rate risk Indexation risk

12. The Bank's operation faces risk due to interest rate fluctuations to the extent that interest bearing assets (including investments) and  : 13. The balance of the amount of indexed and unindexed assets and liabilities shall be systematically managed. It shall be taken
interest bearing liabilities have different maturity are recalculated at different points of time or at different amounts. As for variable into account that indexed assets are in general higher than indexed liabilities. In this relation, indexation balance is calculated on
interest rates of assets and liabllities, the Bank is also at risk due to fluctuations of various variable interest benchmarks, such as interest a monthly basis, ie. the proportion between the difference of indexed assets and liabilities on the one hand, and equiy on the other.
on deposits and LIBOR-interests and other different types of interests. The operation of risk management also consists in the optimisa-
tion of net interest income, provided that market interests are in accordance with the Bank's business palicies. 2008 2007

: Indexed assets 4,640,786 20,625,841
The chart shows interest rate risk, i.e. interest sensitivity based on 100 basis points change in interests, where a profit or loss is recog- __Indexed liabilies 13,053,239 0
nised over the useful live of an open risk, by currency and maturity. The chart only shows net difference between loans and financing Total indexation exposure ( 8,412,453) 20,625,841

in each period. An insubstantial part of loans has fixed interests, or between 1 and 2% of the Bank’s loan portfolio.

Increase in indexed liabilities in excess of indexed assets is explained by a borrowing from the State, cf. note 46.
Sensitivity analysis of effects of interest rate changes in net interest income compared to equal interest rate shift of

1 percent (100 basis points): Price risk
100 bp equal 100 bp equal 14. Price risk is the risk of changes in market prices. The Bank’s balances in shares and bonds are most sensitive to such changes.
2008 increase decrease Price risk management is separated from currency risk.
Year end 34,309 34309
Average balance during the year ared 4,724) Currency risk
Highest balance during the year 55259  ( 55,259) 15. Currency risk is the risk of losses due to unfavourable movements in foreign currencies. The Bank’s open currency balance for
Lowest bbalance during the year 34,309 34,309) each currency is monitored. The Bank aims at limiting currency risk and monitors it in respect of the Bank’s total equity.
2007
Year end 35,969 35969 :
Average balance during the year 12652  ( 12652) :
Highest balance during the year 37536 ( 37536)
Lowest balance during the year 0 0)

Amounts are in ISK thousand
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2008

Financial assets

Cash and cash equivalents

Receivable from credit institutions
Trading assets

Financial assets designated at fair value
Loans to customers

Financial liabilities
Borrowings
Other liabilities

Net balance in the balance sheet
Net balance off balance sheet

2007

Financial assets

Cash and cash equivalents

Receivable from credit institutions
Trading assets

Financial assets designated at fair value
Loans to customers

Amounts are in ISK thousand
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16. Breakdown of financial assets and liabllities by currencies at year end 2008:

Other :
EUR ush DKK currencies :
6,253 1969 654 5085
7 0 0 0
0 50,708 1,361,448 0
0 745,336 1231686 1149043
881,750 100,093 0 1746089
888,010 898,106 0593788 2900217
0 20,946 165,464 0
0 0 5,820 57732
0 20,946 71,084 57732
888,010 877160 2422504 0,842,485
0 50,765) 0 0
888,010 806,395 2422504 0842485
2192 20,332 8312 5336
541,640 0 0 705
2797 4,688 2513 36908
0 0 0 237414
569,099 202,055 848,810 968,522
1116629 207075 859,636 1301432

Financial liabilities

Trading liabilities 8,652 1014 3123 6,492
....... Other BIIIES e 114,659 3466 0 69,524
123,311 4,480 3123 76,016
Net balance sheet exposure 993,318 222,594 856,513 1225416
....... Net off balance sheet exposure o Uo7i77) (235608 (843739 _ ( 1230924) |
Net currency exposure ( 13859) ( 13,014) 12,774 ( 5508)

The following table shows the effect of currency rate movements on return before tax based on equal strengthening (weakening)
of the Icelandic krona against all of the aforementioned currencies.

