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REVIEW REPORT

BANKING CRISIS
THE FORCED AND PROVISIONAL LIQUIDATION OF THE UK ONSHORE
AND OFFSHORE SUBSIDIARIES OF THE ICELANDIC KAUPTHING BANK hf

BY APPLICATION OF STATUTORY INSTRUMENT NO 2674 ON 8™
OCTOBER 2008 AND RELATED EFFECTS.

SECTION A

SUMMARY, CONCLUSIONS AND RECOMMENDATIONS

1.0 Introduction

1.1 Co-incident now with the release of the Treasury Committee Fifth 2009 Session
Report entitled ‘Banking Crisis: The impact of the failure of the Icelandic banks’ this
report is an independent attempt to bring together in one place the major known causes
and effects to date of the liquidations as embodied in the report’s title.

1.2 The opinions and conclusions expressed here are those of the authors alone and do
not necessarily represent those of the Kaupthing Singer & Friedlander Isle of Man
Depositors Action Group (hereafter referred to as ‘action group and ‘DAG’) as a whole
at this time. Although the data herein results from extensive research, the authors do not
warrant the accuracy of all of said data since some of it originates from press reports and
verbal data.

1.3 The report deals primarily with the effects of the forced liquidation of the onshore
company Kaupthing Singer & Friedlander Limited (KSFL) on the offshore company
Kaupthing Singer & Friedlander Isle of Man Limited (KSFIOM) and also considers
related effects in Iceland and a parallel situation in Guernsey.

1.4 The report has been reviewed with the DAG Strategy Team and is presented as both a
data base and for consideration of the sale alternative for KSFIOM.



2.0 Summary

2.1 On 8" October 2008, the UK Financial Services Authority (FSA) issued an
Administration Order through the High Court of Justice to seize and liquidate KSFL
using enabling legislation in Statutory Instrument No 2674, itself based upon enabling
legislation in the Banking Special Provisions Act 2008, because the company was
considered to be in default for the purposes of the Financial Services Compensation
Scheme (FSCS).

2.2 This situation arose due to the difficult market trading conditions which KSFL faced
due to the deteriorating world economic situation and substantial outflows of capital,
chiefly via its internet based Kaupthing Edge subsidiary, in the period leading up to the
seizure. The savings and loan business of Kaupthing Edge, which included deposits of
£2.6bn of UK deposits, were transferred to ING in the Netherlands.

2.3 Relevant to this was the downgrading on 30" September of the credit rating of the
parent of KSFL in Iceland, Kaupthing hf. and the nationalisation of Iceland’s smallest
(and most highly leveraged) bank Glitnir. Shortly before the seizure these factors also
caused a run on KSFIOM’s deposits of up to £40m per day.

2.4 We note in this report that at the time of its seizure KSFL had some £1.3bn of cash in
its balance sheet. This figure includes a very substantial cash deposit which was made in
early 2008 by KSFIOM (see 2.6 below). The loan to deposit ratio for the bank as
calculated here was 1.36 (Appendix 1) which indicates, on general criteria, that the bank
was solvent. The ratio is below that of many of its peers. (The Loan to Deposit Ratio or
LDR is a measure of the financial solvency of a bank: the lower the ratio, the higher the
solvency.)

2.5 The UK Government intent behind the foregoing was to achieve 100% guarantee
and/or compensation for UK depositors in KSFL and to recover funds paid by the FSCS
to ING, who took over KSFL’s deposits under the terms of the Transfer Order.

2.6 In March 2008 the Isle of Man Financial Supervision Commission (FSC) became
concerned at the deteriorating banking situation in Iceland and orchestrated the transfer of
£700m of funds belonging to KSFIOM which were on deposit with the parent Kaupthing
hf in Iceland. Following consultation with the UK Financial Services Authority (FSA)
£557m of funds were transferred to the sister onshore company KSFL, a company with
which KSFIOM had always had a close business relationship.

2.7 Notwithstanding a Memorandum of Understanding (MOU) between the UK FSA and
the Isle of Man Financial Supervision Commission (FSC) dated September 2003, which
provided for share of information and co-operation between the FSA and the FSC, no
prior warning of the seizure of KSFL and its consequent effect on KSFIOM was given by
the FSA. As a result the IOM authorities were forced to withdraw KSFIOM’s banking
license and put the bank into Provisional Liquidation where it has remained to the present



time. KSFIOM was in a very strong financial position at the time with a very low LDR
(Appendix 1)

2.8 During the period from 8" October 2008 to the present the IOM authorities sought
repeated contacts with Treasury and other UK Government ministers in attempts to
clarify and obtain the position on the frozen KSFIOM assets but with no known result.
The FSC, on the specific subject of clarification for the reasons for the seizure of KSFL,
failed to get a response from the FSA for over four months until a two page e-mail was
received on 30" January 2009.

