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II

(Sdélent)

SDELENI ORGANU, INSTITUCI A JINYCH SUBJEKTU EVROPSKE UNIE

EVROPSKA KOMISE

Vysvétlivky ke kombinované nomenklatufe Evropskych spolecenstvi

(2011/C 41/01)

Podle ¢l. 9 odst. 1 pism. a) druhé odrdzky nafizeni Rady (EHS) ¢. 265887 ze dne 23. Cervence 1987 o celni
a statistické nomenklatufe a o spole¢ném celnim sazebniku (1) se Vysvétlivky ke kombinované nomenklatute
Evropskych spolecenstvi (%) méni takto:

Na strané 354:

85287111 Videotunery

az

8528 71 19

Stavajici znéni se nahrazuje timto:

,Do téchto podpolozek patii piistroje se zabudovanym videotunerem, ktery pfevadi vysokofrekvencni
televizni signély na signdly pouzitelné pro pfistroje pro zdznam nebo reprodukci obrazu nebo moni-

tory.

Tyto piistroje obsahuji obvody volice, které umoziiuji naladéni specidlniho kandlu nebo nosné
frekvence, a demodula¢ni obvody. Tyto piistroje mohou byt rovnéz vybaveny dekdédovacim zafizenim
(barvy) nebo separaénimi obvody pro synchronizaci. Obvykle jsou uréeny pro pouziti s individudlni
anténou nebo se sdilenym anténnim systémem (vysokofrekvenénim kabelovym rozvodem).

Vystupni signdl maze byt pouzit jako vstupni signdl pro monitory nebo pfistroje pro zdznam nebo
reprodukei signdlu. Tento signdl sestdvd z pavodniho signdlu kamery (tj. neni modulovan pro tcely
pfenosu).

Analogové videotunery spadajici do téchto podpolozek mohou mit formu modult obsahujicich
alesponn radiofrekven¢ni obvody (radiofrekvenéni blok), mezifrekvenéni obvody (mezifrekvenéni blok)
a obvody pro demodulaci (demodula¢ni blok), kde vystupem je samostatny zvukovy a kompozitni
videosigndl v zdkladnim pasmu (CVBS).

Digitdln{ videotunery spadajici do téchto podpolozek mohou mit formu modul obsahujicich alespor
radiofrekvencni blok, mezifrekvenéni blok, demodulaéni blok a dekodér MPEG pro digitélni televizi,
kde vystupem je samostatny zvukovy a digitdlni videosigndl.

(') Ut vést. L 256, 7.9.1987, s. 1.

() Uk. vést. C 133, 30.5.2008, s. 1.
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Moduly obsahujici komponenty jak analogového, tak i digitdlniho videotuneru spadaji do téchto
podpolozek, pokud Ize podle vSeobecného pravidla 2 pism. a) pro vyklad kombinované nomenklatury
jednu z komponent zafadit jako kompletni nebo dokonceny videotuner.

Modul nesplijici vyse uvedené podminky se zafadi jako soucdst do polozky 8529.°
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IV

(Informace)

EVROPSKA KOMISE

Sménné kurzy vidi euru (1)

9. iinora 2011
(2011/C 41/02)

1 euro =
ména sménny kurz ména sménny kurz
UsD americky dolar 1,3647 AUD  australsky dolar 1,3510
JPY japonsky jen 112,65 CAD kanadsky dolar 1,3573
DKK dénskd koruna 7,4560 HKD  hongkongsky dolar 10,6275
GBP brltské libra 0.85000 NZD novozélandsk)'f dolar 1 B 7687
SEK svédskd koruna 8,7885 SGD  singapursky dolar 1,7399
CHF svjcarsky frank 13152 KRW  jihokorejsky won 1515,22
ISK slandské koruna ZAR  jihoafricky rand 9,8339
i CNY ¢insky juan 8,9930
NOK norskd koruna 7,8685
HRK  chorvatskd kuna 7,4158
BGN bulharsky lev 1,9558 L
IDR indonéskd rupie 12 180,12
CZK - Ceskd koruna 24.212 MYR  malajsijsky ringgit 41473
HUF madarsky forint 271,61 PHP filipfnské peso 59,383
LTL litevsky litas 3,4528 RUB rusky rubl 40,0022
LVL loty§sk)'/ latas 0,7035 THB thajsk)'f baht 41’937
PLN polsky zloty 38943 | BRL  brazilsky real 2,2768
RON rumunsky lei 4,2565 MXN  mexické peso 16,4647
TRY tureckd lira 2,1650 INR indickd rupie 62,0500

(") Zdroj: referencni sménné kurzy jsou publikovany ECB.
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Sdéleni Komise o ochrané autorského priva ke vzoru spole¢né strany eurominci

(2011/C 41/03)

UvoDp

Na jafe roku 1996 clenské stity rozhodly, Ze euromince urcené
k obéhu budou mit spole¢nou stranu a ndrodni stranu,
a povétily Komisi organizaci soutéze na evropské drovni, aby
byl vybran vzor spole¢né strany eurominci. Vitézné ndvrhy
soutéze o vzor evropské mince vybraly hlavy sttt a vlad
v Cervnu roku 1997. Euromince urCené k obéhu existuji
v osmi nomindlnich hodnotdch: 1 cent, 2 centy, 5, 10, 20,
50 centli a 1 euro a 2 eura.

V souladu s nafizenim Rady (ES) ¢. 974/98 o zavedeni eura (')
byly mince s hodnotami v eurech zavedeny od 1. ledna 2002.

Nomindlni hodnoty a technické specifikace eurominci urcenych
k obéhu jsou stanoveny v nafizeni Rady (ES) ¢. 975/98 (3).

Dne 7. ¢ervna 2005 Rada rozhodla, Ze spole¢né strany minci
v hodnoté 10, 20, a 50 centli a 1 eura a 2 eur, které zobrazuji
Evropskou unii pfed jejim roz$ifenim z 15 na 25 ¢lenskych
stditd v roce 2004, by mély byt pozménény tak, aby
v budoucnu byly zastoupeny vSechny clenské stity Evropské
unie. Spole¢né strany minci nejniz§ich nomindlnich hodnot
(Lcentové, 2centové a 5Scentové) pozménény nebyly, protoze
zobrazuji Evropu ve svété, a nebyly ovlivnény rozsifenim
Evropské unie.

Nové spolecné strany byly zavddény postupné od roku 2007
a vechny euromince uréené k obéhu s letopoctem 2008
a pozdéji maji novou spole¢nou stranu.

Autorskd prava ke vzorim jak starych, tak novych spole¢nych
stran postoupil Komisi umeélec, ktery vytvoiil vitézny ndvrh
v soutéZi o vzor evropské mince vybrany hlavami statd a vlad
v &ervnu roku 1997.

Sdéleni Komise ze dne 22. fijna 2001 o ochrané autorského
prava ke vzorim spole¢né strany eurominci () stanovilo
opatfeni, kterd byla pfijata pro vynucovani autorskych prav,
a platny rezim reprodukce vzort spolecné strany.

Po piijeti sdéleni a ndsledném rozsifeni eurozdény a poté, co
autorské pravo ke spole¢nym strandm bylo pfidéleno novym
¢lenskym stattim, vyvstala potfeba aktualizovat p¥ilohu sdélen,
ve které jsou uvedeny pfislusné orginy clenskych stitd, jez
v meziCase piistoupily k eurozéné (Slovinsko v roce 2007,

! . vést. L 139, 11.5.1998, s. 1.

() Uk
() UF vést. L 139, 11.5.1998, s. 6.
(}) Ut. vést. C 318, 13.11.2001, s. 3.

Kypr a Malta v roce 2008, Slovensko v roce 2009
a Estonsko v roce 2011). Kromé toho se na podzim roku
2009 uskutecnilo jedndni s pracovni skupinou feditelt
mincoven a podvyborem pro euromince o fungovani rezimu
reprodukce a vynucovani a bylo uzavieno s tim, Ze soucasny
rezim funguje dobfe a nemusi se ménit. Stdvajici sdéleni tak
nahrazuje vySe zminéné sdéleni Komise ze dne 13. listopadu
2001 o ochrané autorského prava ke vzortim spolecné strany
eurominci. Kromé redakénich dprav se proto zmény
v porovnani se sdélenim z roku 2001 omezuji pouze na aktua-
lizaci bodti odvodnéni, ujedndni o prezkumu a piilohy.

1. Drtzitel autorského priva

Autorské pravo ke vzoru spolecné strany eurominci nélezi
Evropské unii zastoupené Komisi. Evropskd komise piidélila
kazdému clenskému stitu, ktery pfijal euro, vSechna prava
Unie tykajici se tizemi tohoto ¢lenského stdtu. Komise pridéli
autorské pravo ostatnim ¢lenskym statim, jakmile pFjmou
euro.

2. Rezim reprodukce

Nasledujici spole¢ny rezim reprodukce bude pouzivat Komise
a zucastnéné clenské stty, jak je stanoveno v nafizeni (ES)
¢. 97498, co se tyce jejich tzemi. Reprodukce celého vzoru
spole¢né strany eurominci nebo jeho ¢asti se povoluje bez
pouziti specifického postupu v nésledujicich pipadech:

— jako fotografie, kresby, malby, filmy, zobrazeni a obecné
reprodukce v hladké podobé (bez reliéfu) za predpokladu,
ze se jednd o vérnou napodobeninu a jsou pouzity tak, ze
neposkozuji nebo neoslabuji vniméni eura,

— pro reprodukci s reliéfem na jinych pfedmétech nez jsou
mince, medaile a Zetony nebo jakékoli jiné predméty,
které lze zaménit za mince,

— pro reprodukci na Zetonech vyrobenych z mékkého mate-
ridlu nebo plastu za predpokladu, Ze jejich velikost je
nejméné o 50 % vétsi nebo mensi nez u skute¢nych minci.

Rovnéz je tieba pfipomenout, Ze reprodukce na kovovych
medailich a Zetonech nebo jakychkoli jinych pfedmétech,
které lze zaménit za mince, se nepovoluje, jak je stanoveno
v nafizeni Rady (ES) ¢. 2182/2004 (4.

(*) Uf. vést. L 373, 21.12.2004, s. 1.
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Jakdkoli jind reprodukce celého vzoru spole¢né strany eurominci
nebo jeho ¢asti musi byt vyslovné povolena Evropskou komisi
v piipadé, Ze se jednd o nezicastnéné ¢lenské stity a tieti zemg,
a piislusnym orgdnem c¢lenského statu, kterému bylo pfidéleno
autorské pravo v piipadé ztcastnénych clenskych statd (seznam
piislusnych orgdnt zacastnénych clenskych sttt je pfipojen
v piiloze).

Zadosti o povoleni adresované Evropské komisi by mély byt
zasilany na generdlni feditelstvi pro hospodaiské a finan¢ni zdle-
Zitosti.