Sensitivity analysis of the currency rate movements effect on return before tax:

30% 30%

equal strenthening  equal weakening

2008 of the ISK of the ISK

Year end ( 2,450,486) 2,450,486

Average balance ( 559,019) 559,019
Highest balance during the year ( 3,148,340) 3148340 :
....... Lowest balance during e Year e ZE or4)
2007 §
Year end 5,194 ( 5194) :
Average balance 119,487 ( 119,487)
Highest balance during the year 385,041 ( 385,041)
Lowest balance during the year 5194 ( 5194)
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Operating risk
17. Operating risk is the risk arising due to direct or indirect loss

due to various reasons related to the Bank's development,
work procedures personnel issues technology or lbank infra-
structure. External reasons, other than credit, market or liquidity
risk, can be due to legal claims or generally accepted com-
pany work procedures.

Operating risk arises due to the Bank's entire operation and
relates to all of its units. The Bank aims at finding a balance
between limiting risk and loss and optimising gains without
restricting employees’ initiative.

The Bank’s key management develops and implements the
policies for each unit. Management relies upon the Bank's
general benchmarks developed for risk management for
each of the following items:

- Requirements on appropriate work division

- Reports on policies and work procedures

- Development of a contingency plan

- Training of employees

- Distribution of risk and risk control

- Protocol and operating procedures

The Bank’s monitoring system for market risk consists in
cetral registration of all operating events in a special loss
data base, where among others the loss amount directly
related to the event and the actions taken in order to pre-
vent that event from recurring, is designated. The Bank’s man-

Amounts are in ISK thousand
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agement receives on a weekly basis a summary of operating
events registered In the loss data base. In addition, risk man-
agement performs on a regular basis risk assessments on
operating risk in each of the Bank’s division.

Fair value of financial instruments
18. The fair value of a financial instrument is the amount that can e

received for the instrument in a transaction on an arm's length
pasis of wiling parties, ie. not through forced sale or liquidation.
The existence of a known velue in an active market is the best
indicator of fair value and when it is available the Bank uses it in
the assessment of monetary assets and liabilities. If a registered
price for a financial instrument does not reflect real and regular
transactions in an active market or if the price is Not quoted, fair
value is calculated with the relevant valuation method.

As for listed and marketable shares and lbonds and certain
derivative agreements the fair value is obtained by using
gouted market price. Those instruments are stated in the
palance sheet under the item trading assets and liabilities
or as financial assets designated at fair value.

Financial instruments that do not have a quoted market price are
measured with generally accepted valuation methods where
market information is used. Among generally accepted valuation
methods are transactions between wiling and unrelated parties
in arm's length transactions, information on the fair value of a sim-
llar instrument, cash flow analysis and other generally accepted
valuation methods used by market participants,

NOTES TO THE INCOME STATEMENT

Net interest income

19. Interest Income and expenses are specified as follows:
Interest income:
Interest income on items not designated at fair value:
Interest income on receivables from credit institutions
Interest income on loans
Other interest income

Interest income on items measured at fair value:
Interest income on market securities

Interest income on derivatives

Total interest income

Interest expenses:

Interest expenses on items Not designated at fair value:

Interest expenses on securities
Interest expenses on other borrowings
Other interest expenses

Interest expenses on items designated at fair value:
Interest expenses on derivatives due to hedges

2008 2007
99,657 131,357
680,928 225,307
0 6,261
780,585 362,925
2278805 578123
158,233 127535
3437038 705,658
4217623 1,068,583
743,508 0
2,282,001 730,778
9974 5,100
3035573 735,878
191,869 191,869
3,007442 927747
990,181 140,836

In addition to net interest income, the discount of a Government loan is recognised as income. The discount is due to the difference

between contractual interests and mearket interests and amounts o ISK 6970 milion. The discount is amortised over the next seven years,
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Net interest income Personnel

20.Fee income and expenses are specified as follows: 2008 2007 : 22.Total number of employees is specified as follows:

Fee on securities transactions 177182 276,658 Average number of employees calculated as full time equivalent units 33 21