2.9 During this period the KSFIOM Provisional Liquidator Mike Simpson from Price
Waterhouse Coopers was not permitted to sit on the KSFL Creditors Committee. We
understand that the reason for this is that the largest initial creditor (circa £2bn.) is the
Financial Services Compensation Scheme and HM Treasury, who have made certain
unspecified payments/guarantees to ING in Holland to allow the UK deposits of
Kaupthing Edge to be transferred to ING. The Statutory Instrument specifies that the
KSFL Administrator Ernst and Young shall be concerned for the first six months
exclusively with matters pertaining to the ING transfer. However it is also known that
liquidation of certain other assets of KSFL has been proceeding in parallel.

2.10 A parallel situation exists in Landsbanki Guernsey (LG) when its parent Landsbanki
Islands hf (LI) in Iceland collapsed. LG had £36m of assets with the Heritable Bank,
another sibling of LI which was seized under similar legislation, which then forced LG
into liquidation.

2.11. There have been various Ministerial statements concerning the modus operandi of
the offshore centres of the Isle of Man and Guernsey and the tax position of the
depositors. These have been misleading at best. Many are of the view that the statements
have exasperated the situation. Key statements are included in Appendix Il. The actual
position on key points is as follows:

2.11.1 The total assets of the Isle of Man as of 31% March 2008 were £70.9bn.
Nearly all of this is “up streamed” mainly to the UK where it is invested in loans,
mortgages, and other financial instruments. This is necessary to earn interest on
the funds. This massive source of funding is important and beneficial to the UK.

2.11.2 Because the offshore centres are low company taxation regimes, they are
able to operate efficiently and with few staff and therefore are able pay
competitive interest rates. This has also attracted major UK banks and institutions
that operate branches there for commercial and specialist reasons.

2.11.3 Under the EU Savings Directive, the Isle of Man gave EU depositors the
option of full declaration or, as of now, the payment of a 20% Withholding Tax
annually on earnings. This is due to rise to 35% in 2011. The Withholding Tax is
remitted to the UK or to an EU depositor’s country of residence annually. The



balance of taxable income, whether before or after the Withholding Tax, if
applicable, must be declared by a depositor in his or her country of residence.

2.11.4. 42% of depositors KSFIOM are overseas resident working or retired UK
and other citizens. One reason for the presence of UK citizens is that it is very
difficult for non resident UK citizens to open a UK onshore savings account due
to the anti-money laundering legislation and ‘Know your customer’ rules. This
was proven by a survey undertaken by the Landsbanki Action Group where 56
out of 58 banks said that they would not take overseas deposits of non resident
UK citizens.

2.12. Many depositors have life savings in the KSFIOM and are elderly as well as
working people. Many also had their funds there on the advice of experts. These same
factors apply to Landsbanki Guernsey.

2.13. Amongst the 700 or more posts on the KSFIOM Depositors Action Group website
and on the BBC iPM site ‘A Twist in the Expat Tale’, there are recorded unprecedented
levels of uncertainty, fury, distress, hardship, and even mental illness, which have been
caused by the forced Provisional Liquidation of KSFIOM. Almost all express severe
indignation at the continued retention of the deposits in KSFL, anger that is compounded
by the belief that release should allow a full return of their savings.

2.14 The Isle of Man has in place a Depositors Compensation Scheme (DCS) of £50,000
per depositor and £20,000 for institutions and trusts, which was put in place just before
the crisis commenced. It would come into force in the event that a Winding up Order was
issued for KSFIOM. It is unfunded in as much as it does not represent a fund
accumulated over a period of time and will require levy on other banks in the island
and/or payments by the Manx Treasury out of reserves or tax receipts. Mr. Tony Brown
Chief Minister has however stated that the commitments will be honoured if necessary.

