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ADDRESS OF CHAIRMAN AND CEO

Saga Capital Investment Bank was formally established in June
2007. The main objective this first year of operations has been
to establish a solid foundation for the future by forging the infra-
structure and [T-systems as well as hiring first-class staff. Year-
end 2007 reveals six months of income versus twelve months
of expenses. During this time, world markets have been on a
downward spiral, forming a liquidity crisis following the subprime
loan dilemma in the US. Despite strenuous conditions, Saga
Capital has created a solid platform in commissions and interest
revenues. The bank is based on four profit centers: Corporate
Finance, Capital Markets, Debt Finance, and Proprietary Trading,

AVARP FORMANNS OG FORSTJORA

Saga Capital Fjarfestingarbanki 1ok formlega til starfa 1 junimanudi
2007. A fyrsta starfsari hafa meginahersiur bankans legid i pvi
ad byggja upp traustan grunn fyrir framtidina, en unnid hefur
verio ad uppbyggingu innvida, tlvu- og upplysingakerfa, auk
radningar starfsfolks. | arslok eru ad baki sex tekjumanudir en
tolf utgjaldamanudir. A pessum tima hafa markadir um allan
heim verid & hradr nidurleid og lausafjarkreppa hefur breidst Ut
i kjolfar undirmalslanaerfidleika i Bandarikjunum. pratt fyrir erfid
ytri skilyrdi hefur bankinn byggt upp gddan grunn vaxta- og
poknanatekna. Bankinn hvilir & fiorum meginstodum: Fyrirtaekja-
raogjof, markadsvidskiptum, Utlanasvidi og eigin vidskiptum.
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This first year of operations has seen numerous achievements.
As of this year, Saga Capital is in fourth place in terms of trade
volume on the Icelandic Stock Exchange, following the three
major Icelandic commercial lbanks. Corporate Finance com-
pleted several projects, the largest being the sale of a large
share in Islenska Gamafelagid where managers and investors
acquired the company from previous owners. Capital Market's
commission revenues have grown at a steady pace, providing
the bank’s clients with direct access to major stock exchanges
at a competitive rate. In addition, Capital Markets underwrote
bond issues for both Baugur Group and Askar Capital. Dept
Finance has mainly focused on real estate projects all over the
world and on interim financing for various projects at home and
abroad. Saga Capital has never held subprime loans and the
bank’s loan portfolio is diverse and solid. Proprietary Trading
manages the bank’s portfolio in listed securities and deriva-
tives, bonds and stocks. The severe market situation set its
mark on the department’s efforts resulting in a loss in the
bank’s securities holdings.

OPERATION | The year was characterised by favourable
and rising commission revenues, both in Corporate Finance and
Capital Markets. Interest revenues were positive but limited by
higher cost of carry on the bank’s securities holdings. Pro-
prietary losses were evenly divided between stocks and bonds.
The bank’s operation expenses were low and characterised by
moderation and efficiency. A large portion of indirect operating
expenses incurred during the year were initial investments in
infrastructure and IT, and can be viewed as one-off expenses.

A fyrsta starfsari hefur margt aunnist. Fra byrjun ars 2008
vermir Saga Capital fjorda seetid a eftir storu vidskiptabdnkunum
premur | umfangi vidskipta | Kaupholl islands. | fyrirtaekjaradgjof
var nokkrum verkefnum Iokid, peirra steerst var sala & storum
eignarhlut i islenska gamafélaginu, en stjornendur pess asamt
fiarfestum keyptu felagid af fyrri hiuthdfum. Poknanatekjur markads-
vidskipta hafa vaxid jafnt og pétt, en meginpungi starfseminnar
hefur beinst ad pvi ad veita vidskiptamdnnum bankans beinan
adgang ad helstu kauphollum heims gegn lagri poknun. Ad
auki annadist svidid solu skuldabréfa fyrir Baug Group og Askar
Capital. Lan utlanasvios hafa einkum beinst ad fasteignaverk-
efnum vida um heim, auk milllagsfiarmognunar fyrir ymis verk-
efni heima og erlendis. Saga Capital hefur aldrei att undir-
malslan og pad er mat stjornenda ad utlanasafn bankans se
vel dreift og tryggt. Svid eigin vidskipta bankans hefur umsjon
med eignasafni hans | skradum verdbréfum og afleidum,
skuldabréfum og hlutabrefum. Arferdid setti mark sitt & starf
svidsins, en tap var vegna verdbrefaeignar bankans.

REKSTUR | Ario einkenndist af godum og stigandi pokn-
anatekjum, baedi | fyrirteekjaradgjof og markadsvioskiptum.
Vaxtatekjur voru jakveedar, en takmorkudust af haum flarmogn-
unarkostnadi vid verdbréfaeign bankans. Tap vegna verdbréfa-
eignar skiptist i grofum drattum ad jofnu milli hlutabreéfa og skulda-
brefa. Rekstrarkostnadur bankans var lagur og einkenndist af
raddeild og varfeerni. Af &drum rekstrarkostnadi fell tluvert fil
vegna stofnunar bankans og uppbyggingu innvida hans og var
sé& kostnadur ad mestu gjaldfeerdur & arinu.

ADDRESS OF CHAIRMAN AND CEO | AVARP FORMANNS OG FORSTJORA

ASSETS | Atthe end of the year 2007, the Saga Capital
balance sheet amounted to ISK 38 billion with equity at ISK 9.7
billion and CAD ratio at 35.3%. The bank’'s major holdings at
year-end consisted of bonds and loans. It is our belief that the
bank’s holdings in securities are solid and that care and reli-
able risk assessment was employed in compiling the loan and
equity portfolio. The largest portion of the bank’s balance sheet
was tied up in inflation-indexed treasury bonds, a total of 22 billion
ISK. Equities, domestic and foreign, amounted to ISK 1.9 billion
and total lending came to ISK 3.6 billion.

In light of worsening financing conditions world-wide, the bank
has been conservative in terms of balance sheet growth. In-
stead the bank has emphasised preparing for further growth
with the bank’s clients when opportunities arise.

FINANCIAL STRENGTHS | As previously stated,
the bank’'s CAD ratio was 35.3% at year-end 2007 but in March
2008 it had escalated to 53%. The lcelandic regulatory mini-
mum CAD ratio for banks is 8%. It is vital to maintain a high CAD
ratio and a flexible balance sheet in times of strenuous financial
conditions and capital costs at historical heights. It is therefore
quite clear that our financial strength is significant, reflecting the
bank’s readiness to seize the opportunities ahead and to par-
ticipate in the transformation and synergies that may lie ahead
in the financial sector.

EIGNIR | I arslok nam steerd efnahags Saga Capital Fjar-
festingarbanka alls 38 miljoroum krona. Eigid fé nam 97
milliordum krona og eiginfiarhlutfall & CAD grunni nam 35,3%.
Eignir Saga Capital | arslok samanstodu af steerstum hluta af
skuldabréfum og utlanum. Pad er mat okkar ad eignir bankans
[ verdbrefum seu traustar og ad beitt hafi verid varfaerni og
traustu ahasttumati vid uppbyggingu Utlana- og eignasams.
Steersti hiuti efnahagsreiknings bankans var bundinn i verd-
tryggdum skuldabrefum med rikisabyrgd, eda alls 22 milljardar
krona. Hlutabréfaeign bankans, 1 innlendum og erlendum
hlutabrefum, nam alls 1,9 milljardi krona. Heildardtidan bankans
namu 3,6 miliordum krona,

[ josi versnandi fiarmagnunarskiyda um allan heim hefur verid
farid varlega 1 voxt efnahagsreknings bankans, en peim mun meiri
ahersla 16gd & ad bua i haginn fyrir frekari voxt med vidskipta-
vinum bankans, pegar soknarfeerin gefast.

FJARHAGSLEGUR STYRKLEIKI | Eins og dour
sagdi nam CAD eiginfiarhlutfall bankans i arslok 35,3%. I byrjun
mars 2008 var petta hlutfall hins vegar komiod { 53%. Logbundid
lagmarks eiginfiarhlutfall fyrir bankastofnanir er 8%. pad er mikil-
vaegt ad halda hau eiginfiarhlutfalli og sveigjanlegum efnahags-
reikningi um fpessar mundir pegar fiarmognunarskilyrdi eru erfid
og flarmagnskostnadur i sogulegum haedum. Pad ma pvi [jost
vera ad flarhagslegur styrkleiki okkar er mikill sem pydir ad
ankinn er vel  stakk buinn til ad nyta pau teekifeeri sem skapast
& naestu misserum og taka patt i peirri gerjun sem framundan
er [ fiarmalageiranum.
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ABOUT SAGA CAPITAL UM SAGA CAPITAL




ORGANISATIONAL CHART

— Saga Capital Investment Bank operates in nine divisions.

