English translation

Ministry of Foreign Affairs
c/o Kristjan Andri Stefansson
Raudararstigur 25

150 Reykjavik

11 June 2012
Ref.: 2012060026/11.0

Re: Query on the occasion of the Statement in Intervention of the EU Commission to the
EFTA Court in Case No. E-16/11 - EFTA Surveillance Authority and the European
Commission v Iceland

The Financial Supervisory Authority refers to a letter from the Ministry of Foreign Affairs of
6 June this year, concerning the brief of the European Commission in case no. E-16/11 (EFTA
Surveillance Authority and the European Commission v Iceland), in particular the statement
by the EU Commission in paragraph 71 on page 19 of the brief. The statement is worded as

follows:

“...afler the setting up of new and recapitalised banks, Iceland should and could have
imposed upon such new and financially sound banks the obligation to pay appropriate
contributions to the deposit guarantee scheme in order to enable it to fulfil its
obligations under the Directive.”

With respect to the above-mentioned statement by the EU Commission, the Ministry of
Foreign Affairs requests the opinion and assessment of the Financial Supervisory Authority as
to whether, and if so, how the new banks could have financed the obligations of the Deposit
Guarantee Fund. The letter states that the amounts concerned totalled, on the one hand, EUR
1.322 billion in the branch in the Netherlands and, on the other hand, GBP 2.254 billion in the
UK branch. It is also requested that information be provided on the principal points of the new
banks' balance sheets, their capital requirements and what the significance would have been
had the banks been required to provide funds from their own cash or borrow before the end of
October 2009 for the said obligations.
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Before responding to the questions posed in the communication, a few points should be
mentioned concerning the failures of the three commercial banks in October 2008.

In October 2008 the Icelandic banking system collapsed completely. The three largest
commercial banks could not withstand the international liquidity crisis which shook the global
economy. In 6-8 October 2008, the Boards of Directors of Landsbanki Islands hf., Glitnir

§

ih



banki hf. and Kaupthing Bank hf. requested that the Financial Supervisory Authority exercise
its mandate under Act No. 125/2008, on the Authority for Treasury Disbursements due to
Unusual Financial Market Circumstances etc., the so-called emergency legislation, to take
over direction of the banks. At this time there was an imminent risk of the country's entire
payment system being interrupted or brought to a halt, which would have resulted in
enormous and irreparable damage to the economy and the entire society. In this context, it
must be borne in mind that the assets of the three large commercial banks amounted to 89% of
total assets of deposit-taking institutions (DTIs), according to their consolidated financial
statements at the end of June 2008, or an amount equivalent to approximately ISK 14,400
billion. The three banks' share of total deposits of deposit-taking institutions amounted to
around 91% as of that same date, or an amount equivalent to approximately ISK 4,200 billion.
It should be mentioned, for purposes of comparison, that Iceland's GDP was ISK 1,482 billion
in 2008 and ISK 1,495 billion in 2009.

It was under these circumstances that the Financial Supervisory Authority took decisions to
take over the authority of the shareholders' meetings of the three commercial banks and to
appoint Resolution Committees to direct their activities, to be specific on 7 October 2008, in
the case of Glitnir banki hf. and Landsbanki {slands hf,, and in the case of Kaupthing Bank
hf., on 9 October. In the estimation of the Financial Supervisory Authority, the conditions of
the emergency legislation were satisfied in view of the banks' pressing financial and operating
difficulties, their systemic importance and the domino effect which their possible insolvency
would have on the Icelandic economy. It was furthermore decided to transfer certain assets
and liabilities of the three commercial banks to new banks, specifically with Decisions by the
Financial Supervisory Authority on 9 October 2008 (Landsbanki [slands hf)), 14 October
2008 (Glitnir banki hf.) and 21 October 2008 (Kaupthing Bank hf.). The objectives of these
actions by the Financial Supervisory Authority were, infer alia, to ensure the functioning of
payment systems and to prevent further damage to the financial market.

It should be pointed out that the Decisions by the Financial Supervisory Authority provided
for a recognised valuation agent to assess the fair value of those assets and liabilities which
were transferred to the new banks. Once this valuation was concluded a settlement was to take
place whereby the new banks would pay the old commercial banks the difference between the
value of the assets and liabilities taken over by issuing a debt instrument. The financing of the
new banks was also to be available at this same time. This work was not completed until 3
September 2009, in the case of Arion Bank hf., 13 September 2009, in the case of
fslandsbanki hf,, and 15 December 2009 in the case of Landsbankinn hf. Until such time as
the contracting parties reached agreement on financing and settlement, the new banks
effectively lacked actual balance sheets. The above must be borne in mind when considering
possible payment of contributions to the Depositors and Investors Guarantee Fund (TIF), as
the settlement with Landsbankinn had not been completed at the end of October 2009, while
at that time Kaupthing and Glitnir were assessing whether to exercise their option to purchase
holdings in Arion Bank hf. and [slandsbanki hf.