2.15. Since November 2008, the Isle of Man employed financial consultants AlixPartners
to prepare a certain Scheme of Arrangement which will avoid liquidation and, it is
claimed will speed payments to depositors. If the scheme is enacted before the release of
KSFL funds in their entirety, the Scheme would have to be approved by both English and
Isle of Man Courts. It also, like the DCS, will require Manx funds in the form of Top up
Funding. This has yet to be approved by Tynwald, the Isle of Man parliament. Indications
as to how both schemes will work have now been given.(Michael Simpson Third
Affidavit 18" February 2009).

2.16 Evidence presented at the Treasury Select Committee Meeting on the 3rd February
2009 showed that Kaupthing hf, the Icelandic parent to KSFL and KSFIOM was
operating with inexperienced personnel at Board level. Mr. Shearer, CEO of Singer and
Friedlander Ltd (SFL) which was purchased in late 2007 by Kaupthing, said that dubious
practices were observed in as much as loans were used by the directors to buy shares in
the company with put options to sell them back to the bank, also that 90% of the banks
profits appeared to be from trading rather than more traditional banking activities. Mr.



Shearer said that he advised the FSA that he felt that Kaupthing hf was unsuitable to take
over SFL but the FSA took no action whatever on this. Additional evidence is now to
hand which indicates corruption — this is a serious allegation. See Section B 6.2 — 6.4.

2.17 Nor did the FSA take any action to warn retail depositors, charities, and local
governments of the inherent investment dangers of the impending Icelandic banking
crisis notwithstanding the fact that this had been flagged by certain academics and in the
press, as noted later in this report, well before the collapse of the investment bank
Lehman Bothers in early to mid 2008.

2.18 The evidence shows that all Icelandic banks were under severe pressure to de-gear
following the collapse of Lehman Brothers on 15" September 2008 due to the withdrawal
of cheap international credit, and to the fact that the Central Bank of Iceland was much
too small to be viewed as a lender of last resort. First Glitnir and then Landsbanki
collapsed, but at the time of the seizure of KSFL Kaupthing hf was still trading. The
seizure of KSFL finally sealed its fate also.

2.19 On 15" March 2009 the Kaupthing hf Resolution Committee issued a statement to
the effect that the High Court of England had consented to Kaupthing banks request for a
judicial review the transfer of Kaupthing Edge deposits to ING without compensation and
the subsequent liquidation of KSFL. Originally proposed then dropped by Iceland, this
again raises the possibility that Kaupthing may sue the UK Government over the seizure.

2.20 Unlike the KSFIOM depositors, Landsbanki Guernsey depositors do not have a
compensation scheme. Nor is compensation available for local government funds,
institutions and charities in the UK branch of Landsbanki Islands hf and in the Heritable
Bank. Taken together total funds affected are in excess of £1.6bn.



3.0 Conclusions

3.1 This crisis has caused some of the worst human effects that could ever be experienced
by UK and other (EU and non EU) citizens, working and retired, the elderly and the
infirm, at home and overseas. Yet the UK Government apparently ignores them.

3.2 If it is the intention of the Government to visibly alter the status of the offshore
centres this is not the way to go about it. Change if it comes must come gradually.
Otherwise thousands upon thousands of people as well as institutions may be seriously
damaged for life.

3.3 This report chronicles a number of errors in several quarters:

3.3.1 The over expansion and risky position of the Icelandic banking system on
the back of the low regulation era and cheap credit.

3.3.2 Misstatements by Icelandic ministers as to the true situation with
Landsbanki and other entities.

3.3.3 The failure of the FSA to spot the dangers early on when investment in
Icelandic banks subsidiaries, particularly Landsbanki, was allowed to continue
notwithstanding a deteriorating situation. (See also B 6.12, 6.13) This report does
not see similar failures in the FSC’s activities (see B 6.14. 6.15)

3.3.4 The angry and inappropriate response of Gordon Brown and others when
Landsbanki collapsed and the decision to sue Iceland. (Appendix I1) This soured
relationships for a long time and hindered and delayed resolution of the problems.

3.3.5 The rapid execution of a plan to seize and liquidate Kaupthing’s UK £8bn
UK solvent onshore subsidiary KSFL without any warning to affected parties,
which finally collapsed the parent Kaupthing hf in Iceland. This meant that
Kaupthing hf was no longer able to honour KSFIOM’s parental guarantee.

3.3.6 The complete disregard to the present day of the interests of acutely
suffering depositors and institutions in the UK offshore subsidiaries of Kaupthing
hf and Landsbanki Islands hf (LI); and so far also of the institutions, local
government, and charities deposits in the UK branch of LI.. Taken together, these
funds partially at risk total in excess of £1.6bn.