— The bank’s four profit centers are Capital Markets,
Corporate Finance, Debt Finance, and Proprietary Trading

— The bank’s support divisions are Communications,
Finance and Accounting, Legal Services, Risk Manage-

ment, and Treasury,

SKIPURIT

— Saga Capital Fjarfestingartbanki starfar a niu svidum.

— Tekjusviod bankans eru fjlogur: Markadsvidskipti,
fyrirtaekjaradgjof, Utlanasvio og eigin vioskipti

= Stodsvid bankans eru fimm: Samskiptasvio,
fiarmalasvio, logfreedisvid, aheasttustyring
og fiarstyring.

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

Corporate Finance Debt Finance Proprietary Trading ;... :
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SHAREHOLDERS HLUTHAFAR Saga Capital Investment Bank’s ten largest shareholders | Tiu steerstu hluthafar Saga Capital Fjarfestingarbanka

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

— Saga Capital's shareholders numioer almost 100. ;= Hluthafar Saga Capital eru tasplega 100. : T Thorvaldur LUAVIK SIGUMONSSON v s s s s T14% i 1,100,000,000
: 1,000000000
— Employees own around 20% and several savings — Starfsmenn eiga um 20% | fyrirtaekinu og ymsir 1,000,000,000
banks another 20%. spansjodirum 20%. A KEA EIGNIE BN s s s s s G s 913,043,487
: L B VESIUNANG BN s DT B 550,000,000
— The five largest shareholders own a total of 47% of the — Fimm steerstu hluthafar Saga Capital eiga samtals B v SPAMSJOAUN NOTAIENTINGA s s s AT %o 460,000,000
bank’s equity. : 47% hlut i bankanum. : T s CGINVUDVETIAIT €.ttt A 1% s 400,000,000
8 v SPAMS|OAUT SVATTABCIA s s 3 1% 300,000,000
9 s G HAMTESUNGAITEIAG s s s s 27 Do 260,869,565
10..... SPAMNSJOAUIINN TN KEFIAVIK sttt 2T Vo 260,869,565
Total | Samtals 64.4% 6,544,782,617
SHAREHOLDERS | HLUTHAFAR
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MILESTONES 2007

— Saga Capital was founded in late 2006 by a few former
employees of the large Icelandic commercial banks and care-
fully selected institutional investors. Equity equalled 25 billion
ISK. In the beginning, the bank had a staff of four whose main
objective was to prepare an application to the Financial Super-
visory Authority for an investment banking license.

— In February 2007 Saga Capital initiated a private share
offering which ended in April, raising additional 8 billion ISK. In
March, the bank’s staff of nine moved to Akureyri’'s old elemen-
tary school, a grand house well over a hundred years old with a
remarkable history.

= In early May, the bank received its investment banking
license and in June Saga Capital Investment Bank was formally
established. The bank had already become a member of the

MILESTONES | AFANGAR

AFANGAR 2007

— Saga Capital var stofnad sidla ars 2006 af nokkrum fyrrverandi
starfsmonnum storu islensku vidskiptabankanna og voldum
fagfiarfestum. Hiutafé var 2,5 milljardar. | upphafi voru starfsmenn
fiorir og eitt helsta verkefni peirra var ad saekja um flarfestingar-
bankaleyfi til Fjarmalaeftirlitsins,

— Hlutafiarutbod Saga Capital hofst i februar, 2007 og lauk
april pegar hiutafé var komid i 10,5 milljarda. | mars fluttu starfs-
menn bankans, sem pa voru ordnir niu, inn i Gamla barma-
skolann & Akureyri. HUsio er riflega hundrad ara gamalt og & ser
mikla og merkilega sogu.

— [ byrjun mai fékk Saga Capital fiarfestingarbankaleyfi og tok

formiega til starfa 1 juni. Pa strax var bankinn kominn med adid ad
OMX kauphollunum & islandi, Helsinki og i Stokkholmi. Starfs-

OMX exchanges in Iceland, Helsinki, and Stockholm. Staff had
increased to 17 and a second office was opened in another old
and historical building, Thoroddsstadir at Skogarhlid in Reykjavik.

— Saga Capital hosted a formal opening ceremony in August
when H. E. Mr. Biorgvin G. Sigurdsson, Minister of Business Affairs,
inaugurated the bank's headquarters in the old elementary
school following a thorough refurbishment of house and interior.
The staff numbered 29 by that time.

— At the end of 2007, the bank had a staff of 34, with 25 in
Akureyri and 9 in Reykjavik. In early 2008, the bank applied for
commercial banking license to the Financial Supervisory Authority.
The bank has also gained access to the Icelandic Banks Data
Centre and reached an agreement with the Central Bank of
lceland for access to its Real-Time Gross Settlement System (RTGS).

monnum hafdi fjolgad 117 og skrifstofa var opnud 1 ¢dru gémlu og
sogufraegu husi, Poroddsstodum vid Skogarhlid | Reykjavik.

— Saga Capital hélt formlega opnunarhatid | agust pegar
Bjorgvin G. Sigurdsson vidskiptaradherra vigdi hofudstodvar
ankans | Gamla barnaskolanum eftir gagngerar endurbaetur.
Pa voru starfsmenn bankans oronir 29.

— [ arslok 2007 voru starfsmenn Saga Capital ordnir 34, par af
storfudu 25 & Akureyri og 9 1 Reykjavik. | byrjun ars 2008 satti
bankinn um leyfi fyrir vidskiptabankastarfsemi til Fjarmalaeftir-
litsins. Pa hefur Saga Capital fengid adild ad Reiknistofu bank-
anna og samid vid Sedlabanka Islands um adgang ad stor-
greidslukerfi hans.
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CAPITAL MARKETS

The first year of business for Saga Capital’s Capital Markets was
successful despite extremely demanding conditions. The bank
immediately became a member of the OMX exchanges in
Reykjavik, Stockholm, and Helsinki, later adding Copenhagen t©
the list. In addition, the bank provides its clients with direct
trading access to all major markets. Saga Capital was thus
able, immediately in its first operating year, to provide its clients
with most of what international markets have to offer.

Special emphasis was placed on providing institutional investors
and high net worth individuals with excellent service. Institu-
tional investors were also enabled to trade in stocks and bonds
over the Internet through Saga Capital Trader, on best available
terms. Clients’ trading on Saga Capital Trader resulted in a huge
turnover from the very beginning with Saga Capital now show-
ing the fourth highest market share on the Iceland Stock Ex-
change as of this year.

CAPITAL MARKETS | MARKABSVIDSKIPTI

MARKADSVIDSKIPTI

Upphafsar markadsvidskipta Saga Capital gekk vel pratt fyrir
mjog kreflandi markadsadsteedur. Bankinn vard strax markadsaoil
ad OMX kauphollunum 1 Reykjavik, Stokkholmi og Helsinki og
kauphallin i Kauprmannahofn hefur sidan beest i hopinn. AS auki
er bankinn med samninga sem gera honum Kkleift ad eiga
vidskipti beint med hlutaloref | 6drum kauphollum. Pannig gat
Saga Capital strax a upphafsarinu bodid vidskiptavinum sinum
upp a velflestar paer vorur sem i bodi eru a alpjodamorkudum.

Logd var serstok ahersla & ad bjoda fagfjarfestum og efnameiri
einstaklingum framurskarandi pjonustu. Fagfjarfestum var jafm-
framt gert Kleift ad eiga vidskipt med hlutabréf og skuldabréf &
veraldarvefnum i gegnum Saga Capital Trader, & betri kjiorum
en adur hefur pekkst. Vioskipti i gengum Saga Capital Trader
skiludu ser i mikilli veltu strax fra upphafi og er Saga Capital
med fjordu mestu markadshlutdeild | Kauphall islands pad sem
af er arinu 2008,

In addition to the traditional brokering of stocks and bonds,
Capital Markets have also emphasised procuring financing
t© medium-sized and large companies for the issuing and
listing of bonds. Saga Capital underwrote two lbond issues in
2007, one for 2.5 billion ISK for Baugur Group and another for
2 billion ISK for Askar Capital. In addition, Capital Markets man-
aged the listing of Askar Capital's bond issue on the OMX
exchange in Iceland.