Fee on loans 1875 27142 Number of full time equivalent units at year end 33 32
....... Ot 88 NCOME et 107433 1465 :
....... Fee INCOMe 286,490 415265 23. Salaries and salary related expenses are specified as follows

Fee on securities transactions 153,697 70,037 Salaries 306,398 206,018
....... OUETIEE EXDOMISES | oo 53004 33538 Contribution to pension fund 28517 19697
....... B XN S e 206,701 103575 Other salary related expenses 40,975 17478

L Expensed due 10, share OpoNS e 59774 0

....... e 79,788 31690 ... Salaries and salary related expenses 435663 243198

(Expenses) income on financial assets and liabilities

21. Net (expenses) income on financial assets and liablilities are specified as follows: 2008 2007
a. Dividends 62,360 8399 :
Net income on trading assets and liabilities ( 2751192) 896,989)
Net income on financial assets designated at fair value ( 9012204)  ( 114,133)
....... Net foreign exchange differenCe e 903,91 94361 :
....... Net expenses on financial assets and liabilities . 10,797125) 908,361) :
b. Net (expenses) income on trading assets and liabilities are specified as follows: :
Shares and related derivatives ( 3064,770)  ( 741,450)
....... Bonds and related dervatives 818577 195539
....... Net expenses on trading assets and liabilites 2r8192) - ( 896.989) ;
¢ Net [expenses) income on financial assets designated at fair value are specified as follows:
Shares and related derivatives ( 130037)  ( 139,897)
....... Bonds and related dervatives e 8882167) 25764) |
Net expenses on financial assets designated at fair value ( 9012204)  ( 114,133)

Amounts are in ISK thousand
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Management’s salaries

24, Salaries of managment, purchase options and shares at year end are specified as follows:

CEO

Thorvaldur Ludvik Sigurjonsson
Board of Directors:

Halldor Johannsson, Chairman

Johann Antonsson

Gunnar Thor Gislason

Robert Melax

Sindri Sindrason

Sigurdur G. Gudjonsson, former board memioer
Orn Arnar Oskarsson, former board member

Elisabet Sigurdardottir, reserve director
Fridrik Fridriksson, reserve director

Gunnar Thor Gudmannsson, reserve director
Stefan Hedinn Gunnlaugsson, reserve director

Managing Directors (7)

Included in the above shares of financial related parties are shares of spouses and children that are minors and shares owned by

companies controlled by management.

Amounts are in ISK thousand

NOTES TO THE FINANCIAL STATEMENTS

Share of

financially

Share Share related

Salaries Benefits option capital parties
18,000 518 50,000 1,170,455 0
1,800 0 0 0 983,498
1,200 0 0 70,000 336,295
900 0 0 100,000 1,000,000

0 0 0 700,000 0

900 0 0 0 0
300 0 0 225,000 0
300 0 0 0 0
100 0 0 0 0

50 0 0 50,000 0

100 0 0 35,000 0

50 0 0 10,000 0
91,870 8,277 250,000 610,000 0
115,570 8,795 300,000 2,970,455 2,319,793

Auditors’ fees
25. Audiitors’ fees are specified as follows:
Audit of financial statements
Internal audit
Review of interim financial statements
Other services

2008 2007
8,808 1164
7199 628
4,081 20622
12596 5212
32,684 9,626
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Income tax 27 Income tax recognised in the income statement is specified as follows: 2008 2007

26.The Bank's effective tax ratio during the year was 335%. A change in the effective tax ratio is mainly due two factors:

e Increase in calculated taxasset 1854086 182871
In May 2008, the Icelandic Parliament, Althingi, approved to decrease the income tax ratio from 18% to 15% as of 1 January 2008 ________ Recognised incometax 1,854,056 182,871
and the change enters into effect for the tax assessment for the year 2009. Therefore, the tax asset has decreased by ISK 31
million compared to 31 December 2007. The decrease is expensed in the income statement. Effective tax ratio 2008 2007
In May 2008, the Parliament also approved to authorise companies, provided that certain requirements are fulfilled, to deduct ________ Loss before incometex ( 5527292) ( 1,007552)
profit on the sale of shares from taxable income. A deduction is only allowed if carry forward taxable loss, including the loss of
the year, has lbeen adjusted. The authorisation applies to sales profit arising in the year 2008 or later. The effect on the Bank's Income tax on the loss of the year ( 15,0%) 829,094 180% ( 181,359)
financial statements is that income tax liability due to shares in companies is no longer recognised in the balance sheet. Effect of the change in tax ratio 06% ( 30,575) 00% 0
Tax exempt dividends ( 0,3%) 19,058 02% | 1512)
Expensed due to share options 02% ( 8,966) 00% 0
Financial liability designated at fair value ( 18,9%) 1,045,534 0,0% 0
........ (OtNSTHOMS, e 00% | 90) 00% 0
Effective income tax 33,5% 1,854,055 182% 182,871)

Amounts are in ISK thousand
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NOTES TO THE BALANCE SHEET Other on

Trading Fin. assets amortised
Financial assets and liabilities assets and  and liabilities Loans and cost Carrying
28. According to the International Accounting Standard IAS 39 Financial instrurments: recognition and measurement, financial assets and liabili- liabilites  atfair value  receivables value amount Fair value
ties are divided into specific categories The classification has an effect of how the relevant financial instrument is measured. Those catego- 2007
ries to which the Bank's financial assets and ligbiliies appertain and their basis of measurement are specified as follows: Cash and cash equivalents 0 0 1,059,303 0 1,059,303 1,059,303
- Trading assets and liabilities - stated at fair value in the income statement. Recelivable from credit institutions 0 0 803,779 0 803,779 803,779
- Financial assets and liabilities designated at fair value - stated at fair value in the income statement. Trading assets 22,888,547 0 0 0 22,388,547 22,888,547
- Loans and receivables - stated at amortised cost. Fin. assets designated at fair value 0 6,039,068 0 0 6,039,068 6,039,068
- Other financial liabilities - stated at amortised cost value. Loans to customers 0 0 3,656,459 0 3,656,459 3,653,830
The following table specifies the categorisation of the Bank's financial assets and liabilities and their fair value. S Other financial assets 0 0 3,603,551 0 3,603,551 3,603,551
: 22,888,547 6,039,068 9,123,092 0 38,050,707 38,048,078
Other on :
Trading Fin. assets amortised Trading liabilities 232,688 0 0 0 232,688 232,688
assets and  and liabilites Loans and cost Carrying Borrowings 0 0 0 23,297,521 23,297,521 23,297,521
liabilties  atfair value  receivables value amount Fair value _______ Other financial liabiltes 0 0 0 4,573,098 4,573,098 4,573,098
2008 232,688 0 0 27870619 28,103,307 28,103,307
Cash and cash equivalents 0 0 393,557 0 393,557 393557
Receivable from credit institutions 0 0 1,104,945 0 1104,945 1104945
Trading assets 1,092,757 0 0 0 11,092,757 11,092,757 Cash and cash equivalents
Fin. assets designated at fair value 0 10,620,957 0 0 10,620,957 10,620,957 29. Cash and cash equivalents are specified as follows: 2008 2007
Loans to customers 0 0 3,587,854 0 3,587,854 3,590,653 Bank accounts 393,557 157,886
LOther financial assets 0 0 348537 0 348537 348587 1 MONSY MAKELIOBNS e 0 901418
092757 10620957 5434893 O _ 27MBEOT _ 20406 i Cashand cash equivalents 393657 1069303
Trading liabilities 64,308 0 0 0 64,308 64,308
Borrowings 0 0 0 22,397,372 22,397,372 22,397,372
...Other financial lisbilties 0 0 0 313712 313712 313712
64,308 0 0 22,711,084 22,775,392 22,775,392

Amounts are in ISK thousand
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Receivable from credit institutions
30.Receivable from credit institutions are specified as follows:

....... BANK BOCOUNS | e I 803779
....... Receivable from credit institutions Ll 808,779
31. Receivables from credit institutions are specified as follows by maturities:

Up to 3 months 929,671 803,779
....... T S IONINIS 10 L YT oo 175,274 0
....... Receivable from creditinstitutions e, —HO4945 803779
Trading assets
32.Trading assets are specified as follows:

Bonds 9103724 20,854,606

Shares 1,841,954 1938,812
....... D S e 147079 95129
....... TTAOING BSSEIS oot WO92TST 22,888,547
Derivatives

33.The Bank has entered into a derivative contract to the amount of ISK 51 million against its bond holding. The contract is against

listed securities, which are carried at fair value.