3.4 In his address to the US Congress on the 4™ March 2009 and again at the G20
summit, Gordon Brown spoke of the need to alleviate hardship for the underprivileged
around the world and for help to Africa. Let him first consider and apply these words to
his own citizens. For KSFIOM at least, and possibly others, the solution is unlikely to
involve a UK taxpayer outlay.



4.0 Recommendations

4.1 The two solutions which have been put forward, immediate liquidation as requested
by the DAG, or the Scheme of Arrangement as proposed by the Isle of Man Authorities,
both appear to give approximately the same result according to data presented by Mike
Simpson in his Third Affidavit on 18™ February 2009. Both require the use of Isle of Man
resources.

4.2 Common to both is that complete repayment to depositors up to the achievable limit
will take a long time, up to two years or more, due to the lengthy administration
necessary and to the fact that resources are simply not available to achieve a faster return
of depositors funds: unlike the onshore situation where Icesave (but not all Kaupthing
Edge) depositors were paid back quickly using HM Treasury funds.

4.3 Common to both also is the large uncertainty caused by the retention of the KSFIOM
assets. Assumptions have to be made to arrive at any sort of conclusion as to the result to
be obtained from either of the two solutions. It should be remembered that the Transfer
Order required that, for the first six months of the administration, Ernst & Young were
required to focus on the transfer of funds to ING in the Netherlands. This period will end
on 8™ April 20009.

4.4 Ernst & Young’s activities have been shrouded in secrecy with one publication only,
on 14™ November 2008. We are aware that there are several contentious issues. The
suing over counter claims to some of the Certificates of Deposit and a possible knock on
effect from the JJB saga (see also B 6.5), to name but two. KSFIOM was required to keep
some of its funds with other financial institutions. Some of these are now not co-
operating with the Liquidator Provisional as they are claiming set off, not for funds
deposited with KSFIOM but with KSFL.

4.5 Also to note in this respect is that lan Pearson, Economic Secretary to the Treasury,
on 6™ November 2008, said he expected that KSFIOM would “only recover a portion of
the £532m” (Appendix I1) and that KSFIOM must rank like any other KSFL creditor.

4.6. However, notwithstanding this, the authors record the possibility that KSFIOM’s
assets in KSFL may be ring fenced. Certainly Ernst & Young are unlikely to proceed in
an unethical manner. So it is possible that the delay and misunderstandings are due to the
manner in which the Transfer Order was drawn up.

4.7 There is now political emphasis to find an acceptable solution, following the Treasury
Committee’s recommendation that the UK authorities and the offshore centres of the Isle
of Man and Guernsey work together to that end.

4.8 Assuming 100% frozen assets release, one solution which is quite possible for
KSFIOM is the complete sale of KSFIOM as a going concern. Such an outcome is



currently happening in the case of Kaupthing Luxembourg. The advantages of this route

are.

A high probability of bank salvage with 100% of its deposits.

The use of IOMG funding earmarked for the DCS or Scheme of Arrangement to
provide any necessary loans or guarantees required for the sale and operation of
the salvaged bank.

The early restoration of the ability of depositors to use the bank for everyday
operations (22% of depositors are Isle of Man residents).

Provide the ability for depositors to leave funds in the bank to earn interest as
before if they wish.

A relatively rapid complete solution to the problems, faster overall than could be
achieved by either liquidation or the Scheme of Arrangement, and therefore at
lower cost.

4.9 This approach will allow time for the correct reaction to be taken as information
becomes available on the release of assets from KSFL.: and it will keep up the pressure on
the UK and IOMG Governments for the fairest solution. Immediate actions by the
KSFIOM Depositors Action Group should initially include the following:

Utilise publicity as necessary to illustrate the plight of the depositors and
institutions affected by the present situation.

Investigate further the legal and moral obligations for the release of funds from
KSFL due to KSFIOM by the UK Government.

Avoid calling for liquidation of KSFIOM now.

Formulate a structured plan which is geared to the progress of Mike Simpson in
his negotiations with Ernst and Young for the release of KSFIOM assets, and
which will deal with how the IOM authorities would need to be involved. If
liquidation is necessary, it could still be enacted at any time.