Capital Markets aim at establishing their name even further in
both domestic and foreign markets by providing their clients
with expert advice and professional and swift execution of trad-
ing in return for a modest fee. Emphasis will also be placed on
actively participating in the refinancing of Icelandic companies
through the issue of bond categories.

Fyrir utan hefdbundna midlun hluta- og skuldalbréfa hafa mark-
adsvidskiptl einnig lagt aherslu & ad bjoda midlungsstorum og
steerri fyrirtaekjum flarmagnun 1 tengslum vid Utgéafu og skraningu
skuldabréfa. Saga Capital sélutryggdi tvod skuldabréfadtood a
arinu, annars vegar 25 millarda skuldabrefautood fyrir Baug
Group og hins vegar 2 milljarda skuldabréfautbod fyrir Askar
Capital. Jafnframt sau markadsvidskipti um ad skra skuldabreéfa-
flokk Askar Capital i kaupholl OMX & Islandi.

Markadsvidskipti stefna ad pvi ad festa sig enn frekar | sessi &
innlendum og erlendum morkudum med pvi ad veita vidskipta-
vinum sinum vandada, faglega og skjota framkvaemd vidskipta
gegn hoflegri pboknun. Einnig verdur 16gd ahersla a ad taka virkan
patt | endurflarmognun fyrirtaskja landsins med Utgafu skulda-
brefaflokka.
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CORPORATE FINANCE

Saga Capital's Corporate Finance provides advice and assis-
tance on acquisitions, disposals and mergers of companies
and operating units. Corporate Finance offers a vast range of
services in relation to transactions, among them share offer-
ings and listings, supervision of due diligence reports, mergers
and acquisitions, assistance in relation to changes in holdings
and participation in negotiations and contract making,

In 2007 Corporate Finance focused on introducing the bank’s
structure and objectives amongst companies and institutional
investors. Staff members travelled far and wide to introduce
Saga Capital and its Corporate Finance. Numerous projects
and ideas have surfaced as a result, for example a price esti-
mate and consultation for the Board of Directors of Vinnslu-
stodin in relation to the Stilla and Eyjamenn takeover bids for the
company. The Board’s assessment of the aforesaid takeover
bids was based on the Corporate Finance price estimate.

In July, Corporate Finance assisted the CEO of Islenska Gama-
felagid with a takeover of the company, as well as the refinancing

CORPORATE FINANCE | FYRIRTAKJARADGJOF

FYRIRTEKJARADG)OF

Helstu verkefni fyrirteekjaradgjafar eru radgjof um kaup, solu,
samruna og yfirtoku fyrirtaskja og rekstrareininga. Medal pjonustu-
patta sem fyrirteekjaradgjof bydur  tengslum vid sélu og kaup a
felogum og fyrirtaskjum ma nefna: Utbod og skraningu verdbrefa,
umsjon med areidanleikakdnnunum, adstod 1 tengslum vid sam-
runa og yfirtokur og hvers kyns breytingar a eignarhaldi og patt-
taka i samningavidreedum og samningagero.

Starfsemi fyrirteekjaradgjafar arid 2007 hefur einkennst af upp-
byggingar- og kynningarstarfi medal fyrirtaskja og fiarfesta. Starfs-
menn hafa farid vida | heimsoknir [ fyrirtaski og kynnt Saga Capital
og fyrirteekjaradgjdfina. Morg fidloreytt verkefi og hugmyndir
hafa komid inn a bord fyrirteekjaradgjafar a arinu, tl deemis unnu
starfsmenn svidsins ad verdmati og sinntu radgjof fyrir stom
Vinnslustédvarinnar 1 tengslum vid yfirtokutlbod Stillu og Eyja-
manna i félagiod. Alit stjornar Vinnslustédvarinnar a framangreindum
yfirokutibodum byggdist & verdmati fyrirtaskjaradgjafar.

[ jul adstodadi fyrirtaekjaradgjof framkveemdastjora Islenska gama-
felagsins vio yfirtoku a felaginu og endurflarmognun pess og

of that same company and its subsidiaries, Amongst the company’s
assets is Velamidstodin. In recent years Islenska Gamafelagid
has acquired or merged with a total of twelve enterprises engaged
in similar operations and is now in the forefront in its field in
lceland. The company’s 2007 turnover exceeded 2.3 billion ISK.

Corporate Finance also mediated in the sale of Glerborg, one
of the country’s oldest glass production companies, to PGV in
Hafnarfiordur. The merged company plans to lbecome Iceland’s
largest in the production and sale of glass, windows, doors, sun
lounges, balcony enclosures and other products. An example
of Corporate Finance’s offshore projects is assisting the Green
Diamond Tire factory in New York with their stock increase.

The latter part of 2007 saw turmoail in financial markets leading
to diminishing corporate trading activities both at home and
abroad. In view of the current situation, 2008 is nevertheless off
0 a good start. The outlook for increased activities and cor-
porate mergers is good as the year progresses and exciting
investment opportunities are in the making.

dotturfélaga. Islenska gamafélagi® a medal annars Veélamio-
stodina. Islenska gamafélagid hefur & undanfornum arum keypt
eda sameinast alls tlf fyrirtaekjum i svipudum rekstri og er nd
fremstu rod & islandi a sinu sviol. Velta félagsins & sidasta ari var
rdmir 2,3 milliardar krona.

Pa hafdi fyrirteekjaradgjof milligongu um sélu & Glerborg, einu
elsta og rotgronasta glerframleidslufyrirteeki landsins, til PGV i
Hafnarfirdi. Sameinad fyrirtaeki stefnir & ad verda staersta fyrirtaeki &
markadi | framleidslu og solu & gleri, gluggum, hurdum, solstofum,
svalalokunum og tengdum vorum. Af verkefnum erlendis ma
nefna ad fyrirteekjaradgjof adstodadi dekkjaverksmidjuna Green
Diamond Tire i New York vid hlutafjaraukningu félagsins.

Seinni hluti arsins 2007 einkenndist af miklum hraeringum &
flarmalamorkudum sem leiddu tl minnkandi vidskipta med
fyrirtaeki & innlendum sem erlendum markadi. | ljosi adsteedna
hefur arid 2008 fari® vel af stad. Utlit er fyrir auknar hreeringar og
samruna fyrirteekja pegar lida tekur a arid og horfur a ad vida
skapist spennandi fiarfestingarteekifeeri.
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DEBT FINANCE

Saga Capital's Debt Finance is off to a good start. The loan
portfolio has seen a steady increase from day one, reaching
ISK 37 billion at the end of 2007 with 170 borrowers in several
countries. The United States, Norway and France are among
the countries where the bank has provided loans although the
bank’s home market remains the largest.

The main objective has lbeen to support other areas of the bank
with, for example, securities financing through Capital Markets as
well as financing the bank’s clients who trade through Saga Capital
Trader. Debt Finance also supports the bank's Corporate Finance
where the main project in 2007 was the financing of a leveraged

DEBT FINANCE | UTLANASVID

UTLANASVID

Starfsemi Utlanasvids Saga Capital hefur fari® vel af stad. Utlana-
safnid hefur vaxid stodugt fra stofnun lbankans og var 1 lok ars
3,7 miljardar krona sem dreifast & 170 lantakendur i nokkrum
lbndum. Bandarikin, Noregur og Frakkland eru medal peirra
landa sem lbankinn hefur lanad til po heimamarkadur bankans
Se staerstur.

Meginahersla svidsins hefur verid ad stydja vid adrar deildir
bankans til deemis med verdbréfafiarmognun i gegnum mark-
adsvidskipti og verdbrefaffarmognun peirra vidskiptavina bankans
sem eiga vidskipti i gegnum Saga Trader, vidskiptakerfi Saga
Capital. Utlanasvioid stydur einnig vio starfsemi fyrirteekja-

acquisition of Islenska Gamafelagid by the managers of the
same company. Saga Capital pledged to refinance the com-
pany as well as provide interim financing for the purchase.