3. Vynucovani

Vynucovéni autorského prava bude zajisténo na tizemi zdcast-
nénych clenskych statd v souladu s jejich vnitrostdtni legisla-
tivou a ve shodé s rezimem reprodukce stanovenym vyse.
Komise bude vynucovat autorské prévo v neztcastnénych ¢len-
skych statech a ve tfetich zemich v souladu s jejich odpovidajic
vnitrostatni legislativou.

Pokud Komise nebo vnitrostatni subjekty, kterym byla pfidélena
autorskd prava, zjisti nepovolenou reprodukei, ke které doslo na
odpovidajicim dzemi, podniknou okamzité opatieni, aby zajis-
tily zastaveni nebo stazeni takové reprodukce. Komise nebo
Clenské staty (v piipadé ztcastnénych stitd) mohou rozhodnout
o obcanském nebo trestnim fizeni proti osobé zodpovédné za
reprodukeci v souladu s odpovidajici vnitrostdtni legislativou.

Komise bude vynucovat autorskd prava ve spolupraci
s Clenskymi stdty. Clenské stdty se tudiZ vyzyvaji, aby informo-
valy Komisi o jakémkoli opatfeni, které podnikly za tcelem
vynucovani autorskych prév, a o provadéni pravidel reprodukce.

4. Prezkum soucasnych ujednini

Komise muze v budoucnu rozhodnout o pfezkumu provadéni
pravidel popsanych vyse s ohledem na tGpravu soucasnych ujed-
néni na zdkladé ziskanych zkuSenosti.
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BELGIE:

NEMECKO:
ESTONSKO:
IRSKO:

RECKO:

SPANELSKO:

FRANCIE:

ITALIE:

KYPR:
LUCEMBURSKO:
MALTA:

NIZOZEMSKO:

RAKOUSKO:
PORTUGALSKO:
SLOVINSKO:
SLOVENSKO:

FINSKO:

PRILOHA

Seznam pfislusnych orginié uvedeny v bodu 2 sdéleni

Ministére des Finances, Administration de la Trésorerie/Federale Overheidsdienst Financién, Admini-
stratie van de thesaurie[Foderaler offentlicher Dienst Finanzen, Schatzamt) (ministerstvo financi,
pokladni¢ni sprava)

Bundesministerium der Finanzen (spolkové ministerstvo financi)
Eesti Pank (Banka Estonska)
ministr financi

Ynoupyeio Owovopias kar Owkovopkdv - Tevikd Aoyiotipio tou Kpatous - 8§25 Awetduvon Kivnono
Kegahaiov, Eyyuroewv Adveiwv kar Afiwv (ministerstvo hospoddfstvi a financi — nejvyssi kontrolni
ufad — 25. feditelstvi kapitdlovych transferti, zdaruk na pijcky & cennych papirt)

Direccién General del Tesoro y Politica Financiera (generdlni Feditelstvi stdtni pokladny a finan¢ni
politiky)

Ministére de I'économie, des finances et de lindustrie: Direction Générale du Trésor (ministerstvo
hospodafstvi, financi a pramyslu: generdlni feditelstvi stdtni pokladny)

Ministero delleconomia e delle finanze (ministerstvo hospodéfstvi a financi)

Centralni banka Kypru

Ministére des Finances — Service de la Trésorerie (ministerstvo financi — odbor stdtni pokladny)
Bank Centrali ta’ Malta (Centrdlni banka Malty)

Ministerie van Financién — Direktie Binnenlands Geldwezen (ministerstvo financi — feditelstvi domé-
cich penéznich a finan¢nich zdleZitosti)

Miinze Osterreich AG (rakouskd mincovna)

Imprensa Nacional. Casa da Moeda (sttn{ tiskdrna — mincovna)
Ministrstvo za finance (ministerstvo financi)

Nérodnd banka Slovenska (Ndrodni banka Slovenska)

Valtiovarainministerio/Finansministeriet (ministerstvo financi)
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KONTROLNI URAD ESVO

Vyzva k pfedlozeni pfipominek podle ¢l. 1 odst. 2 &isti I protokolu 3 k Dohodé mezi stity ESVO

o zfizeni Kontrolniho dfadu a Soudniho dvora ke stitni podpofe poskytnuté v rdmci obnoveni

urcitych operaci (byvalé) Kaupthing Bank hf a zfizeni a kapitalizaci New Kaupthing Bank (nyni
pfejmenované na Arion Bank hf)

(2011/C 41/04)

Rozhodnutim ¢. 492/10/KOL ze dne 15. prosince 2010 uvedenym v zdvazném znéni na strinkdch ndsle-
dujicich za timto shrnutim zahdjil Kontrolni tfad ESVO fizeni podle ¢l. 1 odst. 2 &sti I protokolu 3 k
Dohodé¢ mezi staty ESVO o zfizeni Kontrolniho Gfadu a Soudniho dvora. Kopie tohoto rozhodnuti byla pro
informaci zasldna islandskym orgdnim.

Kontrolni Gfad ESVO vyzyvd timto ozndmenim stity ESVO, clenské stity EU a zucastnéné strany, aby
piedlozily své pfipominky k tomuto opatteni, a to ve lhaté jednoho mésice od zvefejnéni tohoto ozndmenti,
na adresu Kontrolntho tfadu ESVO:

EFTA Surveillance Authority
Registry

Rue Belliard/Belliardstraat 35
1040 Bruxelles/Brussel
BELGIQUE/BELGIE

Pripominky budou sdéleny islandskym orgdntiim. Na zdkladé pisemné zddosti s uvedenim divodti mize byt
totoznost ztcastnéné strany podavajici pfipominky uchovédna v divérnosti.

SHRNUTI
Postup

Po dlouhych jedndnich mezi Kontrolnim tfadem a islandskymi orgdny, kterd ndsledovala po zhrouceni
islandského finan¢niho systému v fHjnu 2008, tyto orgdny dne 20. zai{ 2010 zpétné ozndmily stdtni
podporu v rdmci obnoveni uréitych operaci Kaupthing Bank a zaloZeni a kapitalizace New Kaupthing
Bank. Na jedndni v Reykjaviku dne 29. zaif 2010 a v dopisech z 9., 11., 15. a 28. listopadu 2010 poskytly
islandské organy rovnéz dalsi informace.

Zjisténé skutecnosti

V fjnu 2008 celily tii hlavni islandské komer¢ni banky, Glitnir, Kaupthing a Landsbanki, obtizim pfi
refinancovani svych kratkodobych zadvazki a hromadnému vybéru vkladd. Islandsky parlament pfijal mimo-
fadny zdkon, ktery udélil stdtu Siroké pravomoci k zdsahim do bankovniho sektoru. Na zdkladé toho se
islandsky organ financniho dohledu (FME) ve dnech 7. a 9. ffjna 2008 rozhodl pfevzit kontrolu nad
¢innostmi viech tif bank a jmenoval vybory pro feSeni problémd, které ptevzaly pravomoci valnych hromad
akciondft a spravnich rad jednotlivych bank. Soucasné byly zaloZeny tii nové banky, New Glitnir (pozdéji
pfejmenovédna na Islandsbanki), New Kaupthing (pozdéji pfejmenovdna na Arion Bank) a NBI (obchodni
nazev Landsbankinn), které pfevzaly domdci aktiva, zdvazky z vkladt a operace byvalych bank. Vylu¢nym
vlastnikem novych bank byl pivodné stat.
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Opatieni tykajici se Arion Bank:

1) V fjnu 2008 poskytl stit bance 775 miliont ISK (5 miliond EUR) v hotovosti jako pocatecni kapitdl
a zavazal se plné banku kapitalizovat.

2) Dne 14. srpna 2009 schvalil stdt kapitalizaci Arion Bank ve vysi 72 miliard ISK kapitdlu tfidy 1 (Tier I)
v podobé stdtnich dluhopist, kterd probéhla v ndsledujicim mésici.

3) Po dohodé¢ ze dne 1. prosince 2009 o vypotdddni aktiv a zdvazkid z vkladd prevedenych z (byvalé)
Kaupthing Bank do Arion Bank ziskal vybor pro feSeni problémt (byvalé) banky Kaupthing Bank 87 %
zakladniho kapitdlu v Arion Bank, pficemz stat si podrzel zbyvajicich 13 %. Statni kapital bude vyplacen
pouze v piipadé prodeje.

4) Stat poskytl nové bance kapitdl tiidy 2 (Tier II) v podobé podiizené pujcky, jez je vedena v cizi méné
a jejiz vyse odpovidd 29,5 miliardy ISK. Splatnost téchto cennych papirti je deset let od 30. prosince
2009 s ro¢ni trokovou sazbou 400 bazickych bodt nad sazbou EURIBOR v prvnich péti letech a 500
bazickych bodt nad sazbou EURIBOR v obdobi mezi pitym a desitym rokem.

(Na vySe uvedend opatfeni se dile odkazuje spole¢né jako na ,kapitalizaéni opatfeni®)

5) Prohldseni islandské vlidy, kterym se v plné vysi zarucila za domdci vklady ve viech islandskych
komer¢nich bankdch a spofitelnach.

6) Statni zdruka za aktiva splatnd bance vyménou za to, ze banka piijme zdvazky z vkladd insolventni
Reykjavik Savings Bank (SPRON), a zvldstni dohoda o likviditni facilit¢ umoziujici ptjcku stdtnich
dluhopist, které maji slouzit jako zajisténi za kratkodobé ptijcky z islandské centrdlni banky.

Hodnoceni

Podle pfedbéznych zavéri Kontrolniho tfadu zahrnuji kapitalizacni opatieni a zvldstni dohoda o likvidité
statn{ podporu ve prospéch Arion Bank ve smyslu ¢l. 61 odst. 1 Dohody o EHP. Kontrolni afad rovnéz
nemtize vyloudit, Ze prohldseni islandské vlady o zdruce za vklady a stdtni zdruka za aktiva dluznd bance
jako vysledek dohody tykajici se banky SPRON piedstavuji poskytnuti dodate¢né podpory.

Kontrolni tfad bude poskytnutou podporu hodnotit podle ¢l. 61 odst. 3 pism. b) Dohody o EHP na zdkladé
toho, Ze byla nutnd k ndpravé vazné poruchy v islandském hospodéistvi. Opatieni podpory viak vyzaduji
pfedlozeni podrobného planu restrukturalizace Arion Bank. Vzhledem k tomu, Ze takovy plin ptedlozen
nebyl, md Kontrolni Gfad pochybnosti o slu¢itelnosti opatfeni s Dohodou o EHP.

Zavér

V souvislosti s pfedchozimi dvahami se Kontrolni tfad rozhodl zahdjit formdlni vySetfovaci fizeni podle ¢l.
1 odst. 2 ¢asti I protokolu 3 k Dohodé mezi stity ESVO o ziizeni Kontrolniho Gfadu a Soudniho dvora.
Zicastnéné strany mohou piedkladat své pripominky ve lhité jednoho mésice od zvefejnéni tohoto ozna-
meni v Ufednim véstniku Evropské unie.