Formulate a contingency plan by legal investigation to evaluate whether the group
should join with the Kaupthing Resolution Committee in suing HMG for
recovery, including punitive damages. This should include a study of to what
extent the Transfer Order was a true legal expression in every respect of the
powers enshrined in the Banking Special Provisions Act 2008.
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SECTION B

FACTORS CONTIBUTING TO THE CRISIS

5.0 The Nature of the Transfer Order

5.1 Statutory Instrument No 2674, Kaupthing Singer & Friedlander Limited Transfer of
Certain Rights and Liabilities Order 2008 (herein the Transfer Order) was laid before
parliament at 4 pm on 8" October 2008 and enacted at 12.15 pm on the same day

(The apparent timing anomaly is correct). It was used by the Treasury to justify in legal
terms the seizure, part transfer and then liquidation of Kaupthing Singer and Friedlander
Limited (KSFL), a substantial company with a balance sheet of some £8bn.

5.2 The Order was based on Sections 6,8,12, and 13.2 of the Banking and Special
Provisions Act 2008 which completed its legal passages through parliament on 21
February 2008.

5.3 0n 19" February 2008 Mr. Darling said in parliament:

“As the House knows, the powers in this Bill are necessary to take Northern Rock
into a period of temporary public ownership and the Bill is a general one. The
reason for its being general is that it contains provisions that could be applicable
in other circumstances, but as | made it clear yesterday, and | make it clear today,
that it is being introduced now only because there is a need to enable the
Government to take Northern Rock into that temporary period of public
ownership and it is essential that we proceed quickly”

5.4 This was the key to getting the order passed, even although it was opposed by the
Conservatives. They were also specific in their objection to the draconian nature of the
Act which allowed for the Order to be enacted, except where compensation payments
were due, without the further consent of Parliament.

The shadow chancellor Mr. George Osbourne:

“Thirdly, will the Chancellor confirm that he is actually introducing
unprecedented, sweeping, draconian powers that will let him nationalise any
other bank or deposit-taking institution in Britain by ministerial fiat?”’

5.5 Other quotes during the debate on 19th February 2008 register the level of concern

about the general provisions of the bill which were later used to formulate the Transfer
Order:
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Mr. Michael Fallon (Con Sevenoaks)

“We have spent too little time in the Chamber talking about this, because we
have had so little time, but nowhere in the Bill are those terms defined. What do
we mean by “financial stability””? How do we define a **serious threat to financial
stability”?[...].

“It takes general powers, but | am not at all persuaded that hurrying to do that is
a good thing. If there is a specific problem that has to be dealt with in an
emergency, let us deal with it, rather than taking such sweeping general powers
in such a rush.”

5.6 The Order overrode the normal provisions of the Insolvency Act 1986 which requires
that the first duty of an administrator is to attempt to rescue a company as a going
concern.

5.7 Most of the parliamentary time on the Act was spent discussing the detail of how
Northern Rock would be taken in public ownership and later managed. The parts of the
bill (in particular clause 12 3 (c), (which were used for the seizure and liquidation of
KSFL without compensation and unilaterally), were not specifically debated. To this
extent the powers used for the break up of KSFL were bulldozed through
parliament on the back of the Northern Rock crisis.
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6.0 The Icelandic Banking Crisis in a Global Context

6.1 The important chronicle of events leading up to the seizure of KSF is described by
reference to an article by Professor Richard Coates, Professor of Economics at the
London Business School, published in the Financial Times on 13th October 2008; the
salient points of which are as follows:

6.1.1 As known, the global crisis commenced in earnest with the collapse of
Lehman Brothers on 15" September 2008 due to the fact that the Bush
Administration refused to support it. The knock on effects of this action were
catastrophic since banks around the world immediately started withdrawing credit
supplies making it difficult for banks (including Iceland’s main banks) dependent
on wholesale borrowing to maintain their operations.

6.1.2 Concerning the three Icelandic banks Glitnir, Landsbanki and Kaupthing
Coats says “All posted good first-half results, all had healthy capital adequacy
ratios, and their dependence on market funding was no greater than their peers’.
None held any toxic securities. These banks had been managed well since their
“mini-crisis in early 2006”. Banks in the UK and Switzerland had similar ratios.

6.1.3 The first victim of international credit withdrawal was Glitnir. It requested a
loan from the Central Bank of Iceland (CBI) but was refused Rather than taking
Glitnir into administration, the CBI Governor David Oddsson forced
nationalisation on punitive terms. The author says of this:**His[David Oddsson’s]
decision reflected politics, technical incompetence and ignorance of markets, and
his comments thereafter were highly destabilising”

6.1.4 The next section is quoted verbatim:

“This triggered a sovereign debt downgrade and a sharp further fall in the
already depreciated[Icelandic] krona. Short-run funding for Glitnir and
Landsbanki evaporated, margin calls came from the European Central Bank, loan
covenants kicked in because of the downgrade. With the banks unable to meet
commitments, Iceland’s financial regulators put them into administration.