The bank’s Debt Finance has not focused on one industry
more than others, but rather emphasised the tailoring of indi-
vidual solutions to best suit our diverse client base. Last year
projects included the acquisition of a real estate company in
Norway, the financing of a tire factory in the United States and a
loan to the owners of primary capital of Sparisjodur Svarfdaela
and Sparisjodur Nordfjardar in relation to the savings banks’
primary capital increase.

radgjafar bankans og & arinu bar heest fiarmdgnun 1 tengslum vio
skuldsett kaup stjornenda Islenska gamafélagsins & félaginu sjalfu.
Saga Capital skuldoatt sig til ad endurfiarmagna félagid asamt pvi
ad veita milllagsfjarmaognun til kaupanna.

Utlanasvid bankans hefur ekki lagt meiri éherslu & eina atvinnugrein
umfram adra heldur er 16gd ahersla a ad pjonusta alla vidskiptavini
Pankans med peim fiarmognunarlausnum sem peim henta. Medal
verkefna sem lanad var til & sidasta ari voru kaup a fasteignatélagi i
Noregi, flarmognun dekkjaframleidslu i Bandarkjunum og lan il
stofnfiareigenda Sparisjods Svarfdesla og Sparisjods Nordfjardar i
tengslum vid stofnflaraukningu sjddanna.
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PROPRIETARY TRADING

Proprietary Trading manages the Saga Capital portfolio through
participation in domestic and foreign securities markets. Propri-
etary Trading also acts as a market maker for various types of
financial instruments.

Proprietary Trading is continuously on the lookout to increase
the bank’s long-term yields. Ranging from short to long term,
every investment made in the name of Proprietary Trading must
receive approval of the bank’s Risk Management and fall within
the risk policy set by the bank.

The previous year, the bank’s first operating year, was extremely
demanding on both domestic and foreign securities markets.
Since the bank began its formal operations in June, conditions
have worsened dramatically, beginning with the sub prime loan
crisis In the United States. One would have to look decades

PROPRIETARY TRADING | EIGIN VIDSKIPTI

EIGIN VIDSKIPTI

Eigin vidskipti annast styringu a fiarfestingum Saga Capital med
patttoku & innlendum og erlendum verdbréfamorkudum, auk
pess ad sinna vidskiptavakt med hlutabreéf og skuldalboref.

Eigin vidskipti leita teskifesra til pess ad auka ardsemi bankans
til lengri tima. Fjarfestingar fyrir eigin reikning eru allt fra fiarfest-
ingum innan hvers dags til flarfestinga yfir lengri timabil. Allar
fiarfestingar fyrir eigin reikning bankans purfa sampykki ahesttu-
styringar bankans og falla undir ppann ahasstturamma sem
ankinn hefur sett sér.

Sidastidio starfsar og pad fyrsta i sbgu bankans var mjog krefj-
andi & innlendum og erlendum verdbréfamorkudum. Fra pvi
bankinn hof formlega starfsemi 1 juni hafa skilyrdi & verdbrefa-
morkudum hridversnad en rekja ma upphaf pess til undirmals-
lanakrisu { Bandarikjunum. Leita parf aratugi aftur { tmann til ad

back to see such conditions as have raged within the financial
sector recently. Last year has thus truly tested the lbank’s foun-
dations and the staff of Proprietary Trading.

The main reasons for last year's exchange loss are a decrease
in bond prices and losses In the bank’s holdings in European
stocks, where the market has experienced a dramatic decrease
ever since the bank was founded.

During 2007, Proprietary Trading negotiated with Glitnir, 365,
Marel, Icelandair, Spron, Housing Financing Fund and the
Government Debt Management Agency for market making in
issuers’ stocks and/or bonds on the Icelandic Stock Exchange.
These contracts ensure commissions to the bank and under-
score its strength in the domestic securities market.

sja onnur eins skilyrdi og myndast hafa a fiarmalamorkudum ad
undanfornu. Pad ma pvi med sanni segja ad sidasta ar hafi
reynt & stodir bankans og starfsmenn eigin vidskipta.

Helstu asteedur gengistaps sidasta ars ma rekja til laskkunar &
gangvirdi skuldabréfa i eigu bankans og taps a skradri hlutabréfa-
eign bankans i evropskum hlutaloréfum en veruleg leekkun hefur
ordid a helstu verdbréfamaorkudum fra stofnun bankans.

A arinu gerdu eigin vidskipti samninga vid Glitni, 365, Marel,
lcelandair, Spron, lbudalanasjod og Lanasyslu rikisins um
vidskiptavakt & hlutabréfum ogleda skuldabrefum utgefenda
i Kaupholl [slands. Pessir samningar tryggja bankanum pokn-
anatekjur og undirstrika styrkleika hans & innlendum vero-
bréfamarkadi.
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ENDORSEMENT AND STATEMENT BY
THE MANAGEMENT

The financial statements of Saga Capital Investment Bank hf.
are prepared according t© International Financial Reporting
Standards (IFRSs), as adopted by the EU.

Saga Capital provides its customers with services in relation to
corporate advisory service, loans and security broking.

The bank incurred a loss on its operation in the year 2007 to the
amount of ISK 825 million according to the income statement.
Equity at year end amounted to ISK 9,750 million according to
the balance sheet. The Bank’s equity ratio calculated according to
law on financial companies was 35.3% at year end 2007, Accord-
iNg to law the ratio shall not be lower than 8%.

The Bank’s Board of Directors proposes that no dividends be
paid to shareholders in the year 2008 due to the year 2007. Ref-

ENDORSEMENT AND STATEMENT BY THE MANAGEMENT

erence is made to the financial statements for further informa-
tion on the allocation of profit or loss and other changes in equity.

During the Bank’s first operating year, a considerable cost was
incurred due to the structuring of the operation and that cost was in
main part expensed. Furthermore, operating cost was incurred
during the entire year, whereas income was generated from June.

During the year, the Bank's closed share tender ended and paid in
share capital during the year amounted to ISK 9549 million. Paid in
share capital at year end 2007 amounted to ISK 9554 milion and
has bbeen recognised in the Bank’s balance sheet. Shareholders
numibered 93 at year end compared with 3 at the beginning of the
year. At year end, three shareholders owned more than 10.0% in
the Bank, Thorvaldur Ludvik Sigurjonsson, with a 11.5% share,
Standholl enf, with a 105% share and Sundagardar hf, with 105%.

Statement by the Board of Directors and the CEO
According to the lbest of our knowledge, it is our opinion that
the financial statements give a fair view of the Bank’s financial
performance in the year 2007, assets, liabilities and its financial
standing as at 31 December 2007 and changes in cash and
cash equivalents during the year 2007

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

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

year 2007 by means of their signatures.

Akureyri, 22 February 2008

The Board of Directors

Halldor Johannsson, Chairman
Johann Antonsson

Robert Melax

i e
et Tl

Thorleifur Stefan Bjornsson
.%,5 5&«4«

Thorvaldur Ludvik Sigurjonsson, CEO

Orn Arnar Oskarsson
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INDEPENDENT AUDITOR,S REPORT

To the Board of Directors and Shareholders of Saga Capital
Investment Bank hf.

We have audited the accompanying financial statements of
Saga Capital Investment Bank hf, which comprise the balance
sheet as at December 31, 2007, 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

INDEPENDENT AUDITOR'S REPORT

presentation of financial statements that are free from material
misstatements, whether due to fraud or error; selecting and apply-
ing appropriate accounting policies; and making accounting
estimates that are reasonable in the circumstances.

Auditor’s Responsibility

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

An audiit involves performing procedures o obtain audit evidence
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 considers 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, but not for the
purpose of expressing an opinion on the effectiveness of the
entity's internal control. An audit also includes evaluating the
appropriateness of accounting 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 31, 2007,
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.

Akureyri, 22 February 2008

KPMG Endurskodun Akureyri hf.