Amounts are in ISK thousand

NOTES TO THE FINANCIAL STATEMENTS

2008

Unlisted

currency and interest rate swaps:
Options

Unlisted
securities derivatives:
Forward agreements

Unlisted

currency and interest swaps:
Forward
currency swaps

Unlisted

securities derivatives:
Forward agreements
Stock agreements

Unlisted
bond derivatives
Bond agreement

34. Derivatives, maturity of principal and carrying amount are specified as follows:

.............. Carrying amount . ‘Prmc‘pa‘ amount ~
Over 3 ' : :

Upto3 months and
months up to 1 year Over 1 year Total Assets Liabilities
292,600 0 605,558 898,158 44,270 10,620
292,600 0 605,558 898,158 44,270 10,620
1,460,114 0 0 0 102,809 35,088
1,460,114 0 0 0 102,809 35,088
1,752,714 0 605,558 898,158 147079 45,708
3,741,637 0 0 3,741,637 20,533 19,282
3,741,637 0 0 3,741,637 20,533 19,282
2,282,993 0 0 2,282,993 26,350 0
846,522 0 0 846,522 6,528 213,406
3129515 0 0 3129515 32878 213,406
1,035,751 0 0 1,035,751 4,718 0
1,035,751 0 0 1,035,751 4,718 0
7,906,903 0 0 7,906,903 95129 232,688
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Financial assets designated at fair value
35.Financial assets designated at fair value are specified as follows:
Securities

36. Securities designated at fair value are specified as follows:
Shares in foreign financial institutions
Shares in other companies

37. Bonds designated at fair value are specified as follows:
Bonds of domestic financial institution
Bonds of other companies

Bonds designated at fair value

2008 2007
2544779 252,414
8,076,178 5,/86,654
10,620,957 6,039,068
1,231,686 0
1,313,093 262414
2544779 262414
8,060,558 4,762,662
15,620 1,023,991
8,076,178 5,786,654

The Bank has expensed an estimated loss to the amount of ISK 9,538 million due to the fall of the Icelandic commercial banks
in fall 2008, but the Bank had receivables to the amount of ISK 18,729 million from Glitnir bank hf. and Kaupthing bank hf. due ©
bonds and derivatives. The aforementioned charge is based on the estimated redemption of the aforementioned receivables

according to information from the banks’ resolution committees. In the evaluation it is assumed that the Bank has the right to

off-set assets and liabilities with the bank, but the Bank's liabilities with the two commercial banks amounted to ISK 3,400 million

upon their fall. Final settlement of the Bank’s assets and liabilities with the banks has not been carried out and therefore a final

loss can differ from estimates.

In March 2009, an agreement was made with Glitnir bank hf. on the settlement of forward agreements, which has been taken

into account in the financial statements. Furthermore, the Bank has a right to off-set the amount of ISK 2.4 billion with Glitnir bank

hf. and the Bank’s bond holding has been decreased by that amount.