Key figures from the banks' balance sheets include the following: At year-end 2008 total
assets of the new commercial banks amounted to ISK 2,336 billion, while their total
liabilities were ISK 2,048 billion, of which total deposits were ISK 1,189 billion. The banks

! The contagion effect of the banks' collapse in the autumn 2008 resulted in the failure of four other DTIs within
six months' time, and another two in 2010. Thus the proportion of collapsed DTIs relative to the entire system

was around 99%, both in terms of assets and deposits. If only the domestic activities of the DTIs are considered
these represented 97%, both in terms of assets and deposits. -




combined equity totalled ISK 288 billion. In 2009 the Financial Supervisory Authority
presented the three new banks with its regulatory requirements. These were based on a special
assessment of the operating viability of the three, given their asset structure, funding and the
economic outlook. The conclusion of the assessment was that it was deemed necessary to
require a capital ratio of 16%, and a Core Tier 1 ratio of 12%. The above-mentioned capital
requirement was based in part on enabling the banks to withstand stress tests assuming
unfavourable longer-term economic developments. Furthermore, stricter requirements were
set for the strength of the banks' liquidity. It was also made a requirement that the banks
implement a detailed programme for improvements to risk management, corporate
governance ete. At year-end 2009, the banks' equity amounted to ISK 340 billion and at the
beginning of 2010 the three commercial banks satisfied the Financial Supervisory Authority's
new capital requirements.
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The above-mentioned letter from the Ministry of Foreign Affairs requests an assessment by
the Financial Supervisory Authority as to whether the new banks could have financed the
obligations of TIF amounting to, firstly, EUR 1.322 billion and, secondly, GBP 2.254 billion,
or a total of ISK 707 billion, based on exchange rates at the end of October 2009.

In the assessment of the Financial Supervisory Authority, the banks were not in a condition to
deliver such payments to TIF, neither using their own funds nor by borrowing, by the end of
October 2009. The reasons for this are, in particular, the following:

e The amounts stated in the Ministry's letter are EUR 1.322 billion and GBP 2.254
billion, or together an amount of the magnitude of ISK 707 billion. This is an amount
equivalent to 47% of Iceland's GDP in 2009, and around 30% of the banks' total assets
as of year-end 2008 (approximately 28% as of year-end 2009). This amount is
equivalent to approximately 2.5 times the ISK 288 billion equity of the three largest
banks at year-end 2008 (approximately 2.1 times the ISK 340 billion equity of the
banks at year-end 2009). If the three banks had been obliged to finance the obligations
of TIF their equity would have been negative by around ISK 419 billion as of year-
end 2008 (ISK 367 billion as of year-end 2009).

e The banks would not have satisfied the conditions for a banking license nor the
regulatory requirements of the Financial Supervisory Authority, unless their equity
had been increased by an amount equal to this ISK 707 billion.
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e The banks' liquidity in both domestic and foreign currency, in excess of the Financial
Supervisory Authority's liquidity requirements, would only have sufficed to pay a very
small portion of the ISK 707 billion. In addition, it is obvious that no possibilities of
obtaining loan financing abroad existed at the end of October 2009.

e From the above it should be evident that, without an additional equity injection to the
new banks, the conditions of Temporary Provision VI of Act No. 161/2002, on
Financial Undertakings (previously Art. 5 of the emergency legislation), would have
applied to the banks if they had been required to finance the obligations of TIF. In
such a position, the banks would have had no other option but to turn to the Financia}
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Supervisory Authority, with the accordant damage to the financial market and
economy in Iceland.

With reference to all of the above, it is the assessment of the Financial Supervisory Authority
that the three commercial banks would have been completely incapable of providing the
above-mentioned ISK 707 billion amount in October 2009, unless new equity had been

forthcoming.

The idea that DTIs in operation could pay the said amount post fuctum to TIF are,
furthermore, completely unrealistic, in consideration of the fact that the annual contributions
paid by DTIs to the new TIF, which they are expected to be able to sustain, are approximately
0.3-0.4% of deposits, or approximately ISK 5 billion. The ISK 707 billion figure is 140 times

the above-mentioned annual contributions.