Arnar Arnason /
M /é«u G2 Dk

Reynir Stefan Gylfason
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INCOME STATEMENT FOR THE YEAR 2007 BALANCE SHEET 31 DECEMBER 2007

Notes 2007 2006 Notes 2007 2006
Interest income 1068583 045 Assets
Interest expenses ( 927747)  ( 6) Cash and cash equivalents 40 1,059,303 m3
Net interest inCome e o 140,856 239 Receivable from credit institutions . 803,779 0
Fee income 415,265 0 i Loans and receivables 42-46 3,656,459 0
R o ( 103575) 0 Trading assets a7 22,888,547 0
Nt fe INCOMIe e Sl 31,690 0 Assets designated at fair value 80 6,039,068 0
Net (expenses) income on financial assets and liabilities 32 ( 908,361) 0 Intangible assets 51 36,617 862
VarioUS OPEIaIING TOVENIUS | e 7750 0 Operating assets o 67421 5186
Total other operating income ( 900611) 0 Deferred tax asset 53 183,451 580
OUIETBSSEIS | oo 54 3713418 25
Net operating income ( 448,085) 239
............................................................................................................................. Total assets 58,448,063 1,766
Salaries and salary related expenses 34 243193 0 :
Other operating expenses 267,055 3463 Liabilities
Depreciation of 0perating @SSe1S e o 19974 0 Trading liabilities 55 232688 0
Total operating expenses e 530,222 3463 Borrowings 56 23,297,521 0
T IS oo Sl 5168,25I 5410
IMPAIMMENt I0SS 0N 108NS oo o 29,245 0 ........................................................................................................................ Total liabilities 28,698,460 5410
Loss before income tax ( 1007552) ( 3,224)
OO 8 e a7 182871 560 : Equity
: Share capital 0,554,645 5,000
Loss for the Y e ( 824,681 ( 2644) i Share premium account for paid in capital 1,022,283 0
f ACCUMUIBIED OMICIL | e ( 827328) | 2644)
Loss per share ............................................................................................................................. Total equity 58 9,749,603 2,356
Basic loss per share 38 013) ( 317)
Diluted loss per share 38 013) ( 317) Total equity and liabilities 38,448,063 7,766

Notes on page 44 - 78 are an integral part of these financial statements | Amounts are in ISK thousand
Notes on page 44 - 78 are an integral part of these financial statements | Amounts are in ISK thousand
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STATEMENT OF EQUITY FOR THE YEAR 2007

Changes in equity in year 2006 Share capital  Share premium

Paid in upon establishment
Loss for the year

Changes in equity in year 2007

Equity as at 1 January 2007

Paid in new share capital

Purchased own shares (
Loss for the year

Accumulated
deficit Total
5000 0 0 5000
0 0 ( 2,644) 2,644)
5000 0 ( 2,644) 2,356
5000 0 ( 2,644) 2,356
9,666,314 1,074,784 0 10,741,097
16,669) ( 52,501) 0 169,170)
0 0 824,681) 824,681)
9,654,645 1022283 ( 827,325) 9,749,603

Notes on page 44 - 78 are an integral part of these financial statements

STATEMENT OF EQUITY FOR THE YEAR 2007

Amounts are in ISK thousand

CASH FLOW STATEMENT FOR THE YEAR 2007

Cash flows from operating activities: Notes
Loss before income tax
Operating items not affecting cash flows:

o

Depreciation of intangible assets

Depreciation of operating assets 52

Impairment loss on loans 45
Changes in operating assets and liabilities:

Receivable from credit institutions

Trading assets

Loans and receivables

Financial assets at fair value

Other assets

Trading liabilities

Borrowings

Other liabilities

Cash flows from investing activities:
Investment in intangible assets 51
Investment in operating assets 52

Cash flows from financing activities:
Paid in share capital
Purchased own shares

Increase in cash and cash equivalents
Cash and cash equivalents at the beginning of the year

Cash and cash equivalents at year end 40

Notes on page 44 - 78 are an integral part of these financial statements | Amounts are in ISK thousand

2007 2006

( 1007552)  ( 3,224)
6,253 0

13721 0

29,245 0

( 803,779) 0
( 22,888,547) 0
( 3,685,704) 0
( 6,039,068) 0
( 3713393) ( 25)
232688 0
23,297,521 0
5,162,841 5410

( 9,395,774) 2161
( 42007) ( 862)
( 75956) ( 5,186)
( 17963) ( 6,048)
10,741,097 5000

( 169,170) 0
10,571,928 5000
1,058190 113

1113 0

1,059,303 13
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NOTES TO THE FINANCIAL STATEMENTS

GENERAL INFORMATION

General information on Saga Capital Investment Bank hf.
Saga Capital Investrment Bank hf. operates and is located in
lceland. Saga Capital Investment Bank hf's headquarters
are at Hafnarstrasti 53, Akureyri,

. Basis of preparation

a) Statement of Compliance

The Financial Statements have lbeen prepared in accor-
dance with International Financial Reporting Stendards (FRSs) as
adopted by the EU.

The financial staterments were approved by the Board of Direc-
tors of Saga Capital Investment Bank hf. on 22 Feloruary 2008,

Amounts are in ISK thousand

NOTES TO THE FINANCIAL STATEMENTS

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 stated at fair value,

- financial assets designated at fair value are stated
at fair value.

Note no. 74 includes further information regarding
measurement of fair values.

¢) Functional and presentation currency
These financial statements are presented in Icelandic kronas,

which is the Bank'’s functional currency. All 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, which affect the application of
accounting policies and the reported amount of assets and
liabilities as well as income and expenses. The estimates
and underlying assumptions are based on historical experi-
ence and various other factors that are believed t© be rea-
sonable under the circumstances, the results of which form
the basis of making the judgements about carrying amounts
of assets and liabilities 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 to accounting estimates are recogn-
ised in the period in which the estimates are revised and in
any future periods affected.

In particular, information about significant areas of estima-
tion uncertainty and critical judgements in applying account-
ing policies that have the most significant effect on the
amounts recognised in the financial staterments is included in
note no. 29.

SIGNIFICANT ACCOUNTING POLICIES

The accounting policies set out below have been applied con-
sistently to all periods presented in these Financial Statements.

3. Foreign currency

Transactions in foreign currencies are translated at exchange
rates at the dates of the transactions. Monetary assets and
liabilites denominated in foreign currencies at the reporting
date are retranslated to the functional currency at the ex-
change rate at that date. Non-monetary assets and liabilities
stated at cost value in foreign currencies are retranslated to
Icelandic kronas at the transaction date. Non-monetary assets
and liabilites denominated in foreign currencies that are
measured at fair value are retranslated to the functional cur-
rency at the exchange rate at the date that the fair value was
determined. Foreign currency differences arising on retrans-
lation are recognised in the income staternent

4. Interest income and expenses
Interest income and expenses presented in the income

statement consist of:;

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

- interest income on loans to customers, based on the
effective interest method and amortised cost,
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- interest expenses on borrowings and other financial
liabilities, based on the effective interest method
and amortised cost,

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

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

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 shest. When the
effective interest rate is calculated the Bank estimates cash
flow in terms of all contractual provisions of the financial
instrument but does not allow for future losses. The effective
interest rate is established on initial recognition of the financial
asset and liability recognised at amortised cost value.

Fee income and expenses

The Bank provides its customers with various services in
exchange for fees. Among this income is income due to
agreements on transactions for third parties, fee income
due to securities and bond transacations, in addition to
other income. Fee income is recognised in the income
statement as the service is provided. Fees for performance

Amounts are in ISK thousand

NOTES TO THE FINANCIAL STATEMENTS

based services are recognised when premises for the per-
formance are met with,

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

. Net (expenses) income on financial assets and liabilities

Net (expenses) income on financial assets and liabilities
include net (expenses) income on trading assets and liabili-
ties, net (expenses) income on financial assets designated
at fair value, dividend income and foreign exchange differ-
ence, and all realised and unrealised fair value changes,
except for fair value changes attributable to interest income
and expense. Dividend income is recognised when the
right to receive the dividends is established.

Impairment of financial assets

The carrying amount of the Bank's 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 when-
ever the carrying amount of an asset or its cash-generating
unit exceeds its recoverable amount.

a) Impairment of loans
Two methods are used to calculate impairment losses, one

based on an assessment of individual loans and the other
based on a collective assessment. Losses expected as a
result of future events, No matter how likely, are not recognised.

Objective evidence of impairment includes information albout
the following events and conditions:

- significant financial difficulty of the borrower,

- a breach of contract, such as a default on installments
or on interest or principal payments;

- the bank grants the borrower, due to legal reasons or
reasons related to business and related to the borrower's
financial difficulty, a concession in form of refinancing,
which otherwise would be an option on the borrower’s part;

- tis likely that the borrower will be bankrupt or will undergo
a financial reorganisation;

- effective 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 reasons
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 important 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 division or bankrupcy;
- how complex it is to determine the total amounts and
assessment of all receivables from borrowers and the

extent of legal and insurance related uncertainty at hand;

- sales value of insurances (decrease factors of credit risk)
and probability of redemption; and
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- probable reduction of cost upon collection of
outstanding 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 variable
interests the imputed rate of interest 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 book value.