EFTA SURVEILLANCE AUTHORITY DECISION
No 492/10/COL
of 15 December 2010

opening the formal investigation procedure into State aid granted in the restoration of certain
operations of (old) Kaupthing Bank hf and the establishment and capitalisation of New
Kaupthing Bank hf (now renamed Arion Bank hf)

(Iceland)

THE EFTA SURVEILLANCE AUTHORITY (‘the Authority’),

Having regard to the Agreement on the European Economic Area (the EEA Agreement), in particular to
Article 61 and Protocol 26,
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Having regard to the Agreement between the EFTA States on the establishment of a Surveillance Authority
and a Court of Justice (the Surveillance and Court Agreement’), in particular to Article 24,

Having regard to Protocol 3 to the Surveillance and Court Agreement (Protocol 3), in particular to Article
1(3) of Part I and Articles 4(4) and 13(1) of Part II,

Having regard to the temporary rules regarding the financial crisis in Part VIII of the Authority’s State Aid
Guidelines (1),

Whereas:

I. FACTS
1. Procedure

On 2 October 2008, the Icelandic authorities informed the Authority of their intention to inject EUR 600
million of capital into Glitnir Bank in return for 75 % of its shares. The information was provided by way of
a draft notification said to be submitted for legal certainty only as it was contended that the measure did
not involve State aid. This proposal was however subsequently abandoned due to a further deterioration in
the financial position of Iceland’s main commercial banks and on 6 October, the Icelandic Parliament (the
Althingi) passed Act No 125/2008 on the Authority for Treasury Disbursements due to Unusual Financial
Market Circumstances etc. (referred to as the ‘Emergency Act’), which gave the State wide-ranging powers to
intervene in the banking sector. On 10 October 2008, the President of the Authority wrote to the Icelandic
authorities and (among other matters) requested that State aid measures taken under the Emergency Act be
notified to the Authority as the Icelandic authorities had previously indicated that they would. On
14 October 2008, the Icelandic authorities submitted a further draft notification, informing the
Authority that in their opinion the measures undertaken under the Emergency Act to establish new
banks as a result of the failure of the commercial banks did not involve State aid. A letter in response
was sent by the Authority on 20 October 2008 indicating that it considered this unlikely and referred to the
information that would be required in a notification. The matter was also discussed shortly thereafter in
a meeting in Reykjavik on 24 October 2008. Further contact and correspondence followed periodically
including notably a letter sent by the Authority on 18 June 2009 reminding the Icelandic authorities of the
need to notify any State aid measures, and of the standstill clause in Article 3 of Protocol 3. On 22 July
2009, the Icelandic authorities informed the Authority that heads of terms had been agreed with resolution
committees appointed to administer the estates of the (old) failed banks, which would lead to the new banks
being capitalised by the Icelandic State on 14 August 2009. The Icelandic authorities again insisted that no
State aid was involved and provided little information beyond what was already publicly available. Corre-
spondence continued and meetings between the respective authorities followed both in August and
November 2009, during which the Authority made it clear that from the limited information it had
received it believed that the capitalisation of the new banks involved State aid that required notification.
Given that the measures had already been implemented, the Authority subsequently sought to assist the
Icelandic authorities in producing restructuring plans for the banks with the intention of proceeding directly
to assess the measures in one procedure. It transpired, however, that the authorities and the banks were not
yet in a position to produce definitive, detailed plans. State aid involved in the restoration of certain
operations of (old) Kaupthing Bank and the establishment and capitalisation of New Kaupthing Bank was
eventually notified retrospectively by the Icelandic authorities on 20 September 2010, although the process
of restructuring the bank in order to ensure its long-term viability remains ongoing. The Icelandic
authorities also submitted further information in a meeting held in Reykjavik on 29 September 2010
and by letters of 9, 11, 15 and 28 November 2010.

2. Background — the financial crisis and major causes of failure of the Icelandic banks

In their notification of the aid granted to New Kaupthing Bank (later renamed Arion Bank), the Icelandic
authorities explained that the reasons for the collapse of the Icelandic banking sector and their need to
intervene were set out in considerable detail in a report prepared by a Special Investigation Commission
(SIC)) established by the Icelandic Parliament (?), whose remit was to investigate and analyse the processes
leading to the collapse of the three main banks. In Sections 2.1 and 2.2 below, the Authority summarises
the conclusions of the Commission concerning the causes of failure most relevant to the demise of
Kaupthing Bank. The information is drawn from Chapters 2 (Executive Summary) and 21 (Causes of the
Collapse of the Icelandic Banks — Responsibility, Mistakes and Negligence) of the SIC report.

(") Available at: http:/[www.eftasurv.int/state-aid/legal-framework/state-aid-guidelines/

(%) The SIC's members were Supreme Court Judge, Mr Péll Hreinsson; Parliamentary Ombudsman of Iceland, Mr Tryggvi
Gunnarsson; and Mrs Sigridur Benediktsdéttir Ph.D., lecturer and associate chair at Yale University, USA. The report is
available in full in Icelandic at: http:/[rna.althingiis/ and parts translated into English (including the Executive
Summary and the chapter on the causes of the collapse of the banks) are available at: http://sic.althingi.is/


http://www.eftasurv.int/state-aid/legal-framework/state-aid-guidelines/
http://rna.althingi.is/
http://sic.althingi.is/
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2.1. Causes of failure linked to the global financial crisis and its impact on underlying problems of
Kaupthing and the other main Icelandic banks

The global reduction in liquidity in financial markets that began in 2007 eventually led to the collapse of
the three main Icelandic banks, whose business operations had become increasingly dependant on raising
funding through international markets. The reasons for the demise of the Icelandic banks were however
complex and numerous. The SIC investigated the reasons which led to the collapse of the main banks, and
it is notable that the majority of the conclusions applied to all three banks and many are inter-related.
Causes of failure related to the banks’ activities are briefly summarised below.

2.1.1. Excessive and unsustainable expansion

The SIC concluded that in the years leading up to the collapse the banks had expanded their balance sheets
and lending portfolios beyond their own operational and managerial capacity. The combined assets of the
three banks had increased exponentially from ISK 1,4 trillion (') in 2003 to ISK 14,4 trillion at the end of
the second quarter of 2008. Significantly, a large proportion of the growth of the three banks was in
lending to foreign parties, which increased substantially during 2007 (%), most notably after the beginning of
the international liquidity crisis. This led the SIC to conclude that much of this increase in lending resulted
from loans made to undertakings that had been refused credit elsewhere. The report also concluded that
inherently riskier investment banking had become an ever increasing feature of the banks’ activities and
growth had contributed to the problems.

2.1.2. The reduction in finance available on the international markets

Much of the banks’ growth was facilitated by access to international financial markets, capitalising upon
good credit ratings and access to European markets through the EEA Agreement. The Icelandic banks
borrowed EUR 14 billion on foreign debt securities markets in 2005 on relatively favourable terms.
When access to European debt securities markets became more limited, the banks financed their activities
on US markets, with Icelandic debt securities packaged into collateralised debt obligations. In the period
before the collapse, the banks were increasingly reliant on short-term borrowing, leading to major and,
according to the SIC, foreseeable re-financing risks.

2.1.3. The gearing of the banks’ owners

In the case of each major Icelandic bank, the principal owners were among the biggest debtors (3). The SIC
was of the view that certain shareholders had abnormally easy access to borrowing from the banks in their
capacity as owners. The biggest shareholder in Kaupthing Bank was Exista hf., with just over a 20 % share in
the bank. Exista was also one of the bank’s biggest debtors. During the period from 2005 to 2008,
Kaupthing’s total lending to Exista and related parties (%) increased steadily from EUR 400-500 million to
EUR 1 400-1 700 million and during 2007 and 2008 such lending was nearly equal to the bank’s capital
base. This increase in lending to major shareholders occurred despite the fact that Kaupthing was starting to
face liquidity and refinancing problems. Loans to related parties were also often granted without any specific
collateral (°). Kaupthing’s Money Market Fund was the biggest fund of the Kaupthing Bank Asset
Management Company and in 2007 the fund invested significantly in bonds issued by Exista. At year
end it owned securities to the value of around ISK 14 billion. This represented approximately 20 % of the
fund’s total assets at that time. Robert Tchenguiz owned shares in Kaupthing Bank and Exista and also sat
on the board of Exista. He also received major loan facilities from Kaupthing Bank in Iceland, Kaupthing
Bank Luxembourg and Kaupthing Singer & Friedlander (KSF). In total, the loan facilities Robert Tchenguiz
and related parties had received from Kaupthing Bank’s parent company at the collapse of the bank
amounted to around EUR 2 billion (9).

2.1.4. Concentration of risk

Related to the issue of the abnormal exposure to major shareholders was the conclusion of the SIC that the
banks’ portfolios of assets were insufficiently diversified. The SIC was of the view that European rules on
large exposure were interpreted in a narrow way, in particular in the case of the shareholders, and that the
banks had sought to evade the rules.

1) Icelandic kréna.

¢

(?) Lending to foreign parties increased by EUR 11,4 billion from EUR 8,3 billion to EUR 20,7 billion in six months.

(®) Chapter 21.2.1.2 of the Report.

(%) Exista, Exista Trading, Bakkavor Group, Bakkavor Finance Ltd, Bakkabraedur Holding B.V., Lysing, Siminn, Skipti and
other related companies.

(%) More than half of such loans granted from the beginning of 2007 until the collapse of the bank, were granted without
collateral.

(%) The minutes of the loan committee of Kaupthing Bank’s board state, inter alia, that the bank often lent money to

Tchenguiz in order for him to meet margin calls from other banks as his companies declined.
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2.1.5. Weak equity

Although the capital ratio of Kaupthing and the other two major Icelandic banks was always reported to be
slightly higher than the statutory minimum, the SIC concluded that the capital ratios did not accurately
reflect the financial strength of the banks. This was due to risk exposure of the banks’ own shares through
primary collaterals and forward contracts on the shares. Share capital financed by the companies themselves,
referred to by the SIC as ‘weak equity’ ('), represented more than 25 % of the banks’ capital bases (or over
50 % when assessed against the core component of the capital, i.e. shareholders’ equity less intangible
assets). Added to this were problems caused by the risk that the banks were exposed to by holding each
other’s shares. By the middle of 2008, direct financing by the banks of their own shares, as well as cross-
financing of the other two banks’ shares, amounted to approximately ISK 400 billion, around 70 % of the
core component of the capital. The SIC was of the opinion that the extent of financing of sharcholders’
equity by borrowing from the system itself was such that the system’s stability was threatened. The banks
held a substantial amount of their own shares as collateral for their lending and therefore as share prices fell
the quality of their loan portfolios declined. This affected the banks’ performance and put further downward
pressure on their share prices; in response to which (the SIC assumed from the information in their
possession) the banks attempted to artificially create abnormal demand for their own shares.