Respectfully yours,
THE FINANCIAL SUPERVISORY AUTHORITY

Unnur Gunnarsdottir [sign.] Armar Pér Saeporsson [sign.]

| hereby certify this to be
a true and fair translation of
the original Icelandic document:
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Utanrikisraduneytio
v.t. Kristjan Andri Stefansson
Raudararstig 25
150 Reykjavik

‘ 11. jiini 2012
Tilvisun: 2012060026/11.0

Efni: Fyrirspurn i tilefni af greinargerd Framkvaemdarstjérnar ESB til EFTA-
démstélsins i mali nr, E-16/11 (ESA og Framkvaemdastjérn ESB gegn Islandi)

Fjarmalaeftirlitid visar til bréfs UtanrikisraOuneytisins, dags. 6. juni sl, sem varBar
greinargerd Framkvemdastjornar ESB { méli nr. E-16/11 (ESA og Framkvamdastjorn ESB
gegn Islandi.), einkum b4 fullyrdingu Framkvamdastjérnar ESB sem fram kemur { 71. mgr. &
bls. 19 1 greinargerdinni. Er hiin svohlj6édandi:

“...after the setting up of new and recapitalised banks, Iceland should and could have
imposed upon such new and financially sound banks the obligation to pay appropriate
contributions to the deposit guarantee scheme in order to enable it to fulfil its
obligations under the Directive.”

{ tilefni af ofangreindri fullyrdingu Framkvaemdastjérnar ESB éskar UtanrikisraSuneytid eftir
umsdgn og mati Fjarmalaeftirlitsins 4 pvi hvort og pé hvernig hinir nyju bankar hefSu getad
fijarmagnad skuldbindingar tryggingasjédsins. Segir { bréfinu ad umreeddar fjarhadir hafi
numid annars vegar 1,322 milljardi Evra i Witibainu { Hollandi og hins vegar 2,254 milljardi
breskra punda i 1tbdinu { Bretlandi. P4 er 6skad eftir bvi a8 tiltekin verdi helstu atridi er
vordudu efnahag nyju bankanna, krofur til eiginfjar og hver pyding bess hefdi ordid ef
bankarnir heféu tekid ad sér ad afla fjar Gr eigin sjodum eda ad lani fyrir lok oktéber 2009
fyrir umraeddri skuldbindingu.
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Adur en nanar verdur vikid ad peim spurningum sem fram koma { erindinu skal getid
nokkurra atrida vardandi fall vidskiptabankanna priggja i oktdber 2008.

{ oktéber 2008 hrundi islenskt bankakerfi til grunna. brir sterstu vidskiptabankarnir sté8ust
ekki pa alpjodlegu lausafjarkreppu sem skok efnahagskerfi heimsins. Dagana 6.-8. oktober
2008 leitudu stjérnir Landsbanka Islands hf., Glitnis banka hf. og Kaupbings banka hf. eftir
pvi vid Fjarmélaeftirliti® ad pad beitti heimildum sinum samkvamt 15gum nr. 125/2008 um
heimild til fjarveitingar ur rikissj6di vegna sérstakra alstedna & fjarmalamarkadi,
svokolludum neydarlégum, og taeki vid stjérn bankanna. Pessa daga var 6gnvaenleg hztta 4
pvi ad greidslukerfi landsins hoktu eda stédvudust, en af pvi hefdi hlotist gridarlegt og
Sbeetanlegt tjén fyrir fslenska efnahagskerfid og samfélagid i heild sinni. { pessu samhengi | /
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verdur jafnframt ad geta pess ad eignir stéru vidskiptabankanna briggja ndmu 89% af
heildareignum innldnsstofnana midad vid samsteduuppgjodr 1 lok jini 2008 eda sem nemur
fjarhed uwp.b. 14.400 milljordum kréna. Hlutdeild innldna bankanna briggja af
heildarinnldnum innlénsstofnana nam um 91% midad vid sdmu dagsetningu eda sem nemur
fjarhaed w.p.b. 4.200 milljordum kréna. Pess ma geta til samanburdar a0 verg landsframleidsla
4 [slandi var 1.482 milljarSar krona 4rid 2008 og 1.495 milljardar kréna 4rid 2009.!