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 im-
pairment are estimated on the basis of the contractual

cash flows of the assets;

- historical loss experience in portfolios of similar risk

Amounts are in ISK thousand

NOTES TO THE FINANCIAL STATEMENTS

characteristics (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 probability
of losses on the group and their magnitude. The methodology
and assumptions used for estimating future cash flows are
reviewed regularly to minimise any differences between loss
estimates and actual losses.

Write-off
Loans written-off, partially or in full, when there is no realistic
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 objectively to
an event occurring after the impairment was recognised,

the previously recognised impairment loss is recognised as
revenue in the income statement.

b) 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 effective interest method.

The recoverable amount of other assets is the lower 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 imputed rate of interest before taxes,
which reflects current market conditions and the risk inherent
with the asset. For an asset not generating much indepen-
dent cash flow the recoverable amount is estimated for the
cash generating unit to which the asset appertains.

Income tax expense

Income tax expense comprises current and deferred tax.
Income tax expense is recognised in the income staterment
except o 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 in-
come 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.

10.

A deferred tax asset is calculated and entered in the finan-
cial statements. The calculation is based on the difference
between balance sheet items according to the tax return
on the one hand, and the financial statements on the other,
taken into account carry forward tax losses. Difference 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 recognition 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 1t is
probable that future taxable profits will be available against which
the asset can be utlised. 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 benefit will be realised.

Cash and cash equivalents

Cash and cash equivalents include fund, 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.

Loans and receivables from credit institutions
Loans and receivables consist of financial instruments, other
than derivative agreements, carrying fixed or calculable payments,
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1.

or not listed in active markets, except for those instruments that
the Bank denominates and enters at fair value. Loans and
receivables include loans granted by the Bank to its customers,
loans that the Bank takes part in granting together with other
credit institutions and purchased loans, which are unlisted and
that the Bank has no intention of selling in the nearest future.

Loans and receivables are initially stated at fair value, which is
the loan amount in addition to transaction cost. Loans are then
measured at amortised cost, which is determined on the
basis of the effective interest method. Accrued interests are
recognised as part of the book value of loans and receivables.

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 positive fair value.

Trading assets are measured at fair value. Redeemed and
unredeemed 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.

Amounts are in ISK thousand

NOTES TO THE FINANCIAL STATEMENTS

12. Derivatives

Derivative agreements are financial instruments or other
agreements, which value is bbased on changes in underlying
factors (such as price of securities, goods or bonds, indices,
currencies or interest rates), and require no or insubstantial
inital investment compared t©o other comparable agree-
ments with comparable connection to changes in market
factors and that are settled at a determined time in the future,

The Bank uses derivative agreements in order to gain on short
term price changes and to hedge against financial risk.

Derivative agreements are recognised among current assets
and liabilities in the balance sheet. They are stated at fair
value. Fair value changes are recognised in the income
statement as interests (@mong interest income and interest
expenses) and foreign exchange difference (among net income
and expenses on financial assets and liabilities). Derivative
agreements 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 agree-
ments are treated as separate derivative agreements when
economic characteristics 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.

13.

14,

The fair value of derivative agreements is determined in ac-
cordance with the accounting method defined in note no. 14.

Financial assets stated at fair value

The Bank designates certain financial asset upon initial rec-
ognition in its books as financial assets at fair value when
that definition returns better information to the Bank’s key
management. Fair value changes are recognised in the in-
come statement. Fair value changes are on the one hand
recognised among 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)

Fair value determination

Fair value of financial assets and liabllities listed in an active
market is the same as their listed value. Valuation methods
are applied to all financial instruments in the calculation of
their fair value. A financial asset or a financial liability is con-
sidered 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 regular market transactions
between unrelated parties.

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

15.

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 based on market information.

When transactions are made financial instruments are stated
at fair value upon initial recognision. Market prices are con-
sidered 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 to a valuation method it is recognised in the income
statement based on the premises at each time and no later
than when market information become visible.

Recognition and derecognition of financial assets

and liabilities

Purchase and sale of financial assets are recognised on
the date of transaction. They are stated at the date that the
Bank enters into an obligation to purchase or sell the asset,
unless due to loans and receivables, which is registered
when the financial asset is handed over to 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 risk and benefit
from the ownership.
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16.

A Financial liability is recognised when the Bank becomes a
part of contractual debt instrument. A financial liability is
derecognised when the Bank's obligation is settled loy payment,
the creditor has renounced the claim or the liability lapses.
The Bank makes transactions where recognised assets in the
Pbalance sheet are transferred but the risk and reward is retained
in part or in full. If all or nearly all risk and rewared is 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 loans for securities 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 transferred asset.

In certain transactions the Bank retains its right to provide
services to transferred assets in exchange for fees, The
transfer of an asset is discontinued in full if it meets with all
the relevant requirements thereon. An asset or a liabllity 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 bbe able to cover the cost of the service (liability).

Off-setting
Financial assets and liabllities are set off and the net amount
is recognised in the balance sheet when the legal right exists

Amounts are in ISK thousand

NOTES TO THE FINANCIAL STATEMENTS

17.

18.

on off-setting and recognition will take place by off-setting of
financial assets and liabilities.

Income and expenses are only set of if allowed by accounting
policies. Furthermore, income and expenses are set off
when they are derived from comparable transactions such
as transactions with trading assets.

Sales and repurchase agreement

Sales and repurchase agreements are agreements on sale
and repurchase of securities with the terms that the securities
are repurchased at a fixed date and price. Purchase and resale
agreements are agreements made on the purchase and
resale of securities with the terms that the securities are
resold at a fixed date and price. Initially received cash and
cash equivalents with accrued interests is recognised in the
balance sheet as loan from financial companies and the
Central Bank. Initially paid cash and cash equivalents with
accrued interests is recognised as receivables from credit
institutions. Accrued interests are recognised as interest
expenses or interest income over the term of each agreement.

As for sales and repurchase agreements, control over securi-
ties remains with the Bank during the contractual term and
the securities are continually recognised in the balance as
financial assets denominated at fair value.

Lease agreements
The Bank classifies lease agreement based on whether the

19.

risk and rewards inherent with the ownership of the leased
asset are materially transferred to the Bank or not. A financial
lease agreement is a lease agreement where risk and rewards
inherent with the assets are materially transferred over to the
lessee. An operating lease agreement is any lease agreement
not considered to be a finance lease agreement.

Lease payments according to an operating lease agree-
ment where the Bank is the lessee are expensed on a straight-
line basis over the contractual term of the lease agreement.

Intangible assets

Subsequently incurred cost due to intangible assets is cap-
italised if it increase the value of the asset. All other cost is
expensed in the income statement when incurred. Amorti-
sation is recognised on a straight-ine basis in the income
statement based on the estimated useful life of intangible
assets. Other intangible assets are amortised from the time
that they are taken into use. Software is amortised over a
three year period.

20.0Operating assets

Operating assets are capitalised at cost less accumulated
depreciation and impairment losses. Cost incurred subse-
quently due to a renewal of items in some operating assets
is capitalised as operating asset if it is likely that the financial
gain inherent with the asset will go to the Bank and the cost
can be assessed reliably. All other cost is expensed in the income
statement when incurred. Depreciation is recognised on a

21.

straight-line basis in the income statement based on the
useful life of the operating asset. Estimated useful lives are
specified as follows:

FUMMISNINGS o 5 years

Equipment and MachingS ... 3-5 years
Scrap value is remeasured on an annual basis.

Trading liabilities
Trading liabilities consist of derivative agreements with negative
fair value.

22.Borrowings

The Bank’s borrowings are mainly from financial companies.
Borrowings are initially recognised at fair value less transaction
cost. Borrowings are then measured at the amortised cost
value based on effective interests. Accrued interests are
recognised as a part of the book value of borrowings.

23.Financial guarantees

Financial guarantees are agreements that bind the Bank to
repay a specific amount to the guarantee holder due t a
loss that he incurs when a debtor can not meet with his
obligation on due date in accordance with the terms of a
debt instrument.

Liabilites due to financial guarantees are initially stated at
fair value and the fair value is recognised in the income
statement over the estimated term of the agreement. The
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agreement is then recognised at the higher of the initial fair
value, taken into account recognised fees, or the present
value of estimated payments when the a payment due to a
guarantee is considered to be likely. Financial guarantees
are recognised in the balance sheet among other liabllities.