Kaupthing still seemed viable. But last Tuesday, Mr Oddsson made public
remarks that were interpreted to mean that Iceland would not meet its obligations
to UK depositors. This was politics for home consumption. So was the UK’s
retaliation, with an ill-considered invocation of anti-terror [and other] laws to
seize the UK assets not only of Landsbanki, but also of Kaupthing. Gordon
Brown’s highly aggressive statement was not his best moment of the financial
crisis.

Kaupthing was collateral damage. Britain’s seizure of its Singer and
Friedlander subsidiary destroyed the larger bank, as covenants on loan
agreements were activated. The UK and Iceland appear now to have agreed on
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dealing with depositors, but too late for Kaupthing. Still, it would be foolish for
the UK authorities to impair Kaupthing’s assets further”.

6.2 In his generous comments about the Icelandic banks however, Professor Coates could
not have been aware of revelations that have since emerged. Tony Shearer ex CEO of
Singer and Friedlander Limited (SFL) stated at the TSCM (see 5.13 below) that he was
not happy with the manner in which Kaupthing carried on its business. In particular the
directors had borrowed money to purchase shares and had a put option to put those share
back into the company. Profits seemed to relate as to 90% on trading activities and 10%
on banking activities. He therefore advised the FSA that he did not consider that
Kaupthing was fit and proper to take over SFL but the FSA took no action on his advice.
Tony Shearer felt so strongly that he did not want to work for the bank that he turned
down a well paid job offer from Kaupthing.

6.3 Kaupthing had loaned roughly 4.4bi US $ to its main owners in August 2008. The
money was transferred from Kaupthing Luxembourg to an account in the British Virgin
Islands. In mid September 2008 a Sheikh from Qatar purchased a 5% stake in the bank
designed to instill confidence in the bank. However the press release did not mention that
the Sheikh actually borrowed money from Kaupthing in order to purchase the stake with
out any money from himself. Source: City Wire.

6.4 Both Kaupthing and Landsbanki lent extensively to Baugur who used the funds to
buy large stakes in UK and other retailers. Two weeks ago Baugur collapsed so its assets
now belong to these banks and ultimately to the Icelandic Government. This could mean
that ultimately there could be enough money to repay all depositors but the process will
be long, complicated and drawn out. The Resolution Committee has stated that they are
very keen to avoid a “fire sale” and are prepared to hold onto assets for as long as it takes
to get a good return. Source: Daily Telegraph and Resolution Committee published
report.

6.5 An additional complication with regard to KSFIOM and KSF is that KSFL holds
23% of the shares of JJB Sports of which a Mr. Wheeler was a director. This has
impacted KSFIOM in as much as institutions holding KSFIOM Certificates of Deposit
are not co-operating with Mike Simpson due to cross claims from KSFL with regard to
JJB. On the basis of the shares security, KSFL loaned JJB sports £43m. The shares have
subsequently declined in value. Mr. Wheeler made a personal application to Mr. Darling
with the plea that JJB needed the money to ensure ongoing operations and employment in
Wigan. Mr. Darling authorised the FSCS to release the funds to Mr. Wheeler, ahead of
release to many businesses and depositors in Kaupthing Edge who have yet to receive
their compensation due under the FSCS / Treasury compensation scheme.

6.6 With regard to the Coates statement, David Oddsson, in his own defense later, in a
statement to the Icelandic Chamber of Commerce on 18™ November, pointed out that he
had warned many times for 18 months or so of the gathering global financial storm. Also,
he pointed out that the supervisory and regulatory functions of the Central Bank had been
split, the latter being delegated to a new Financial Services Authority which implied that
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his official intervention powers were limited. But, he said, he had been over-ruled by
both government and the management of the banks in the general atmosphere of euphoria
which had prevailed.

6.7 Thus, in many ways the situation in Iceland paralleled that in other countries like the
UK and the USA. In the UK, the incoming 1997 Labour government took the regulatory
powers away from the Bank of England and formed our own FSA. In the USA that did
not happen, but the era of lax banking control ushered in was presided over by the former
Federal Reserve Chairman, Alan Greenspan, a passionate believer in free markets.