Amounts are in ISK thousand
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Loans to customers

38. Loans to customers are specified as follows:
Bonds
Allowance for impairment

39. Loans to customers are specified as follows by customers:

Industry

Trade

Services

Real estate companies
Holding companies
Individuals

40. Loans to customers are specified as follows by maturities:

On demand loans
Up to 3 months

3 months to 1 year
Tto byears

More than 5 years

Intangible assets

41. Intangible assets are specified as follows:
Intangible assets at the beginning of the year
Additions during the year
Amortisation during the year

2008 2007
5,250,433 3685704
( 1671578) 29,245)
3587854 3656459
41% 41%
15% 0,0%
4,5% 16%
20,2% 90%
40,8% 720%
08,.9% 13,3%
100,0% 1000%
32,254 306,775
775,530 996,427
195,827 473,386
0,466,729 1,799,307
117514 80,563
3,587,854 3,656,459
Software
36,617 863
14,958 42007
( 17667) 6,253) :
33908 36617
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Property, plant and equipment Borrowings

42. Property, plant and equipment is specified as follows: 2008 2007 46. Borrowings are specified as follows: 2008 2007
Furnishings, tools and equipment Loans from the Icelandic Government and Central Bank 20,390,314 16,289,989
Total value at the beginning of the year 67421 5186 Loans from other financial institutions 563434 6,121,401

L AAIONS AUNNG TE YERT e e 25994 75956 o O OIS e e e 1443624 886131
Total value at year end 93415 42 ] B IO INgS e 22397372 2329752

....... Depreciated NG TNE YERN e 23808) ( 13721) !

....... Carrying amount of property, plant and equipmentatyearend .. 70109 67421 Borrowings are specified as follows by maturities:

: Up to 1 month 8,946,162 0

Tax asset 110 3 months 0 22944079

43. Tax asset is specified as follows: : 3 months to 1 year 418,160 353,442
Tax asset at the beginning of the year 183,451 580 1105 years 6,223,118 0

....... Recognised JSEmed TaX @SSET | | | . e 1854055 182871 e QYBTOYBAIS e 0809982 0

LoTaxassetatyearend e 2037506 83451 L B WIS | e 22397372 2329752

Other assets :

44, Other assets are specified as follows: On 23 March 2009, the bank signed a loan contract with the Ministry of Finance, on behalf of the Icelandic Government, to the
Unsettled securities transactions 281,700 3,603,551 total amount of 1SK 19,682 million due to the settlement of the Bank’s delbt with the Central Bank and the Icelandic Government.
Various assets 67,635 79618 The loan contract is based on settlement of liabilities in December 2008. These are receivables guaranteed mainly with a pledge

....... DI 0 XSS oo 18,537 30,249 in bonds of Glitnir bank hf. and Kaupthing bank hf, in addition to a loan portfolio, Government bonds and cash. The loan is repay-

_ Otherassets 367873 3,713,418 able over the next seven years with indexation and 2% interests. During the first two years, only interest is paid and subsequently the

Unsettled securities transactions were settled within three days from the balance sheet date. loan is paid with even instalments over five years. The first instalment of the loan is due on 27 December 201,

Trading liabilities The Bank applies International Financial Reporting Standards in preparing the financial statements. As interests according to the

45. Trading liabilities are specified as follows: loan terms are considerably lower than market interests, according to the IFRS, payments on the loan shall be discounted based
Derivatives with financial institutions 10,620 211,876 on market interests, which were estimated at 12%, and the loan shall be recognised at fair value upon initial recognition. The dif-
Other derivatives 35,088 20,812 ference thus arising is recognised in the income statement. Due to this, the amount of ISK 6,970 million is recognised as income

....... SEOUIMIES I0BIIS et 18600 0 : in the financial statements for the year 2008, The carrying amount of the loan is ISK 13,053 million at year end 2008. Subsequently
Trading liabilities 64,308 230688 effective interests are expensed in the income statement based on the same rate as for the initial discounting of the payments, or 12%.

Amounts are in ISK thousand
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The loan agreement includes various provisions. Following are the main provisions: Equity