24.Salary related payments

The Bank pays pension fund contributions due to the Bank’s
employees, which are recognised in the income statement
as salaries and salary related expenses as they are incurred.

25.0ther assets and liabilities

Other assets and liabilties are stated at cost value.

26.Equity

a) Own shares

Share capital acquired from a shareholder (own shares), in-
cluding transaction cost in recognised as a reduction in
equity. Profit and loss arising due to sale, purchase, issue
and write down or own shares is not recognised in the income
statement but under equity.

b) Accumulated deficit
Accumulated includes the loss for the year.

c) Dividends
Dividends on share capital are entered as a reduction in equity
in the period they are approved in an Annual General Meeting.

Amounts are in ISK thousand

NOTES TO THE FINANCIAL STATEMENTS

27. Loss per share

The Bank calculates the loss and diluted loss per share for
its shares. Loss per share is calculated by dividing the loss
for the year distributed to the Bank’s shareholders by the
weighted average number of outstanding shares over the
year. Diluted loss per share is calculated by adjusting the
loss for the year distributed to the Bank's shareholders and
the average of outstanding shares over the year to all the
probable effects due to the dilution. A dilution arises due to
issue of purchase options t© employees.

28.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 2007, and have not been applied in preparing
these financial statements:

IFRS 8 Operating segments. States how an entity shall in its
financial staterments account for information on its operating
segments, goods and services sold, geographical areas in
which it operates and its main customers. IFRS 8 is appli-
cable for the period starting from January 1 2009.

IAS 1 Presentation of Financial Statements (revised 2007) re-
places IAS 1 Presentation of Financial Statements (revised
2003) with changes from 2005. IAS 1 (revised 2007) requires
the disclosure of information on an entity’s objectives, policies
and processes for managing capital, and has specific require-
ments when the entity’s capital is regulated. The main change

with revised IAS 1is the requirement of providing information on
all changes in equiity not related to shareholders (changes in
equity not due to transactions with shareholders in their posi-
tion as shareholders in one or two overviews: whether in one
overview over the total return or in the income statement and
staterment of total return. Unlike the present IAS 1 is will not be
allowed to publish only a part of the total return in an equity
statement. Should IAS 1 confirmed by the EU it will apply tot he
Bank’s financial staterment for the year 2009 and will probally
affect the Bank’s income statement and statement of equity.

Revised IAS 23 Borrowing Costs removes the option to
expense borrowing costs and requires that an entity capita-
lise borrowing costs directly attributable to the acquisition,
construction or production of a qualifying asset as part of
the cost of that asset. The revised IAS 23 will become man-
datory for the Bank's 2009 Financial Statements and will
have effect on the Bank’s accounting policies.

Revised IFRS 2 Share-based payment - vesting conditions and
cancellations (January 2008) in which the concepts vesting con-
dition and its accounting treatment when an agreements on
share-based payments are revoked . If revised IFRS 2 will be con-
firned by the EU it will apply 1 the Bank's financial staterments
for the year 2009, with retroactive effect. Revised IFRS 2 is not
expected o have effect on the financial statements.

‘IFRS 3 Merger of companies (revised 2008) and relative
changes of IAS 27 Consolidated Fiancial Statements and

separate financial statements includes changes in financial
statements upon merger of companies and for shareholders
not having controlling interest or that are minority interest.
The main changes from IFRS 3 (2004) and IAS 27 (2003) are
the following;

- IFRS 3(2008) applies also to merger of companies where
mutual units are involved and where merger of companies
is obtained by an agreement thereon;

- The definition of merger of companies has been changed
S0 the more emphasis is put on controlling interest;

- The definiton of operation has been changed;

- Cost incurred with a takeover company upon a merger
is not considered as a part of the purchase cost;

- Purchase of an additional share following a merger shall
be treated in accordance with the equity method,

- Sale of a share when there is still a controling interest
shall be treated in accordance with the equity method;”

If IFRS 3 (revised 2008) and relative changes of IAS 27 will be
confirmed by the EU they will apply to the Bank’s financial
statements for the year 2010. Book value of assets and liabil-
ities arising upon a merger of companies before the imple-
mentation of IFRS 3 (revised 2008) will not be reestablished but
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changes in IAS 27 will have retroactive effect. The changes are
not assumed to have affect on the Bank's financial statements.

IFRIC 11 IFRS 2 - Group and Treasury Share Transactions
requires a share-based payment arrangement in which an
entity receives goods or services as consideration for its
own equity instruments to be accounted for as an equity-
settled share-based payment transaction, regardless of
how the equity instruments are obtained. IFRIC 11 will become
mandatory for the Bank's 2008 Financial Statements, with
retrospective application required. IFRIC 11 is not expected
to have any impact on the Financial Statements.

IFRIC 12 Service Concession Arrangements provides guid-
ance on certain recognition and measurement issues that
arise in accounting for public-to-private service concession
arrangements. IFRIC 12, which becomes mandatory for the
Bank’s 2008 Financial Statements will presumably have no
effect on the Financial Statements.

Amounts are in ISK thousand

NOTES TO THE FINANCIAL STATEMENTS

IFRIC 13 Customer Loyalty Programmes addresses the
accounting by entities that operate, or otherwise participate
in, customer loyalty prograrmmes for their customers. It relates
to customer loyalty programmes under which the customer
can redeem credits for awards such as free or discounted
goods or services. IFRIC 13, which becomes mandatory for
the Bank’'s 2009 Financial Statements is not expected to
have a material impact on the Financial Statements.

IFRIC 14 IAS 19 - The Limit on a Defined Benefit Asset, Mini-
mum Funding Requirements and their Interaction clarifies
when refunds or reductions in future contrioutions in relation
to defined benefit assets should be regarded as available
and provides guidance on the impact of minimum funding
requirements (MFR) on such assets. It also addresses when
a MFR might give rise to a liabllity. IFRIC 14 will become man-
datory for the Company’s 2008 Financial Staterments with
retrospective application required. This will have no effect of
the interpretation on the Financial Statements.

29.Management’s evaluation and judgement in relation to

the application of accounting methods. The Bank's man-
agement makes decisions, assessments and assumptions
that may have effect on items in the Bank’s balance sheet in
the next accounting year. Management revalues on a regu-
lar basis decisions and assessments based on historical
experience of previous years and other apropriate factors, such
as estimated future events when decisions on assumptions
and assessments are made.

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 measurable decrease
in the estimated future cash flow either from single loans or
from a loan portfolio before the decrease becomes percept-
ble with single loans in the portfolio. Those can be indica-
tions of changes in the borrowers credit facility or ecenomic

conditions. The management uses estimates that are based
on the historical experience of assets with comparable risk
characteristics and objective evidence of impairment loss
when the future cash flow shall be evaluated. The methodology
and assumptions used in both evaluating amounts and timing
of future cash flow are reviewed on a regular basis aiming at
reducing the difference lbetween estimated loss and actual loss.

b) Fair value of derivative agreements

Fair value of derivative agreements not listed in active markets
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.
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NOTES TO THE INCOME STATEMENT Net (expenses) income on financial assets and liabilities

32.Net (expenses) income on financial assets and liabilities are specified as follows: 2007
Net interest income Interest Interest Net interest  : Dividends 8399
30.Interest income and expenses are specified as follows: income expenses income Net income on trading assets and liabilities ( 896,989)
Receivable from credit institutions 131,356 0 131,356 Net income on financial assets designated at fair value ( 114,133)
Loans 225,307 0 225307 1 Net foreign exchange difference | e 94,361
Trading assets and liabilities 493,729 191,869 O Net (expenses) income on financial assets and liabilities ( 908,361)
Financial assets and liabilities designated at fair value 211,929 0 211,929
Borrowings 0 730,778 ( 730,778) a) All dividends are due to trading assets
e O e 6,261 5100 ez
_______ Interest income and expenes 1,068,583 927747 140,836 : ) Net (expenses) income on trading assets and liabilities are specified as follows:
: Shares and related derivatives ( 741451)
Division of interest income and expenses: . Bonds and related dervatives e ( 165,539)
Interest income and expenses on fin. assets and liabilties at fair value 705,668 191,869 sI3780 1 Net expenses) income on trading assets and liablitles ( 896,989)
Interest income and expenses on financial assets and liabilities not
~_atfair value through profitandloss 362,925 735878  ( 372,953) o) Net [expenses) income on financial assets designated at fair value are specified as follows:
....... Interest income and expenses 1068583 921747 140836 Bonds 25764
. D g O S e ( 139.897)
Net fee Income o Net (expenses) income on financial assets designated atfairvalue ( 114133)
31. Fee income and expenses are specified as follows: 2007
Fees on securities transactions 276,658 Personnel
Fees on loans 27142 33.Total number of employees is specified as follows:
e S e 1465 Average number of employees during the year is recaloulated to full time equivalent units 2
....... B IO e 415265 Number of full time equivalent units at year end 32
: 34.Salaries and salary related expenses are specified as follows:
Fee expense on securities transactions 70,036 Salaries 206,018
o OIETIB OKDENSES | e e 33538 | Pension premium 19,697
....... B0 O OISO oo 103575 L OMer salary Telaed EXOENSES || e 17478
....... O D Snewno ... Salaries and salary related expenses 243193
Amounts are in ISK thousand Amounts are in ISK thousand
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Management’s salaries
35.Salaries of managment, purchase options and shares at year
end are specified as follows:

Director, Thorvaldur Ludvik Sigurjonsson
Board of Directors:
Halldor Johannsson, Chairman of the Board
Johann Antonsson
Robert Melax
Sigurdur G. Gudjonsson
Orn Arnar Oskarsson
Reserve Directors
Managing Directors (6)

Included in the above shares are shares of spouses and children that are minors and shares owned by companies

controlled by management.

Auditors’ fees

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

Amounts are in ISK thousand

NOTES TO THE FINANCIAL STATEMENTS

Salaries Purchase Share capital
option

22,600 50,000 100,000

1,500 0 0

1,000 0 100,000

0 0 1,000,000

1,000 0 250,000

1,000 0 0

500 9,000 10,000

75,361 300,000 700,000

102,961 359,000 3,160,000

2007 2006

1164 0

628 0

2,622 0

5212 90

9,626 90

Income tax

37. Income tax recognised in the income statement is specified as follows:
Income tax payable
Increase in calculated tax asset

Effective tax rate:
Loss before income tax

Income tax on loss for the year
Dividends exempt from tax

Loss per share
38.Loss per share is specified as follows:
Loss for the year distributed on shareholders

Share capital according to the financial statements at year beginning
Effect of increse/sale of share capital during the year

Weighted average of shares during the year
Effect of purchase options

Basic loss per share
Diluted loss per share

Number of outstanding shares at year end
Number of outstanding shares at year end, diluted
Number of own shares at year end

61 :

2007 2006

0 0

............. 182,871 580
............. 182,871 580
( 1,007552)  ( 3,024)

180%  ( 181,359) ( 580)
02%  ( 1512) 0
182%  ( 182871) ( 580)
( 824,681) ( 2644)

5,000 0

............. 6,251,711 833
6,256,711 833

............. 12 0
............. 6,256,723 833
( 013) ( 317)

( 013) ( 317)
9,554,645 5,000

10,034,645 5000

116,669 0
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NOTES TO THE BALANCE SHEET

Financial assets and liabilities

39.According to the International Accounting Standard IAS 39 Financial instruments: recognition and measurement, financial
assets and liabilities are divided into specific categories. The classification has an effect of how the relevant financial instrument
is evaluated. Those categories to which the Bank’s financial assets and liabilities appertain and their basis of measurement are

specified as follows:

- Trading assets and liabilities - stated at fair value in the income statement.

- Financial assets and liabilities designated at fair value - stated at fair value in the income statement.

- Loans and receivables - stated at amortised cost.

- Other financial liabilities - stated at amortised cost value.

The following table specifies the classification of the Bank’s financial assets and liabilities and their fair value (ess accrued interests).

31 December 2007

Cash and cash equivalents
Loans and receivables
Trading assets

Financial assets at fair value
Other financial assets

Trading liabilities
Borrowings
Other financial liabilities

Amounts are in ISK thousand

Notes

40
41-46
47
50
54

55
56
57

Design Amortised Book

Trading at fair value cost value Fair value

0 0 1,059,303 1,059,303 1,059,303

0 0 4,460,238 4,460,238 4,457,609
22,888,547 0 0 22,888,547 22,888,547
0 6,039,068 0 6,039,068 6,039,068

0 0 3,603,551 3,603,551 3,603,551
22,888,547 6,039,068 9123092 38,050,707 38,048,078
232,688 0 0 232,088 232,688

0 0 23,297,521 23,297,521 23,297,521

0 0 4,573,098 4,573,098 4,573,098

232,688 0 27,870,619 28,103,307 28,103,307

NOTES TO THE FINANCIAL STATEMENTS

Cash and cash equivalents

40.Cash and cash equivalents are specified as follows:
Bank accounts
Money market loans

Receivable from credit institutions

41. Among receivable fom credit institutions are bound bank deposits
which are specified according to maturity:
Receivables on demand
Up to three months

Loans to customers

42.Loans to customers are specified as follows by loan type:
Bonds
Depreciation allowance account for loans

43.Loans to customers are specified as follows by borrowers:
Commerce
Service
Individuals

44.Loans to customers are specified as follows according to maturity:

Repayable on demand
Up to three months

3 months to 1 year

1to b years

Over 5 years

2007 2006
157,886 13
901,418 0

1,059,303 1113

2007

0
803,779
803,779

3685704 63 i
( 29,245)
3656459

30%
85.0%
120%
100.0%

306,775
996,427
473,386
1,799,307
80,563
3,656,459
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Impairment allowance account for loan Derivative agreements

45.Changes in the impairment allowance account 48.The Bank has entered into derivative agreements to the amount of ISK 117 million against its shareholding. The agreements are
for loans are specified as follows: Specific General to meet listed securities and they are listed at market value. Furthermore, the Bank has entered into derivative agreements to

contribution  contribution Total : the amount of ISK 2,280 million against its shareholding.

....... Impairment loss on loans during the year 29,245 0 20245

______ Impairment allowance account for loans atyearend 29,245 0 29,245 49. Derivative agreements, maturity of principal and book value are specified as follows at year end 2007

46.Impaired loans and specific impairment allowance account are specified as follows by borrowers at year end 2007: Principal Book value

: Over 3
Amount of Book months
impaired Impairment value Upto 3 and up to
Sectors: loan months year Over 1 year Total Assets Liabilities

....... SEIVICE ettt 298,283 29,245 269088 | Unlisted currency

....... Specific depreciation allowance account . 298283 29,245 269088 and interest swaps:

- Forwards currency agreements 3741637 0 0 3741637 20633 19,282
There is no default on loans that are not impaired o Totgf 3,741,637 0 0 3,741,637 20,533 19,282

Trading assets Unlisted securities derivatives:

47. Trading assets are specified as follows: 2007 Forwards agreements 2,282,993 0 0 2,282,993 26,350 0
Bonds 20854606 1 Securilies agreements 846522 0 0 846522 6528 213406
Securities 1938812 | Lo 3129515 0 0 3129515 32878 213406

....... DONAING BGIEEIMENIS | et 95129 :

....... TraING @SSONS e 22BBBBAT Unlisted bond derivatives:

L Bond agreements ... 1035751 0 0 1035751 AL78 0
Assets to the amount of ISK 18,496 million have been pledged against week and day loans with the Central Bank and guarantees ~Toted 1,035,751 0 0 1,035,751 41,718 0
of financial institutions. Total derivatives agreements 7,906,903 0 0 7,906,903 95,129 232,688

Amounts are in ISK thousand
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Financial assets designated at fair value Tax asset

50.Financial assets designated at fair value are specified as follows: 2007 : 53.Tax asset is specified as follows: 2007 2006

Bonds 5786654
....... SO TS oo 252414 Tax asset at the beginning of the year 580 0
....... Financial assets designated atfairvalue 6039068 : ...Recognised calculated tax asset 182871 580

.. Taxassetattheend of theyear 183,451 580
Intangible assets :
51. Intangible assets are specified as follows: 2007 2006 Other assets
: 54.0ther assets are specified as follows: 2007

Software at the beginning of the year 862 0 :

Additions during the year 42,007 862 : Unsettled securities transactions 3,603,551
....... Amortisation during the year e 6.253) 0 : Various assets 79618
....... Intangible assets atyearend e 36617 862 e TTORAI EXONISES | e 30,248

L OtEr@SSEtS e 3713418
Operating assets .
52.0perating assets are specified as follows: Furnishings, equipment Unsettled securities transactions were settled within three days from the accounting date.
and tools :
: Tr