2.2. Causes of failure based on deficient regulation of the banks by the State and the size of the banks
in relation to the rest of the Icelandic economy

2.2.1. The size of the banks

In 2001, the balance sheets of the three main banks (collectively) amounted to just over a year of the gross
domestic product (‘GDP’) of Iceland. By the end of 2007, the banks were international and held assets worth
nine times Icelandic GDP. The SIC report notes that by 2006, observers were commenting that the banking
system had outgrown the capacity of the Central Bank of Iceland (‘CBI') and doubted whether it could fulfil
the role of lender of last resort. By the end of 2007, Iceland’s short-term debts (mainly incurred due to
financing of the banks) were 15 times larger, and the foreign deposits of the three banks were 8 times
larger, than the foreign exchange reserve. The Depositors and Investors Guarantee Fund held minimal
resources in comparison with the bank deposits it was meant to guarantee. These factors, the SIC concludes,
made Iceland susceptible to a run on its banks (?).

2.2.2. The sudden growth of the banks in comparison with the regulatory and financial infrastructure

The SIC concluded that the relevant supervisory bodies in Iceland lacked the credibility that was necessary in
the absence of a sufficiently resourced lender of last resort. The report concludes that the Icelandic Financial
Supervisory Authority (the ‘FME) and CBI lacked the expertise and experience to regulate the banks in
difficult economic times, but could have taken action to reduce the level of risk that the banks were
incurring. The FME, for example, did not grow in the same proportion as the banks and the regulator’s
practices did not keep up with the rapid developments in the banks’ operations. The report is also critical of
the government, concluding that the authorities should have taken action to reduce the potential impact of
the banks on the economy by reducing their size or requiring one or more banks to move their head-
quarters abroad ().

2.2.3. Imbalance and overexpansion of the Icelandic economy as a whole

The SIC report makes reference to events concerning the wider economy that also impacted upon the
banks’ rapid growth and contributed to the imbalance in size and influence between the financial services
sector and the remainder of the economy. The report concluded that government policies (in particular
fiscal policy) most likely contributed to the overexpansion and imbalance and that the CBI's monetary policy
was not sufficiently restrictive. The report also refers to relaxing the Icelandic Housing Financing Fund’s
lending rules as ‘one of the biggest mistakes in monetary and fiscal management made in the period leading
up to the banks’ collapse’ (*). The report is also critical of the ease with which the banks were able to
borrow from the CBI, with the stock of CBI short-term collateral loans increasing from ISK 30 billion in the
autumn of 2005 to ISK 500 billion by the beginning of October 2008.

2.2.4. The Icelandic kréna, external imbalances and CDS spreads

The report notes that in 2006, the value of the Icelandic kréna was unsustainably high, the Icelandic current
account deficit was over 16 % of GDP, and liabilities in foreign currencies less assets neared total annual

(") Chapter 21.2.1.4 of the Report.

(%) These issues are discussed in more detail in the following paper by Willem H. Buiter and Anne Sibert: http:/fwww.
cepr.org/pubs/Policylnsights/Policylnsight26.pdf

() It was in fact the then coalition government’s stated policy to encourage more growth and to incentivise the banks to
remain headquartered in Iceland.

(*) Chapter 2, page 5 of the report.


http://www.cepr.org/pubs/PolicyInsights/PolicyInsight26.pdf
http://www.cepr.org/pubs/PolicyInsights/PolicyInsight26.pdf
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GDP. The prerequisites for a financial crisis were in place. By the end of 2007, the value of the kréna was
depreciating and credit default swap spreads on Iceland and the banks rose exponentially.

3. Description of the measures
3.1. Background

Prior to the financial crisis of 2008, Kaupthing Bank was the largest bank in Iceland. At the end of 2007 its
balance sheet amounted to ISK 5,347 billion (EUR 58,3 billion) and it reported net earnings of ISK 71
billion (EUR 799 million) in that year (*). Kaupthing was primarily a northern European bank operating in
13 countries, including all of the Nordic countries, Luxembourg, Belgium, Switzerland, the United Kingdom,
the United States, the United Arab Emirates (Dubai) and Qatar. Kaupthing offered integrated financial
services to companies, institutional investors and individuals. These services were divided into five
business segments: Banking (both Corporate Banking and Retail Banking), Capital Markets, Treasury,
Investment Banking as well as Asset Management & Private Banking. In addition, the bank operated
a retail branch network in Iceland, where it was headquartered, and to a lesser extent in Norway and
Sweden. Kaupthing had banking licences through subsidiaries in Denmark, Sweden, Luxembourg and the
UK and branches in Finland, Norway and the Isle of Man. Kaupthing’s principal subsidiaries were Kaupthing
Singer & Friedlander (UK) and FIH Erhvervsbank (Denmark), but the bank operated 16 other subsidiaries
and branches in various countries in Europe, North America, Asia and the Middle East. At the end of 2007,
the bank employed 3 334 people. Shares in the bank were listed on the OMX Nordic Exchange in Reykjavik
and in Stockholm.

3.2. The collapse of Kaupthing Bank

In September 2008, a number of major global financial institutions began to experience severe difficulties.
In the midst of the turbulence in global financial markets, Iceland’s three biggest commercial banks, which
had experienced extraordinary growth over the preceding years, encountered difficulties in refinancing their
short-term debt and a run on their deposits. Lehman Brothers filed for bankruptcy protection on 15
September, and on the same day it was announced that the Bank of America was to take over Merrill
Lynch. Elsewhere, one of the United Kingdom’s biggest banks, HBOS, had to be taken over by Lloyds TSB.
The problems in the Icelandic financial sector unfolded more clearly on 29 September 2008, when the
Icelandic Government announced that it had reached an agreement with Glitnir Bank whereby it would
inject EUR 600 million of equity into the bank in return for 75 % of its shareholdings. However, the
Government's planned take-over of Glitnir Bank failed to reassure markets and was subsequently abandoned.
The share prices of the three commercial banks plummeted and credit ratings were downgraded. With-
drawals of deposits from non-domestic branches of Landsbanki and Kaupthing increased dramatically and
domestic branches also experienced massive withdrawals of cash. On the first weekend in October it became
clear that another one of the three large banks, Landsbanki, was in severe difficulty. Glitnir Bank and
Landsbanki were taken over by the FME on 7 October 2008. For a while it was hoped that Kaupthing Bank
could escape the same fate and on 6 October 2008, the CBI granted Kaupthing a loan to the amount of
EUR 500 million against collateral in Kaupthing’s Danish subsidiary, FIH Erhvervsbanken. However, the loan
agreements and debt securities of Kaupthing Bank generally contained a clause stating that in the event of
one of the bank’s large subsidiaries defaulting, this would constitute a default by Kaupthing Bank which
could lead to the bank’s loans becoming due. On 8 October 2008, the UK authorities placed Kaupthing’s
subsidiary in Britain, Kaupthing Singer & Friedlander (KSF), under cessation of payments. The following day,
the FME took control of the bank using powers conferred upon it by the Emergency Act.

3.3. National legal basis for the aid measures

— Act No 125/2008 on the Authority for Treasury Disbursements due to Unusual Financial Market
Circumstances etc., commonly referred to as the Emergency Act

The Emergency Act gave the FME authority to intervene ‘in extreme circumstances’ and assume powers
of financial institutions’ shareholders meetings and board meetings, and decide on the disposal of their
assets and liabilities. The FME was also granted power to appoint resolution committees to financial
undertakings that it had taken over, which held the powers of shareholders’ meetings. In winding-up the
institutions, the Act gives priority status to claims by deposit holders and deposit guarantee schemes.
The Act also authorised the Icelandic Ministry of Finance to establish new banks. The Emergency Act
includes amendments of the Act on Financial Undertakings, No 161/2002, the Act on Official Super-
vision of Financial Activities, No 87/1998, the Act on Deposit Guarantees and Investor-Compensation
Scheme, No 98/1999, and the Act on Housing Affairs, No 44/1998.

—

Kaupthing Bank Annual Report 2007. The bank's recent annual reports are available at: http://www.kaupthing.com/
Investors/Financial-Reports-and-Data/Annual-Reports


http://www.kaupthing.com/Investors/Financial-Reports-and-Data/Annual-Reports
http://www.kaupthing.com/Investors/Financial-Reports-and-Data/Annual-Reports
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— Supplementary State Budget Act for 2008 (Article 4)
— State Budget Act for 2009 (Article 6)

3.4. The intervention of the Icelandic State

The Icelandic authorities’ intervention can be categorised into three phases as follows: firstly, restoration of
basic banking in October 2008 through the formation of New Kaupthing; secondly, contributions made to
properly capitalise the new bank for the first time in the autumn of 2009 (before the majority of the bank
was acquired by the creditors of the old bank); and thirdly, the restructuring of the bank, which began when
the bank was restored and is ongoing.

3.4.1. Phase 1: Restoration of certain operations of Kaupthing Bank and the establishment of New Kaupthing Bank

On 9 October 2008, the FME took control of Kaupthing Bank in order to ensure the continuation of
domestic retail banking operations. This was done through the appointment of a Resolution Committee for
Kaupthing, which assumed the powers of shareholders’ meetings and the board of directors; and
subsequently the establishment by the Icelandic Government of New Kaupthing Bank, wholly owned by
the State.

On 21 October 2008, the FME transferred the liability for all deposits held in Kaupthing, except for those
held in foreign branches, to the new bank. The total amount of liability for domestic deposits transferred
was ISK 417,391 million. Certain assets were also transferred to the new bank based on a principle that
assets connected to the old bank’s domestic operations were to be credited to the new bank with the
remainder staying with the old bank. This was, however, subject to certain exceptions (!). The FME also
published an internal FME memorandum setting out ‘guiding principles’ for what was to be transferred not
only to New Kaupthing but also to two other new successor banks that were formed following the collapse
of Glitnir and Landsbanki (2).

In return for the assets transferred to the new bank, the old bank was to be compensated to the sum of the
difference between the value of the assets transferred and the amount of the liabilities (deposits) transferred
(if a positive value). In accordance with Article 5 of the Emergency Act and the subsequent decisions of the
FME on the disposal of assets and liabilities of the old banks, the FME commissioned a valuation of the net
assets transferred from the old banks to the respective new banks. Deloitte LLP was appointed by the FME
on 24 December 2008 to prepare the net asset valuations of each of the new banks. The process of
valuation was however to prove complex and lengthy.

Initial capital

The State provided ISK 775 million () (EUR 5 million) in cash as initial capital to the new bank and in
addition issued a commitment to contribute up to ISK 75 billion in total as Tier I risk capital to the new
bank in return for its entire equity. This figure was calculated as 10 % of an initial assessment of the likely
size of the bank’s total risk weighted assets. Appropriation to this amount was formally included in the state
budget for the year 2009 as an allocation of government funds to address the extraordinary circumstances
in financial markets. This allocation of capital was intended to provide an adequate guarantee for the
operability of the bank until issues relating to its definite re-capitalisation could be resolved, including
the size of its opening balances and a valuation of compensation payable to the old bank for assets
transferred.