6.8 In this manner, all over the world, financial innovation and free wheeling became the
norm. Cheap credit was widely available and was widely used. The toxic asset saga was
born and flourished. Iceland took part in this activity at full strength (although without
the toxic assets). However with the exception of a few analysts, no outside regulatory
authority, governments or institutions, seriously questioned their actions, at least
not in public. Small wonder that no retail investors did.

6.9 But as far as Iceland was concerned there was a large difference. Because the banks
were able to grow very large so quickly, they became many times larger than the island’s
GDP. Writing in the Financial Times on 1% July 2008, Robert White, professor of
political economy at the London School of Economics (and winner of the Leontief Prize
in Economics, 2008) said:

“The size of the (Iceland) accumulated macroeconomic imbalances beggars
belief. The external deficit was 25 per cent of GDP in 2006 and 17 per cent in
2007. Gross short-term foreign debt amounted to 15 times the value of the central
bank’s foreign exchange reserves at the end of 2007, or roughly 200 per cent of
GDP. Gross long-term foreign debt amounted to another 350 per cent of GDP.
Bank assets swelled to 10 times GDP by the end of 2007. These imbalances are
the other side of the Icelandic purchases of companies in Britain, Denmark and
elsewhere”,

6.10 Reliable City data shows that at end 2007 the Icelandic Banks lead the pack with
total assets at 780% of GDP. This was followed by Ireland at 680%, and the UK at 500%.
In mid 2008, loan to deposit ratios were: Glitnir 3.59, Kaupthing 2.26, Landsbanki 1.59.
At end 2007 Kaupthing had a short term maturity profile (all loans) of Euros 9.7bn 3
months, Euros 4.7bn 3 — 12 months. This indicates that all were unstable.

6.11. In February 2008 Oddsson reported that on a visit to the UK to review matters with
our own financial authorities (presumed FSA and/or HM Treasury) he became alarmed at
their view of the developing Icelandic situation and the dominance that the Icelandic
banks had achieved in the UK and the effect that any default would have.

6.12 We note that about this time the Banking Special Provisions Act (2008) was born. It

may have been coincidence it that the timing chimed with the Northern Rock crisis,
and/or it may have been a look ahead to allow action in the event that problems

15



developed with the UK branches of Icelandic banks. However no action was taken by the
FSA to warn investors of an impending crisis.

6.13 This is shown up by a comment in the Lex column of the Financial Times 16"
October 2008:

“Even if you assume that those assets (many of them secured against the British High
Street) are sold for more than that firesale prices, the country still has only some $4bn of
foreign reserves to try to close that gap. Iceland could raise another $1bn from the
IMF...... Raising these funds will take time.....Top of the (blame) list are Icelanders
themselves, the heftiest players and largest short sellers in their own market, The next
bogeyman is the UK’s Financial Services Authority. When Icelandic Banks could not
fund themselves by borrowing money on the wholesale market at 15% it was absurd that
the FSA allowed them to suck up £4.5 bn of UK deposits by offering 6.5% instead.....”

6.14 As will be shown later, the same necessary reticence was not shown by the Isle of
Man FSC. They too foresaw and became concerned at the developing Icelandic situation.
As a result, they engineered the transfer of some £700m of funds belonging to KSFIOM
which had been up streamed to the parent company Kaupthing hf in Iceland, back to the
UK and mainly to KSFIOM’s normal business sister company Kaupthing Singer &
Friedlander Limited (KSF) in London. (information source: Treasury Select Committee
Meeting The Protection of UK Citizens Investing Funds In Non-UK Jurisdictions 3"
February 2009 (TSCM): statement by John Aspden CEO IOMFSC).

6.15 The FSC has been criticised for this. Criticism of the initiation of the transfer
itself is unjustified, in our view. Additionally it must be pointed out that had FSC
not arranged for the funds to be up transferred from Iceland to the UK the funds
would have been subject to the payment moratorium in Iceland. However, there are
certainly those who say that the funds should have been spread around to eliminate
the onshore risk. Strictly speaking that is true, with the benefit of hindsight. Indeed,
why so much of the funds in Iceland were in the first place is another point. This has
to be evaluated in the light of how effective in this regard a supervisory commission,
whose role is advisory, could be. Therefore Mr. Pearson’s statement at the
Adjournment Debate on 6™ November 2008 that “they could have put their money
elsewhere” (Appendix I1) has to be viewed in the light of how feasible a spread
around would have been, and what would have been the parent companies reaction
to such a proposal.
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7.0 The Seizure of the UK Subsidiaries of the Icelandic Banks.