bad var vid pessar adstedur sem Fjarmalaeftirlitid tok akvordun um ad taka yfir vald
hluthafafundar vidskiptabankanna priggja og skipa skilanefndir til ad fara med stjérn peirra,
nénar tilteki® 1 tilviki Glitnis banka hf. og Landsbanka fslands pann 7. oktéber 2008 og i
tilviki Kauppings banka hf. pann 9. oktober 2008, Var bad mat Fjarmalaeftirlitsins ad skilyrdi
neyOarlaganna veru uppfyllt i ljési knyjandi fjarhags- og rekstrarerfidleika bankanna,
kerfislegs mikilvaegis peirra og peirra kedjuverkandi dhrifa sem mogulegt gjaldprot beirra
kynni ad hafa 4 {slenska hagkerfid. P4 var jafnframt 4kvedid ad radstafa tilteknum eignum og
skuldum vidskiptabankanna priggja yfir til nyrra banka, nanar tiltekid med akvorSunum
Fjarmalaeftirlitsins pann 9. oktGber 2008 (Landsbanki [slands hf.), 14. oktéber 2008 (Glitnir
banki hf) og 21. oktéber 2008 (Kaupping banki hf.)). Markmid pessara adgerda
Fjarmalaeftirlitsins var m.a. ad vidhalda lagmarks bankastarfsemi { landinu, tryggja virkni
greidslukerfa og ad hindra ad frekara tjon hlytist af & fjairméalamarkadi.

Pess skal getid ad i dkvordunum Fjarmalaeftirlitsing var gert rad fyrir ad vidurkenndur
matsadili myndi meta sannvirdi peirra eigna og skulda sem radstafad var til nyju bankanna.
A8 bvi mati loknu 4tti ad fara fram uppgj6r par sem nyju bankarnir myndu greida gomlu
vidskiptabénkunum mismun 4 virdi eigna og skulda med utgafu fjdrmdélagernings. P4 atti
- fjarmdgnun hinna nyju banka ad liggja fyrir 4 sama tima. bessari vinnu lauk ekki fyrr en pann
3. september 2009 i tilviki Arion banka hf., 13. september 2009 { tilviki fslandsbanka hf. og
15. desember 2009 1 tilviki Landsbankans hf. Fram ad peim tima sem samningsadilar nddu
samkomulagi um fjarmégnun og uppgjdr voru nyju bankarnir 4n eiginlegs efnahagsreiknings.
Framangreint ber ad hafa huga pegar litid er til mogulegrar greidslu framlags til
tryggingarsjodsins, enda var ekki biid ad ljika uppgjori Landsbankans 1 lok oktéber 2009 og
4 peim tima voru Kaupping og Glitnir ad meta hvort nyta @tti kaupréttina { Arion banka hf. og
{slandsbanka hf.

Um helstu steerdir efnahagsreikninga bankanna skal eftirfarandi getid: { 4rslok 2008 namu
heildareignir nyju vidskiptabankanna briggja 2.336 milljérdum kréna og heildarskuldir
peirra namu 2.048 milljordum Kkréna, par af ndmu heildarinnldn 1.189 milljéroum kréna.
P4 nam eigid fé bankanna samtals 288 milljoroum kroéna. A érinu 2009 kynnti
Fjarmaélaeftirlitid nyju bénkunum premur eftirlitskrdfur sinar. Byggdust peer 4 sérstakri uttekt
& rekstrarhaefni bankanna briggja midad vid eignasamsetningu, fjarmognun og liklegar
efnahagshorfur. Nidurstédur peirrar uttektar voru ad naudsynlegt var talid ad gera krdfu um
16% eiginfiarhlutfall, par af 12% sem samanst6d af eiginfjarbetti A (e. Core Tier 1 Ratio).
Framangreind eiginfjarkrafa byggdist medal annars 4 pvi ad bankarnir gaetu stadist &lagsprof
sem midadist vid 6hagsteda efnahagsproun um lengri tima. Enn fremur voru strangari krofur
gerdar til lausafjérstyrks bankanna. Finnig var gert ad skilyrdi ad hrint yrdi i framkvemd