Deposit guarantee

The initial rescue measures of the Icelandic Government also involved State backing of deposits in domestic
commercial and savings banks. An announcement from the Prime Minister’s Office of 6 October 2008 on
Deposit Guarantee stated that the ‘Government of Iceland underlines that deposits in domestic commercial
and savings banks and their branches in Iceland will be fully covered’ (#). This announcement has since been

(") The decision of the FME of 21 October 2008 on the disposal of assets and liabilities of Kaupthing Bank can be found

at http://www.fme.is/lisalib/getfile.aspx?itemid=5725 The decision was subsequently amended on several occasions.
The amendments are available on FME's website: http:/[www.fme.is

(%) The document is available at: http:/[www.fme.is[lisalib/getfile.aspx?itemid=6021

(®) Monetary figures are referred to in this section first in the currency in which the capital was provided, followed by
a reference in brackets to the corresponding amount in ISK or EUR (as appropriate) where it has been provided by the
Icelandic authorities.

() The English translation of the announcement is available at: http://eng.forsaetisraduneyti.is/news-and-articles/nr/3033


http://www.fme.is/lisalib/getfile.aspx?itemid=5725
http://www.fme.is/lisalib/getfile.aspx?itemid=6021
http://www.fme.is/lisalib/getfile.aspx?itemid=6021
http://eng.forsaetisraduneyti.is/news-and-articles/nr/3033

C 41/14

Utednf véstnik Evropské unie

10.2.2011

repeated by the Office of the current Prime Minister in February and December 2009 (!). Moreover,
reference was made to it in a letter of intent sent by the Icelandic Government to the International
Monetary Fund (and published on the website of the Ministry of Economic Affairs and of the IMF) on
7 April 2010 (and repeated in a further letter of intent dated 13 September 2010). The letter (which was
signed by the Icelandic Prime Minister, Minister for Finance, Minister for Economic Affairs and Governor of
the CBI) states that ‘At the present time, we remain committed to protect depositors in full, but when
financial stability is secured we will plan for the gradual lifting of this blanket guarantee.’ (?). Furthermore, in
the section of the bill for the Budget Act 2011 concerning State guarantees, reference is made in a footnote
to the Icelandic Government’s declaration that deposits in Icelandic banks enjoy a State guarantee (3).

3.4.2. Phase 2: Rescue/Restructuring of Arion Bank (New Kaupthing) through recapitalisation

On 20 July 2009, the Icelandic Government announced that it had reached heads of agreement with the
Resolution Committee of Kaupthing in respect of the initial capitalisation of Kaupthing Bank (renamed
Arion Bank as from 21 November 2009) and the basis for the compensation payable between the two
parties for the transfer of net assets (if any) into the new bank following its creation in October 2008. The
Government conditionally agreed with the Resolution Committee of Kaupthing that the creditors should,
through the Committee, be granted the option of acquiring majority shareholding in Arion Bank in order to
facilitate the bank’s independent development. This would in effect involve the old bank providing the
majority of the capital in Arion Bank, as a part of the compensation agreement. In the event that (old)
Kaupthing Bank would not complete the subscription for shares in Arion Bank, the Government would
retain full ownership.

On 14 August 2009, the Government announced that it had committed to capitalise Arion Bank with
ISK 72 billion of Tier I capital in the form of government bonds, giving the bank a Core Tier I ratio of
approximately 12 % (*). The Government capitalisation of Arion Bank was executed on 9 October 2009,
involving an injection of ISK 71,225 million into the bank, back-dated to 22 October 2008, in addition to
the initial ISK 775 million in cash which the bank had received when it was founded on 22 October 2008.
Total Government share capital was therefore ISK 72 billion. In addition, the Government paid to Arion
Bank ISK 9,2 billion in accrued interest on the bonds.

On 4 September 2009, the Government announced that definitive agreements with the Resolution
Committee of Kaupthing regarding the capitalisation of Arion Bank and the basis for compensation had
been signed. The agreement principally contained (alternative) provisions for:

1. Capitalisation under old bank (creditor) ownership (Joint Capitalisation
Agreement)

Under this agreement the creditors of (old) Kaupthing had an opportunity to acquire (through the
Resolution Committee) control of Arion Bank by subscribing to new share capital. Kaupthing was to
pay for the new share capital from the old bank’s own assets, as the value of the liabilities transferred
to New Kaupthing (Arion Bank) exceeded the value of the assets transferred. The Government would hold
minority ordinary share capital, amounting to 13 % of Arion Bank. In order to comply with the supervisory
sign-off requirement of the FME for an additional 4 % of Tier II capital, the Government would also
contribute to the capital of Arion Bank in the form of a subordinated loan amounting to ISK 24 billion (%).

(") http:/Jwww.efnahagsraduneyti.is/frettir/frettatilkynningar/nr/2842
http:/[www.efnahagsraduneyti.is/frettir/frettatilkynningar/nr/3001 The Minister for Economic Affairs has also referred
to it recently in an interview with Vidskiptabladid on 2 December 2010, p. 8: ‘(The declaration) will be withdrawn in
due course. We do not intend to maintain unlimited guarantee of deposits indefinitely. The question when it will be
withdrawn depends, however, on when an alternative and effective deposit system will come into force and a financial
system which will have fully resolved its issues’ (the Authority’s translation).

(%) The relevant paragraph can be found at Section 16 (p. 6) of the letter: http://www.efnahagsraduneyti.is/media/Acrobat/
Letter_of_Intent_2nd_review_-_o.pdf

() http:/[hamar.stjr.is/Fjarlagavefur-Hluti-I[/GreinargerdirogRaedur/Fjarlagafrumvarp/2011/Seinni_hluti/Kafli_8.htm

(*) Also in August 2009, the FME imposed a minimum requirement of a 12 % Core Tier I capital ratio and a 16 % CAD
ratio as a discretionary minimum capitalisation for Arion (the same as for Islandsbanki and NBI), to be maintained for
at least three years. The definition of Core Tier I capital includes only equity, i.e. share capital and retained earnings,
but does not include subordinated loans or other types of hybrid capital instruments.

(°) This was later revised upwards to ISK 29,5 billion during negotiations, cf. explanation of Tier II capital contribution
below.


http://www.efnahagsraduneyti.is/frettir/frettatilkynningar/nr/2842
http://www.efnahagsraduneyti.is/media/Acrobat/Letter_of_Intent_2nd_review_-_o.pdf
http://www.efnahagsraduneyti.is/media/Acrobat/Letter_of_Intent_2nd_review_-_o.pdf
http://www.efnahagsraduneyti.is/media/Acrobat/Letter_of_Intent_2nd_review_-_o.pdf
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2. Capitalisation under Government ownership (Alternative Capitalisation
Agreement)

In the event that Kaupthing’s Resolution Committee decided not to acquire control of Arion Bank, the
Government would continue to fully own the bank. The compensation would actually come from
Kaupthing (the old bank) to Arion Bank (the new bank), as the value of the liabilities transferred to
Arion Bank exceeded the value of the assets transferred. The amount of that compensation was calculated
at ISK 38 billion, but was to be re-evaluated on a regular basis, based upon future performance of a certain
loan portfolio. Kaupthing would also be granted an option to acquire the Government's shareholding
exercisable between 2011 and 2015 at a price which provided the Government with an appropriate
level of return on its investment.

Tier I capital contribution

On 1 December 2009, an agreement was reached between the Government and Arion Bank, on the one
hand, and Kaupthing's Resolution Committee on behalf of Kaupthing’s creditors, on the other, on
settlements concerning assets and liabilities (deposits) transferred from Kaupthing to the new bank estab-
lished in October 2008. On the same day, the Resolution Committee of Kaupthing decided (') to exercise
the option provided for in the Joint Capitalisation Agreement to take over 87 % of the share capital in
Arion Bank. The Government would retain the remaining 13 % of Tier I capital.

Kaupthing paid for its acquisition of the majority shareholding in Arion Bank by transferring assets from its
estate valued at ISK 66 billion to Arion Bank. For this purpose Kaupthing used a combination of cash,
Icelandic related corporate loans and a portfolio of mortgages and loans to Icelandic Government related
entities. The Government capitalisation from 9 October 2009 was subsequently reversed and Arion Bank
returned ISK 32,6 billion in government bonds to the Government and issued a subordinated bond in
favour of the Government to the sum of ISK 29,5 billion.

Complexities arose in respect of the 12 % Tier I and 4 % additional Tier II capital adequacy requirement as
the transfer of non-risk free assets to Arion Bank implied an increase in the bank’s risk-weighted asset base.
Since Arion Bank was re-capitalised by a transaction that involved a significant increase in risk-weighted
assets, more capital was needed under the Joint Capitalisation Agreement than under the Government
capitalisation, which was financed exclusively by government bonds. A greater portion of the funds
returned to the Government had to take the form of a Tier II obligation than would otherwise have
been the case. For the same reason, Kaupthing paid ISK 66 billion for 87 % of the shares instead of the
ISK 62,6 billion that was originally envisaged (i.e. 87 % of ISK 72 billion). The Government paid ISK 12,208
billion for its 13 % share in Arion. To invest in Tier I capital on the same terms as Kaupthing Bank the
Government would have paid approximately ISK 2,3 billion less for its 13 % share than was actually the
case.

Tier II capital contribution

The State also provided the new bank with a subordinated loan in order to strengthen its equity and
liquidity position, and therefore comply with the capital requirements of the FME. The Tier II instrument
provided by the Government is, according to the Icelandic authorities, based on a need to ensure a strong
capital structure and is in accordance with the requirements of the FME.

The subordinated loan, denominated in foreign currency, corresponds to an amount of ISK 29,5 billion in
the form of a capital instrument providing for Arion Bank to issue unsecured subordinated notes. The term
of the notes is ten years as of 30 December 2009. The instrument has built-in incentives for exit in the
form of a step-up of interest in five years. The interest rate per annum for the first five years is 400 basis
points above EURIBOR, but in the period from five to ten years the interest rate per annum is 500 basis
points above EURIBOR.

Special liquidity facility

The government financing of Arion Bank was carried out by means of an infusion of ISK 72 billion in repo-
able government bonds in return for the bank’s entire equity. Kaupthing Bank’s decision to exercise its

(") Subject to the approval of the FME and the Icelandic Competition Authority. Kaupthing’s Resolution Committee
currently controls the bank’s holding on behalf of its creditors through a special holding company, Kaupskil. On
23 December 2009, the Icelandic Competition Authority cleared Kaupthing’s acquisition of 87 % of shares in Arion
Bank subject to certain conditions. Following the conclusion of an agreement on the ownership of Arion Bank
between Kaupthing Bank and the Ministry of Finance, the FME on 11 January 2010 granted Kaupskil permission
to own a qualifying holding in Arion Bank on behalf of Kaupthing Bank.
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option to acquire 87 % of shares in the bank, however, meant that the majority of these bonds were
returned to the government. Kaupthing Bank transferred assets from its estate to Arion Bank in return for
the equity, significantly reducing the bank’s holding of repo-able assets and threatening its capability to
comply with supervisory requirements regarding liquidity reserves (*). In view of this and in the context of
Kaupthing exercising the option referred to above, the Government agreed to provide an additional liquidity
facility for Arion Bank. The liquidity facility was formulated as an extension to a SPRON swap arrangement
which is described in Section 3.5 below.