- Dividens shall not lbe paid to shareholders during the loan term, unless a corresponding prinicipal payment on the loan 48.The nominal value of the Bank's share capital amounted to ISK 9,700 million at year end. Own shares amounted to 127 million
is made. and are deducted in the balance sheet. The Bank has pledged own share t© the nominal value of ISK 338 million as collateral
- Purchase of own shares to the reduction of share capital is not authorised (indirect dividends), except for purchase of for loans to the carrying amount of ISK 547 million. The Bank also has further collaterals due to the biggest loans. The Bank's
own shares in a trading book and redemption/off-setting of own shares for the settlement of loans and other obligations, equity and pledged own shares thus amount to ISK 719 million or 7,4% of the Bank’s share capital.
as permitted by law at each time.
- Equity ratio (CAD-ratio) may not be lower than 10% over the loan term. The Annual General Meeting has authorised the Bank's Board of Directors to increase share capital by issue of new shares to
- Should the Bank’s liquidity standing deteriorate and become unacceptable by the Central Bank or the equity goes below the nominal value of ISK 2300 million and the authorisation is valid until the Annual General Meeting in year 2009.
10% during the loan term the creditor can request that the loan, based on its remaining balance at that time, including
interests and all cost, be transformed into share capital based on the split ratio 1. Equity ratio is calculated in accordance with Article 84 of the law on financial undertakings and is 151% at year end 2008,
: According to the law, the ratio may not be lower than 8,0%. According the provisions of a loan agreement with the State, equity
Other liabilities ratio shall be calculated in accordance with law and shall be at least 10%.
47. Other liabilities are specified as follows: 2008 2007
Unsettled securities transactions 181,021 4,573,098 The year 2008 was the first year that the Bank calculated its equity ratio in accordance with Basel I, which displaced the older
Trade payables 57381 278,079 regulation. The main change incurred by the new rules was that now a special risk base due to operating risk is calculated. The
Expensed guarantees 253,632 0 risk base, according to the Basel Il is the total of the weighted risk factors, such as credit risk, securities risk, interest rate risk,
e OIS BDIES et 178047 3074 currency risk and operating risk inherent with the operation of a financial company.
Other liabilities e 670,08] 5168251
The ratio is calculated as follows: 2008 2007
Unsettled securities transactions were settled within three days from the lbalance sheet date. Equity 6,177,706 9,749,603
....... Equity Shares in other financial cornpanies o, L 2819468) ( 474068)
Total equity base 3,858,238 9,275,535

Total equity requirement is specified as follows:

Crediit risk 1,305,786 462436

....... O IR ettt 743699 948010

....... B OO O O e 20049485 1410446

Equity base in excess of equity requirement 1,808,753 7,865,089

Amounts are in ISK thousand Equity ratio 151% 52,6%
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49,

The Financial Supervisory Authority has introduced to the Bank the yet not implemented EU Directive, which discusses the han-

dling of the discounting effect of benefitting terms of financial companies’ financial liabilities. Should this Directive be imple-

mented in lceland it can have a decreasing effect on the Bank’'s CAD equity ratio. Should the Directive be implemented in law,

it will not have a decrease effect on the the banks equity.

The Bank's share capital increase during the year is specified as follows: 2008 2007
Effective share capital at the beginning of the year 9,654,645 5000
Paid in share capital 28,686 9666314
Purchased own shares ( 155000) (  116669) :
OWNSNAIES SO0 | e 146,000 0 i
Effective share capital atyearend 9573331 9554645
Own shares at year end 126,669 116,669

Amounts are in ISK thousand
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Pledged assets

Loans and receivables from credit institutions

Restricted deposits
Other receivables from credit institutions

Trading liabilities
Government bonds
Bonds

Shares

Financial assets designated at fair value
Bonds

Shares

Derivatives

50. The following table includes the Bank’s assets pledged as collaterals for its liabiliies and obligations:

2008 2007
734,949 0
175,273 0
4437976 0
5,348,198 0
8897062 1,404,675
50,708 0
1,725,843 0
10,673,613 1,404,675
81,266 414,284
2,146,503 0
44,270 0
10,302,039 414,284
26,323,850 1,818,959
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Related parties OFF BALANCE SHEET ITEMS