7.1 On the 7" October 2008 the Icelandic (Fjarmalaeftirlitio/ FME) took control of
Landsbanki putting it into administration and freezing all deposits and establishing a
Winding up Committee. The deposits included some £4bn in the UK branch mainly with
the internet bank Icesave.

7.2 This action caused considerable alarm amongst the UK authorities who, however,
reacted with speed, with the following results:

7.2.1 Landsbanki Limited which was the UK branch of Landsbanki islands hf (LI)
which contained the Icesave accounts was seized under the anti-terrorist act whilst
Heritable Bank, another sibling of LI, which contained some £36m of deposits
from Landsbanki Guernsey (LG), was seized under the Banking Special
Provisions Act, 2008 as KSFL. This forced LG into liquidation.

7.2.2 The Chancellor, Alistair Darling spoke on the telephone with the then
Icelandic Finance Minister Arnie Mathiesen. The next day he made a statement
that the Icelandic authorities “had no intention” (Appendix Il) of honouring their
obligations here, referring to their equivalent FSCS obligations. Mathiesen never
said that. However it is clear from the transcript that Iceland were probably not
able to meet their obligations. Nor was it to be inferred from a letter which the
Icelandic Business Ministry sent to HM Treasury on 5™ October 2008. (Appendix

1)

7.2.3 Also on 8™ October 2008, the Chancellor issued a statement to the effect
that all UK retail depositors (but not the institutions) in Icesave and onshore
Heritable would be fully compensated. Later this was effected by making
substantial loans to the Iceland authorities, thus allowing them to meet their
obligations. No such guarantees were offered to offshore depositors.

7.2.4 The then Icelandic Prime Minister Gier Haarde issued a conciliatory
statement in response to the Chancellor to the effect that they were willing to
negotiate over Landsbanki to find a mutually beneficial solution but Gordon
Brown countered with an aggressive statement saying that he would pursue
Iceland through the courts to recover the money owed.

7.2.5 At about noon on 8" October 2008, HM Treasury issued the Transfer Order
which allowed the seizure and break up of KSFL, the substantial UK subsidiary of
Kaupthing Hf in Iceland with a balance sheet of some £8bn. Of note is the fact
that the Transfer Order was very detailed being designed specifically for KSFL
and draconian in its powers. Therefore, this represented the springing of a
contingency plan which must have been several months in the making.

7.2.6 In the afternoon of the 8" October, Aidan Doherty Managing Director of
KSFIOM telephoned the KSFL Administrators and established that there was no
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prospect of release of funds. He explained that the KSFIOM board had received
no prior warning of the seizure and was in need of liquidity since there had been
on run on the bank with outgoings approaching £40m per day, and that they had
always relied on funds in London for managing their day to day business. With no
prospect of funding from there, he then telephoned the parent Kaupthing hf in
Iceland requesting a transfer of about £300m of funds under their parental
guarantee. The board director was initially sympathetic but then called back much
later in the evening to say that Kaupthing hf was in default. The next day the
entire board of Kaupthing hf was dismissed and the company nationalised. A
court order was issued in the Isle of Man withdrawing the banking license of
KSFIOM and the bank was put into provisional liquidation by appointment of
Mike Simpson of PricewaterhouseCoopers as a Liquidator Provisionally.

7.3 It is quite clear from the foregoing that the act of seizing of KSFL, which was
followed by the transfer of some £2.6bn of deposits to ING under Treasury Guarantee,
along with the later transfer of (unknown) assets, together with the commencement of
liquidation of the balance of the company’s assets, was certainly responsible for the final
downfall of Kaupthing hf. Many commentators agree with this. It is not sufficient to
trivialize the issue by the statement that the bank would have fallen anyway. Reference
to Kaupthing hf’s short term maturity profile referred to in 5.6 above suggests that is very
likely that this would have been the case, although we will never know for sure.

7.4 Following the above events there has been a number of Ministerial statements from
the Government in defense of their actions. Regrettably some of these have been both
inaccurate and misleading. They are detailed in Appendix II.

7.5 In summary of this and Section 6, the approaching financial storm was evidently
apparent to the FSC and to the FSA and to the UK Government late in the day.
Then the action taken was rapid and severe and had dire and, in human terms,
unacceptable knock on effects, as shown in the next sections.
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8.0 Th