3.4.3. Phase 3: Restructuring and long-term viability of Arion Bank

According to the Icelandic authorities, the restructuring process, which began by necessity through the
collapse of Kaupthing and the transfer of its domestic assets and liabilities for domestic deposits to Arion
Bank, remains incomplete. In view of the scale of the systemic collapse in comparison to the resources at
the Icelandic government’s disposal, and the lack of information available at the time of taking control of
the banks, it was not considered prudent to attempt to fully restructure the financial system at that stage.
Instead it was decided that a two-staged approach should be adopted. As a first stage, the enforced split
would simultaneously achieve the aims of maintaining domestic banking services and significantly scaling
down the unsustainably large financial system. The domestic operations transferred were however likely to
represent an upper limit for the appropriate size of the Icelandic financial system and further restructuring
was likely. In order to continue the process three further steps were required. The first was to settle the
claims of international stakeholders (through the Resolution Committees of the old banks), the second was
the re-capitalisation of the banks, and the third was to clearly establish their future ownership structure. The
Icelandic authorities state that the three conditions were fulfilled in the first quarter of 2010 when new
owners took control of the new banks and elected the first Boards of Directors with a mandate to develop
a long-term business strategy on behalf of the future owners (?).

A likely consequence of the fact that the rescue approach adopted in Iceland was not predominantly based
on a ‘good bank/bad bank split’ is that extensive loan portfolio restructuring may have to be carried out by
the new banks themselves. Despite numerous issues that have caused delays, the new banks have all taken
important measures to avert impending losses by transferring impaired assets to specialised subsidiaries or
selling them to new owners. They have also developed various programmes intended to resolve debt related
issues in the retail and SME portfolios. Achievements have, however, been limited. Based on the ICAAP
process (%) currently ongoing in all three new banks, the FME expects to be able to systematically enforce
and document a definitive return to long-term sustainability by all three banks and conclude the restruc-
turing of the Icelandic financial system.

A restructuring plan will therefore need to be submitted to the Authority in order for it to conclude its
assessment of the State aid granted to Arion Bank, and its assessment of the new bank’s viability, as soon as
possible.

3.5. The SPRON swap agreement and special liquidity facility

On 21 March 2009, using it powers under the Emergency Act, the FME took control of Reykjavik Savings
Bank (SPRON) and transferred most of its deposits to Arion Bank. A limited liability company to be owned
by SPRON was established to take over SPRON’s assets and also all collateral rights, including all mortgages,
guarantees and other similar rights connected to SPRON’s claims. The subsidiary, named Drémi hf, took
over SPRON’s obligations to Arion Bank for the deposits transferred and issued a bond to Arion Bank on
22 June 2009 for the amount of ISK 96,7 billion. All assets of SPRON were committed as collateral for the
bond, including its shares in Dromi. The parties were unable to reach an agreement on the interest to be
paid on the bond and referred the matter to the FME. The FME decided on 5 June 2009 that under the
circumstances a rate of REIBOR (¥) + 1,75 % was an appropriate rate. The FME analysed the deposit rates,
the risk of outflow (and other funding cost), cost of handling and other relevant issues in determining the
applicable interest rate. The FME will revise its decision bi-annually and is currently in the process of doing
so for the first time.

(") The FME second sign-off condition stated that 5 % of on-demand deposits should be in cash or cash-like assets and
the bank should be able to withstand a 20 % instantaneous outflow of deposits. The deposits exceeded ISK 417
billion.

(3 In the case of Arion Bank this occurred on 25 January 2010.

() Internal Capital Adequacy Assessment Process, cf. Pillar II of the Basel II recommendation of bank supervisors and
central bankers stating that it shall be in the hands of the financial regulator to monitor and assess the ICAAP of
regulated banks.

() REIBOR denotes Reykjavik Interbank Offered Rate, representing the interbank market rate for short-term loans at
Icelandic commercial and savings banks. The approach is similar to how many countries use LIBOR as the base rate
for variable rate loans, but Icelandic banks use REIBOR (plus a premium) as the basis for supplying variable interest
rate loans in the Icelandic currency, the kréna.
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In heads of terms signed on 17 July 2009 the Government agreed to hold Arion Bank harmless with respect
to the value of SPRON bond (). The parties further agreed to work towards the SPRON bond being made
eligible as collateral for funding from the CBL In a letter to Arion Bank on 3 September 2009, the
government extended the terms of the SPRON swap arrangement to cover not only potential outflow of
the SPRON deposits (indemnifying the bank for taking over of the deposits) but also the liquidity required
in order to comply with the FME's conditions. In the letter, the Government pledged to provide up to
ISK 75 billion in government bonds if Kaupthing Bank decided to exercise its option to become the
majority owner of Arion Bank. The amended facility envisages that other assets than the SPRON bond
can serve as collateral on less favourable terms.

On 21 September 2010, the Ministry of Finance and Arion Bank formalised the government’s undertaking
in the letter of 3 September by concluding an agreement on the loan of government bonds to be used as
collateral. The Ministry of Finance agreed to lend to Arion Bank government bonds eligible for obtaining
liquidity facilities through repo transactions with the CBI, in accordance with the CBI's existing rules. The
market value of the government bonds is a maximum of ISK 75 billion. The facility terminates on
31 December 2014, which coincides with the maturity of the SPRON bond.

The amount of each drawdown on the facility shall be a minimum of ISK 1 billion. The government bonds
shall only be used to secure loans against collateral from the CBI for the purpose of acquiring liquidity for
Arion Bank. Arion Bank is not permitted to sell the bonds or use them for any other purpose than that
stated in the agreement. If Arion Bank uses the SPRON bond as counter-collateral to secure its loan of
government bonds, Arion pays no fee for draw-down up to ISK 25 billion, but for the remainder of the
facility, it shall pay a consideration of 1,75 % for permission to pledge the government bonds. However,
Arion pays no consideration if it can clearly demonstrate that more than ISK 25 billion of the loan relates
to withdrawals of SPRON deposits. If Arion uses assets other than the SPRON bond as counter-collateral to
secure its loan, the consideration rises to 3 % of the loan amount which was granted in relation to that
collateral only. In such cases, Arion shall furthermore pay a special fee amounting to 0,5 % of the loan
amount on each occasion government bonds are utilised.

3.6. A comparison of the old and new banks: Arion Bank and Kaupthing Bank

The Authority will undertake a full assessment of the business plan of the new bank, including an analysis
of the differences between the old and new banks and the potential for the same or similar problems to re-
occur, following the submission by the Icelandic authorities of a detailed restructuring plan for the bank.
The Icelandic authorities have, however, submitted an overview of the fundamental changes that have
already taken place which the Authority considers to be relevant for the purposes of its current assessment.

There is a vast difference in the scope of Arion Bank’s operations compared to those of Kaupthing Bank. As
previously outlined, Kaupthing was an international bank with operations in various countries. Arion Bank
was established by the transfer of mainly the domestic assets and operations of Kaupthing Bank, while other
assets and operations of Kaupthing remain under the control of the Resolution Committee and the
Winding-up Committee of Kaupthing.

Table 1

Comparison of the balance sheets of Arion Bank and Kaupthing Bank

Arion Bank Kaupthing Bank AB as a %
31 December 2009 30 June 2008 of KB
Assets
Cash and balances with Central Bank 41 906 154 318 27,2 %
Loans and receivables to credit institutions 38 470 529 620 7,3%
Loans and receivables to customers 357 734 4169 181 8,6 %
Bonds and debt instruments 173 482 676 316 25,7 %

(!) This was later confirmed in a letter sent by the Ministry of Finance to Arion Bank dated 20 August 2009.
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Arion Bank Kaupthing Bank AB as a %
31 December 2009 30 June 2008 of KB

Shares and equity instruments with variable income 7078 172 286 41 %
Derivatives 6 328 217 0,0 %
Derivatives used for hedging 27 742 0,0 %
Securities used for hedging 2236 81 207 2,8%
Compensation instrument 34 371 — nm.
Intangible assets — 85757 0,0 %
Investment property 22 947 37013 62,0 %
Investment in associates 5985 107 574 5,6 %
Property and equipment 10 700 39 240 27,3 %
Tangible assets 3512 — nm.
Tax assets 1415 12027 11,8 %
Non-current assets and disposal groups held for sale 41527 — nm.
Other assets 15975 183 217 8,7 %
Total assets 757 344 6 603 715 11,5 %

Liabilities
Due to credit institutions and Central Bank 113 647 670930 16,9 %
Deposits 495 465 1848 155 26,8 %
Borrowings 11 042 2 883 261 0,4 %
Financial liabilities at fair value 88 230 663 0,0%
Subordinated loans — 328 153 0,0%
Tax liabilities 2 841 18 099 157 %
Non-current liabilities and disposal groups held for sale 19 230 — nm.
Other liabilities 24997 186 758 13,4 %
Total liabilities 667 310 6166 019 10,8 %

Equity

Share capital 12 646 7187 176,0 %
Share premium 59 354 148 362 40,0 %
Other reserves 1729 61196 2,8%
Retained earnings 16 150 207 461 7,8 %
Total shareholder’s equity 89 879 424 206 21,2 %
Non-controlling interest 155 13 490 1,1%
Total equity 90 034 437 696 20,6 %
Total liabilities and equity 757 344 6603 715 11,5 %
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A comparison of the old and new banks’ balance sheets presented in Table 1 reveals a substantial difference
in the size of the two operations as the total assets of Arion Bank at the end of 2009 were only 11,5 % of
those of Kaupthing Bank at mid-year 2008. The loan portfolio is the largest single asset category. The book
value of Kaupthing Bank’s loan portfolio at the end of June 2008 was ISK 4,169 billion, whereas the book
value of Arion Bank’s loan portfolio at the end of 2009 was ISK 358 billion, 8,6 % of that of Kaupthing.
The difference is due to the broad geographical scope of Kaupthing Bank compared to Arion Bank’s
Icelandic operations as well as impairments of the loan portfolio transferred to Arion Bank due to the
economic turbulence in Iceland (!). There is also a significant change in securities holdings of Arion Bank
compared to Kaupthing Bank. Shares and derivatives are reduced by 96-100 % and bonds held by Arion
Bank amount to 25,7 % of Kaupthing Bank’s holdings. Furthermore, as can be seen in the income statement
analysis in Table 2, activities related to equities, bonds and derivatives have dropped significantly which can
be explained by inactive capital markets in Iceland following the introduction of capital controls in the
autumn of 2008 and weak equity markets.