51. The Bank’s related parties are its management, managing directors and parties that have considerable influence as major

shareholders in the Bank. Information on related parties are the following, 52. The Bank has entered into guarantees for its customers amounting to ISK 314 million at year end. Guarantees provided to the
2008 2007 amount of ISK 254 million due to loans to holding companies owned by the Bank’s Managing Director have been expensed and
Loans to the Director and Managing Direcors (6) 145,814 137832 recognised among other liabilities.
....... Loans to Directors of the Board and companies related tothemn Al 86265
149.925 954,097 53. On 31 December 2008, the Company was bound by non-cancellable operation lease contracts on real estates and vehicles.
: The lease agreements are in accordance with general terms on a rental market for industrial housing. Lease payments change
During the year, the Bank expensed impairment loss on loans to key employees and private limited companies owned by them in accordance with price indices. Contract terms due to vehicles are for up maximum of three years.
to the total amount of ISK 452 million. Among the loans are direct loans to the amount of ISK 198 million and guarantees due to
employees’ loans with other financial companies, to the total amount of ISK 254 million. Expensed guarantees to the amount of 54. The Bank has entered into a rental agreement on real estates used in the operation. The agreements are for up to seven years
ISK 254 million have been recognised among other liabilities. and the Bank has the priority purchase right to the assets or the right to extend the term at the end of the agreements. Lease
: payments are specified as follows over the lease term:
During the year 2008, a company owned by a former Managing Director was taken over as estinguishment of the company’s 2008 2007
debt with the Bank to the amount of ISK 76 million. The Company’s only asset was share in the Bank to the total amount of around Oto1year 37970 33223
ISK 50 million. Based on the Bank’'s management’s evaluation, the value of the shares amounts to approximately ISK 40 million 1to b years 130.972 125564
and that amount is recognised as reduction in equity. The Company’s liablilities in excess of the aforementioned shares amounted __________ Overbyears 23.307 42609
t0 ISK 36 million, which is expensed as impairment loss on loans. o Minimum lease payments during the contractualterm 192249 201396

In December 2008, the Bank purchased a 40% share in the Norwegian real estate company City Center Properties AS but the
share was owned by one of the Bank’s Board members. The purchase price amounted to ISK 661 million. The purchase price
was entirely used to settle the seller’s loan with the Bank. The seller purchased furthermore the share option of the aforemen-
tioned share from the Bank. The share option can be exercised until 9 June 2010. If the share option is exercised the purchase
value shall correspond to the selling price in addition to accrued interests, less the purchase price of the share option.

Transactions with related parties have been made on comparable terms of transactions with unrelated parties.

Amounts are in ISK thousand
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Share options

55. On 27 August 2007, the Bank’s Board of Directors agreed a share option schedule that grants the Bank's employees the right
to purchase shares in the Bank. In December, share option agreements were made, which grant Managing Directors the right
to purchase 350,000 thousand shares at a contractual rate of 14. The option may loe exercised during the period from 1 August
o 1 September 2010. At the same time share option agreements were made with other employees of the Bank, which grant
them the right to purchase 130,000 thousand shares. One third of the option may be exercised during the period from 1 August
to 1 September each year, first ime in year 2008 and last time in year 2010. The option is at the strike price 14 in the first exercise
period, 147 in the second and 1.54 in the third. Employees have the right to defer to exercise their right within the contractual
term but the strike price increase to the price valid in the period that the option is exercised.

Cost due to the agreements has been calculated on the basis of the Black-Scholes valuation model and is expensed during
the contractual term among salaries and salary related expenses, for the first time in the year 2008, A counter recognition will be
made to a special item among equity where the option agreements will be settled by cession of shares. Estimated cost due to
the agreements is ISK 193 million. Important premises used in the calculation of values are specified as follows:

Share options granted in the year 2007 480000
Fair value of share options at agreement date 192,662
Share option rate 1,40 -1,54
Estimated fluctuation (weighted average fluctuation) 23,0%
Risk free interests (based on treasury bonds) 125%

Expensed cost due to share options in the year 2008 amounted to ISK 60 million after taking into account expired share options
to the amount of ISK 71 million due to former employees. The Bank's employees did not exercise their share option in the year 2008,

Events after the balance sheet date
56.No events have taken place after the balance sheet date that would require any adjustments and corrections to the financial
statements for the year 2008. The financial statements will be presented in a shareholders’ general meeting for approval.

Amounts are in ISK thousand
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