! Smitghrifin af falli bankanna hausti® 2008 hafdi i for med sér fall fjégurra annarra innldnsstofnana innian vid
hélfu 4ri sidar og tveggja til vidbétar 4 arinu 2010. Hlutfall fallinna innldnsstofnana af heild nam pannig um 99%

m.v. bedi eignir og innlan. Sé eingdngu m.v. innlenda starfsemi innlédnsstofhana er um ad reeda 97% m.v. bedi ]
eignir og innlan. /
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ftarlegri dzetlun um endurbetur 4 sheettustyringu, stjérnarhattum o.fl. { 4rslok 2009 var eigid
f& bankanna ad fjarhed 340 milljardar krénma og i byrjun 4rs 2010 uppfylltu
vidskiptabankarnir prir hinar nyju eiginfjarkréfur Fjdrmalaeftirlitsins.
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f fyrmefndu bréfi utanrikisriBuneytisins er oskad eftir mati Fjarmalaeftirlitsins & pvi hvort
hinir nyju bankar hefSu getad fjarmagnad skuldbindingar tryggingarsj6édsins ad fjarhed
annars vegar 1,322 milljardi evra og hins vegar 2,254 milljardi breskra punda eda samtals ad
fjarhad um 707 milljardar kréna midad gengid { lok oktéber 2009.

bad er mat Fjarmalaeftirlitsins ad bankarnir hefou ekki verid { stakk bunir til ad inna af hendi
slikar greidslur til tryggingasjodsins, hvorki med eigin fé né lantoku fyrir lok oktéber 2009.
Astadur pess eru einkum eftirfarandi:

o Dear fjarhaedir sem nefndar eru i bréfi rdduneytisins eru annars vegar EUR 1,322
milljardar og hins vegar GBP 2,254 milljardar eda samtals fjarhad af steerdargradunni
ISK 707 milljardar. Um er ad rzda fjarhed sem nemur um 47% af vergri
landsframleidslu {slands 2009 og um 30% af heildareignum bankanna i &rslok 2008
(up.b. 28% midad vid arslok 2009). Fjarhedin samsvarar up.b. 2,5 foldu 288
milljarda kréna eigin fé priggja steerstu bankanna { arslok 2008 (u.p.b. 2.1 f6ldu 340
milljarda kréna eigin fé bankanna { 4rslok 2009). Ef bonkunum bremur hefdi verid
gert skylt ad fjarmagna skuldbindingar tiyggingarsjodsins hefdi eigid fé peirra ordid
neikveett um 419 milljarda kréna m.v. arslok 2008 (367 milljarda kréna m.v. arslok
2009).

o Bankamir hefSu ekki uppfyllt skilyrdi starfsleyfis né eftirlitskréfur
Fjarmalaeftirlitsins, nema eigi® fé bankanna yrdi aukid um umradda 707 milljarda
kréna fjarhaed.

e Lausafjirstada bankanna badi { innlendri og erlendri mynt umfram lausafjarkrsfur
Fjarmalaeftirlitsins hefSu ekki dugad nema a8 mjog litlu leyti til ad greida umraedda
707 milljarda kréna fjarheed. P4 er [jost ad moguleikar bankanna til a0 afla erlendra
I4na voru ekki til stadar i lok oktober 2009.

s Ljost ma vera af framangreindu ad 4n vidbotar eiginfjarframlags til nyju bankanna

hefdu skilyrdi VI. 4kveedis til bradabirgda i logum nr. 161/2002 um

- fjarmalafyrirtzeki (48ur 5. gr. neyBarlaganna) 4tt vid um bankana ef peim hefdi verid

gert ad fjarmagna skuldbindingar tryggingasjodsins. Bankarnir hefSu pv{ { raun ekki

4tt annan kost { stodunni en ad leita til Fjarmélaeftirlitsins og 6ska eftir ad stofnunin

teeki yfir stjorn bankanna med tilheyrandi tjéni fyrir fjarmdlamarkadinn og
efnahagslifid 4 [slandi.
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Med visan til alls ofangreinds er pad mat Fjarmalaeftirlitsins ad vidskiptabankamir brir hefou
veri® med Sllu 6ferir um ad standa undir framangreindri 707 milljarGa kréna fjarhaed { lok
oktéber 2009, nema pa adeins ad til hefdi komid nytt eigid f&.

Hugmyndir um ad starfandi innlénsstofnanir geetu greitt umraedda fjarhad med eftird idgjaldi 1
tryggingasjod eru jafnframt fullkomlega éraunhaefar med hlidsjon af bvi ad arlegt idgjald
innlansstofnana 1 nyjan tryggingasjod, sem peer eru taldar geta stadi® undir, er u.p.b. 0,3-0,4%
af innlénum eda w.p.b. 5 milljardar kréna. Umreedd 707 milljarda kréna fjarhed er 140 falt
fyrrnefnt arlegt idgjald.

Virdingarfyllst,
FIARMALAEFTIRLITID
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