Table 2

Comparison of the income statements of Arion Bank and Kaupthing Bank

ok | Sk |y
31 December 2009 | 31 December 2007 of KB

Interest income 66 905 304 331 22,0 %
Interest expense (54 759) (224 218) 24,4 %
Net interest income 12 146 80113 15,2 %
Increase in value of loans and receivables 20199 — —
FX gain on loans and receivables from ISK income 1535 — —
customers
Impairment on loans and receivables (11 474) — —
Changes in compensation instrument (10 556) — —
Net interest income less valuation changes on loans and 11 850 80113 —
receivables
Fee and commission income 8291 64 865 12,8 %
Fee and commission expense (2 429) (9 844) 24,7 %
Net fee and commission income 5862 55021 10,7 %
Net financial income (expense) 1638 4282 38,3 %
Net foreign exchange gain 8715 10 151 85,9 %
Share of profit or loss of associates 369 3459 10,7 %
Other operating income 21 201 12792 165,7 %
Operating income 49 635 165 818 29,9 %
Salaries and related expenses (10 413) (46 647) 22,3 %
Administration expense (5317) (24 693) 21,5 %
Depositors’ and investors’ guarantee fund (683) — —
Depreciation and amortisation (1161) (6 550) 17,7 %
Other operating expense (16 279) (841) 19357 %

(") According to the annual report of Kaupthing Bank for the year 2007, the book value of loans to customers in Iceland
amounted to ISK 885 billion.
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Arion Bank Kaupthing Bank AB as a %
1 January- 1 January- f KB
31 December 2009 | 31 December 2007 °
Net loss on non-current assets and disposal groups clas- (375) — —
sified
Impairment on loans and other assets — (6 180) 0,0 %
Earnings before income tax 15 407 80 907 19,0 %
Income tax expense (2 536) (9 716) 26,1 %
Net earnings 12871 71191 18,1 %

The income statements of the two entities display a similar difference is size and scope. Comparing Arion
Bank in 2009 and Kaupthing Bank in 2007, net interest income of Arion Bank amounts to 15,2 % of
Kaupthing Bank and net fee and commission income of Arion was 10,7 % of that of Kaupthing. Salaries and
administration expenses for Arion Bank are just over 20 % of Kaupthing Bank’s expenses. However, other
operating income and expenses for Arion Bank are substantially higher than for Kaupthing Bank due to the
fact that following severe decline in economic activity in Iceland, Arion Bank has foreclosed on a number of
companies in various sectors. Arion Bank employed 1 057 people at the end of 2009 (including employees
of subsidiaries) compared to Kaupthing Bank’s 3 334 employees at the end of 2007. The total number of
employees at Arion was therefore 32 % of the corresponding total for Kaupthing Bank (). Comparing the
Icelandic operations of both banks, Kaupthing Bank employed 1 133 people for the Icelandic operations
(excluding employees of subsidiaries) at the end of June 2008, whereas in Arion Bank, there were 952
employees (excluding subsidiaries) at the end of 2009.

3.7. The business activities of the new bank

The operations of Arion Bank differ in important respects from the domestic operations of Kaupthing Bank,
underlining the domestic focus of the new bank and different economic conditions. Activities related to
Capital Markets have been reduced significantly and the same applies to Risk Management, Finance, Human
Resources, IT and Marketing. However, with increased activities related to the restructuring of both
companies and individuals, the number of employees in Corporate Finance has increased at Arion Bank
compared to Kaupthing Bank.

Arion Bank now operates 26 branches and outlets across Iceland. Kaupthing Bank operated 34 branches
and outlets at the end of 2007. Efforts have been made to align the bank’s operations to a new economic
reality by scaling down various functions such as IT and the branch network. As mentioned above, Arion
Bank took over the deposit obligations of Reykjavik Savings Bank (SPRON). Furthermore, the bank acquired
the regional Myrasysla Savings Bank (SPM), including all its assets and certain liabilities such as deposits. The
two acquisitions brought 22 000 new customers to Arion Bank without expanding its existing branch
network.

As a result of the economic turbulence in Iceland the debts of many companies and individuals are in need
of restructuring. These activities have therefore increased substantially compared to the operations of
Kaupthing Bank. The Corporate Finance division of Arion Bank is now focused on Iceland instead of the
wide reaching operations of Kaupthing Bank’s corporate finance and investment banking divisions. Merger
and acquisition activity in Iceland has dropped substantially and the focus has been on the financial
restructuring of companies. A special corporate recovery unit was established in 2009 and the position
of Customers’ Ombudsman was set up. Asset management companies were established for the management
of foreclosed assets. The bank introduced a range of customised solutions designed to help households and
individual borrowers to cope with their debt.

The asset management arm of Arion Bank has proven to be resilient. The number of employees in asset
management has remained the same in Arion Bank as in the Icelandic asset management operations of
Kaupthing Bank (?).

(") Changes differ between business segments and in certain areas the reduction is up to 90 %. A significant scale-down
took place in the CEO’s office, where 6 % of Kaupthing’s staff in Iceland were employed, whereas in the case of Arion
Bank the corresponding number is 1 %.

(%) Assets under management in Arion Bank amounted to ISK 581 billion at year-end 2009 compared to ISK 1,630
billion at the end of June 2008 in Kaupthing Bank.
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The financial crisis led to a collapse of the activities in capital markets, especially the currency market and
equity market. The bonds market has been more resilient as investors have focused their investments
towards bonds issued by the Icelandic Government and government agencies. Capital controls were put
in place whereby currency trading was only allowed for merchandise and services purposes but all capital
account transactions were suspended.

The transition from Kaupthing Bank to Arion Bank was seamless in the sense that customers were able to
access their savings throughout the whole process and complete their domestic transactions without
disruption. However, the transfer of ownership of the assets from Kaupthing Bank to Arion Bank and
the restructuring of assets in a new institution has posed numerous challenges, including the valuation of
assets, putting in place a process to deal with the restructuring of the loan book and streamlining other
operating activities to reflect the fact that it is now a domestic as opposed to international bank.

4. Position of the Icelandic authorities
4.1. State aid nature of the measures and compatibility with the EEA Agreement

In their notification the Icelandic authorities now accept that measures undertaken in order to establish
Arion Bank constitute State aid. They contend however that the measures are compatible with the func-
tioning of the EEA Agreement under Article 61(3)(b), on the basis that they were necessary in order to
remedy a serious disturbance in the Icelandic economy.

The Icelandic authorities stress that the situation in Iceland in October 2008 was extreme and required
immediate action in order to restore financial stability and confidence in the Icelandic economy. The
Icelandic authorities’ intentions at this stage of the process were straightforward and basic, ensuring that
Icelanders had access to their deposit accounts and that some form of financial system survived. The
implications not only for the Icelandic economy but also for Icelandic society were grave.

The measures regarding Arion Bank/Kaupthing Bank were considered necessary because if the bank had not
been restored, the systemic collapse that Iceland was already suffering would have intensified. The Authority
has also been provided with a letter from the Central Bank of Iceland affirming the necessity of the
measures taken. The fact that Arion Bank, and other Icelandic and European banks, suffered from lack
of liquidity as well as lack of market and investors’ confidence meant it was not possible to fund the bank
through the financial markets. The intervention of the Icelandic State was necessary to strengthen the bank’s
equity and liquidity position in order to maintain its viability. The fact that the creditors of Kaupthing opted
to acquire 87 % of Arion Bank also greatly decreased the need for a State contribution to the bank.

The part of the capitalisation of Arion Bank borne by the Icelandic State as an owner of 13 % of the bank’s
shares will be remunerated through the eventual sale of the State’s share. According to the Icelandic
authorities, it is not possible at this stage to assess whether the State will receive an adequate return on
its Tier I investment in Arion Bank, stating that ‘... the scale of the issues at stake and the potential
implications with respect to financial stability and the success of the whole intervention, is such that
a discrepancy of approximately ISK 2,3 billion was considered an acceptable upfront cost to the government
to achieve the benefits associated with this conclusion of the rescue and restoration process’. Nevertheless
the Icelandic authorities argue that as far as applicable, the measures are also in line with the principles set
out in the Authority’s Recapitalisation Guidelines. The Icelandic authorities argue that the risk profile of the
new banks is relatively low and that in consequence the pricing of capital provided should be at the lower
end.

According to the Icelandic authorities the Government contribution of Tier II capital to Arion Bank was
necessary and essential to restore viability, and an important factor in restoring confidence in the financial
market with the aim of reconstructing a bank that would be viable in the long term without State aid. The
overall contribution is limited in size to what is absolutely necessary to ensure that Arion Bank meets
minimum capital requirements, as defined by the FME. In order to minimise the effect on competition, the
same Tier II funding was made available to all of the three main banks, which were in a comparable
situation. According to the Icelandic authorities it is currently very difficult to benchmark the interest
against the market rates. Using market standards from the past it was customary for Tier II instruments
to bear interest a little higher than general unsecured bonds (25-50 basis points). The bond negotiated
between Arion Bank and the Kaupthing Resolution Committee on the other hand had a LIBOR plus 300
basis points coupon. By that comparison, the interest negotiated by the Icelandic authorities on the Tier II
bond was well above ‘market’ standard. The Icelandic authorities furthermore argue that built-in incentives
for exit are in place, in the form of step-up of interest in five years’ time. On this basis the Icelandic
authorities consider that the interest coupon is acceptable and that the remuneration is compatible with the
EEA Agreement.
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The Icelandic authorities also stress that the parties that were shareholders of (old) Kaupthing before the
financial crisis have lost their shares in the bank and have received no compensation from the State. In the
case of Kaupthing, the agreement acknowledges that in the definitive split more liabilities than assets were
transferred to Arion and the net effect of the transfer is to create an obligation of Kaupthing in favour of
Arion. The losses stemming from the fall of the old banks have not therefore been mitigated by the
Icelandic Government and the costs associated with the re-establishment of the bank must be seen as
being borne by the investors in Kaupthing, as the losses stemming from the fall of Kaupthing were largely
absorbed by these investors. The measures are therefore consistent with the principle that the bank should
use its own resources to finance rescue and restructuring to the extent possible.

As regards competition in the banking market reference is made to decision of the Icelandic Competition
Authority No 49/2009 on Kaupthing’s take-over of majority shareholding in Arion Bank, where it is
indicated that the establishment of the three new banks has not changed the situation as regards
competition in the retail banking market in Iceland.

4.2. Possible alternatives

The Icelandic authorities are of the view that there were no other realistic alternatives to the actions taken in
October 2008. The purpose of the measures undertaken with regard to all three banks was to eliminate the
threat to the stability of the Icelandic economy that complete failure of the domestic banking system would
have entailed. To do so, the measures had to remedy the identified causes of the banks’ problems — mainly
their size relative to the size of the Icelandic economy and their reliance on foreign credit facilities. The
instruments chosen by the Icelandic Government represent the only credible measures available, given the
status of the Icelandic economy, and were therefore both necessary and appropriate means to address these
problems. The scope of the measures as regards Kaupthing/Arion Bank is, in the opinion of the Icelandic
authorities, limited to the minimum necessary, bearing in mind the serious economic situation of Iceland
and the need to rebuild the financial system in the country.

The total revenue in the Icelandic State budget for 2008 was ISK 460 billion and total GDP in 2007 was
ISK 1,308 billion (*). The liabilities through deposits alone in the three large Icelandic banks were at the time
of their collapse ISK 2,761 billion, of which 1,566 billion was held in foreign currencies in the foreign
branches of the banks. The foreign currency reserves of Iceland consisted of ISK 410 billion in October
2008, which amounted to around 25 % of the value of deposits in the non-domestic branches.

The Authority also notes in this context the conclusions of the SIC Report, which refers in Section 4.5.6.2
of Chapter 4 (%) to attempts made during the course of 2008, given the concerns about the overblown size
of the Icelandic banking sector and limitations of the CBI as a lender of last resort, to strengthen the CBI's
currency reserves. Requests were made to other Nordic central banks, the European Central Bank, the Bank
of England and the Federal Reserve Bank of New York for currency swap agreements, but despite extensive
efforts the CBI managed only to secure agreements with Nordic central banks (Sweden, Denmark and
Norway). The Bank of England considered the CBI's request carefully, but eventually declined to participate.
A letter from the Bank of England governor, Mervyn King, to his Icelandic counterpart, Davio Oddson,
illustrates the views of the United Kingdom's central bank (letter of 23 April 2008):

‘It is clear that the balance sheet of your three banks combined has risen to the level where it would be
extremely difficult for you effectively to act as a lender of last resort. International financial markets are
becoming more aware of this position and increasingly concerned about it. In my judgement, the only
solution to this problem is a programme to be implemented speedily to reduce significantly the size of
the Icelandic banking system. It is extremely unusual for such a small country to have such a large
banking system. ... I know you will be disappointed. But among friends it is sometimes necessary to
be clear about what we think. We have given much consideration to your proposal. In my judgement,
only a serious attempt to reduce the size of the banking system would constitute a solution to the
current problem. I would like to think that the international central banking community could find
a way to offer effective help to enable you more easily to construct a programme to reduce the size of
the banking system. I shall be willing to do all in our power to help you achieve that.’ (%)

(") See: http:/[www.statice.is|?Page]D=1267&src=[temp_en/Dialog/varval.asp?ma=THJ01102%26ti=Gross+domestic+
product+and+Gross+national+income+1980%2D2009%26path=|Database/thjodhagsreikningar/landsframleidsla/%
26lang=1%26units=Million ISK

(%) See: http://rna.althingi.is/pdf/RNABindil.pdf (see pp. 167-181).

(}) Chapter 4.5.6.2, p. 172-3 of the SIC report.


http://www.statice.is/?PageID=1267&src=/temp_en/Dialog/varval.asp?ma=THJ01102%26ti=Gross+domestic+product+and+Gross+national+income+1980%2D2009%26path=/Database/thjodhagsreikningar/landsframleidsla/%26lang=1%26units=Million ISK
http://www.statice.is/?PageID=1267&src=/temp_en/Dialog/varval.asp?ma=THJ01102%26ti=Gross+domestic+product+and+Gross+national+income+1980%2D2009%26path=/Database/thjodhagsreikningar/landsframleidsla/%26lang=1%26units=Million ISK
http://www.statice.is/?PageID=1267&src=/temp_en/Dialog/varval.asp?ma=THJ01102%26ti=Gross+domestic+product+and+Gross+national+income+1980%2D2009%26path=/Database/thjodhagsreikningar/landsframleidsla/%26lang=1%26units=Million ISK
http://rna.althingi.is/pdf/RNABindi1.pdf
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Later efforts included contacts with Timothy F. Geithner, President and CEO of the Federal Reserve Bank of
New York. The request was eventually declined on 3 October 2008. According to the SIC report the main
reason given by the Federal Reserve was the size of the Icelandic banking system as for a currency swap
agreement to be effective, it would have to be for a bigger amount than the Federal Reserve could accept.

The Icelandic authorities did consider dividing the bank into a ‘good bank’ and a ‘bad bank’ by transferring
the healthy and valuable assets to a ‘good bank’ that should generally be able to finance itself on the market
and leaving the less valuable assets that are difficult to realise in a ‘bad bank’ funded by the State. However,
it was considered that due to the financial crisis, even ‘good’ Icelandic banks would probably not have been
able to seek sufficient capital to finance their operations despite a potentially healthy financial status.
Another problem for Iceland in using the ‘good bank/bad bank’ solution was that running a ‘bad bank’
would require substantial equity contributions from the Government. Faced with a situation where aid was
needed for three of the nation’s biggest banks (over 80 % of the nation’s banking system), which had
collective liabilities over 10 times Iceland’s GDP, it was the conclusion of the Icelandic authorities that such
an attempt would almost certainly lead to the state suffering major financial difficulties. In combination
therefore it was felt that such a solution would have lacked the credibility necessary in a situation where the
immediate problem faced by the banks was the run on their liabilities through the termination of credit
facilities and massive deposit withdrawals.

4.3. Timescales

In so far as the period of time it has taken to reach this stage is concerned the Icelandic authorities argue
that they faced severe and complex circumstances — a division of three commercial banks to save the
domestic part of a banking system and through that the economy, had as far as they are aware never been
done before. The task required the participation of many parties both domestic and foreign and in their
view some aspects of the split proved more difficult than the ‘good bank/bad bank’ method used in some
other countries where banking systems have encountered serious problems.

The first problem encountered was a practical one. The intra-month transfer date for the assets and liabilities
(21 October 2008) caused significant technical and audit complexities. The procedure used to split
Kaupthing’s balance sheet in October 2008 was based on the bank’s interim accounts of 30 September
2008. All changes from that date until the date of division were estimated until 21 October 2008. It took
until the beginning of 2009 for the division of the bank’s systems into the new and old banks to be
reconciled. From that time, work was done on each bank separately, and clearing accounts were used for
transactions between the two banks. The processing of clearing account transactions entailed substantial risk
of error and great complexity, which was only completed by the summer of 2009.

Within a short period of time it became evident that the creditors of the old banks were very unhappy with
the asset valuation process that had been established. They considered the process to be one-sided in that
their input was not taken into account as a part of the valuation process. As a result the procedure was
changed in February 2009 into a formal negotiating process with the participation of domestic and foreign
creditors. This process proved time consuming as a large number of international creditors and their
advisors needed to participate at the negotiation table (!).

Another factor in the delay of the process was the development of each of the new banks’ initial business
plans — a necessary element in the negotiations with the creditors. The banks were not ready to present
their business plans until they had had the opportunity to go through the valuation of transferred assets
prepared by Deloitte, as the opening balance sheet would be the foundation of such business plans. The
banks presented five-year year business plans to the creditors in June 2009 following which the negotiations
could begin. In their business plans the new banks put forward their own valuation of transferred assets
which was not consistent with the Deloitte valuation. As the Deloitte valuation was not an exact number
but a wide range, a Deloitte valuation number could not be entered into the opening balance sheet of the
new banks. The new banks’ valuation of the assets transferred was at the low end or below the low end of
the Deloitte valuation, while the creditors’ view stood at the high end or above the high end of the Deloitte
valuation. A complex negotiation process followed in which both sides were far apart. In the end it became
necessary to develop contingent compensation instruments to bridge the gap between the parties.

(M) It is also notable that during this period Iceland suffered political upheaval. A new minority government came to
power in February 2009, a government which later became a majority government after Parliamentary elections in
April the same year. The new government had in some cases different views to the former government and some
changes to the process had to be made.
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When the split was made between each old and new bank it became evident that there would be a massive
currency mismatch in the new banks’ balance sheets. The deposits transferred were mainly ISK denominated
and the loan assets mainly foreign currency denominated or linked. This created potentially major market
risks in the new banks that had to be addressed before the capitalisation could take place. The process of
addressing this issue was time consuming and only partially successful.

During the negotiations it became evident that the creditors in two of the banks (Kaupthing and Glitnir)
could possibly have an interest in capitalising the banks themselves and become majority owners. To
respond to this possibility, two alternative positions had to be formulated during the negotiations. After
the creditors had opted for ownership of the bank a due diligence had to be performed by the creditor
advisors, which also was time-consuming.

Finally, the Icelandic authorities argue that account should be taken of the fact that from October 2008
until the autumn of 2009 the remainder of the financial sector in Iceland was far from stable, and in fact,
during this period almost all financial undertakings in Iceland were taken over by the FME.

The Authority specifically requested information on why full business plans are still not available for the
banks and why they have not been fully restructured. The Authority also requested information on why an
assessment of the true value of the assets of the banks is yet to be completed. According to the Icelandic
authorities, given the circumstances (in particular the impact on international creditors) it was considered
important to abide by the principles of good public governance, including moderation. Specifically, it was
thought that systematically and deliberately leaving damaged assets behind in the old banks (as would be the
case in a ‘good bank/bad bank’ scenario) would exceed what was strictly necessary to ensure the short to
medium-term operability of the new banks. For this reason, insofar as the basic principle of a domestic-
foreign split was considered sufficient to ensure operability of the new banks in the short to medium term,
‘cherry picking’ of good assets was deliberately avoided. Another reason for doing so was that it was
considered that successfully valuing the assets (and therefore their degree of impairment) was a highly
complex exercise.

The above considerations were borne out by the events. Despite considerable time and resources allocated
to the task, the professional firm engaged to assess the true net value of the assets transferred was unable to
give a precise estimate. After months of negotiations, supported by some of the world’s most renowned
professional firms and investment banks, the stakeholders eventually settled on contingent compensation
instruments for all three banks due to this uncertainty. The likely implication is that although certain
margins can be, and have already been, established regarding the lower limits of asset value, only time
can tell with sufficient precision what the true value of the transferred asset portfolios will be. The Icelandic
authorities also argue that it is clear that establishing the new banks without performing a ‘good bank/bad
bank split’ — i.e. without ensuring that the level of impairment in their portfolios was kept within very
strict boundaries — meant that the entities were not inherently viable. According to the Icelandic authorities
the long-term viability of the banks cannot be achieved without first creating banks that are operable and
functional in the short to medium-term before undertaking further restructuring. The process of assessing
the viability of the Arion Bank is therefore ongoing but the Icelandic authorities have committed to
providing a restructuring plan as soon as possible.

II. ASSESSMENT
1. The presence of State aid

State aid within the meaning of Article 61(1) EEA Agreement.

Article 61(1) of the EEA Agreement reads as follows:

‘Save as otherwise provided in this Agreement, any aid granted by EC Member States, EFTA States or
through State resources in any form whatsoever which distorts or threatens to distort competition by
favouring certain undertakings or the production of certain goods shall, in so far as it affects trade
between Contracting Parties, be incompatible with the functioning of this Agreement.’

The Authority will assess the following measures below:
— the initial operating capital provided by the Icelandic State to the new bank,

— the (temporary) full State capitalisation of the new bank,
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— the retention by the State of the 13 % share capital remaining after 87 % of the share capital in the new
bank was transferred to the creditors of Kaupthing, and

— the provision by the State of Tier II capital to the new bank by way of subordinated debt,

(the above measures are referred to collectively below as ‘the capitalisation measures’.)

— the Icelandic Government’s statement to guarantee domestic deposits in all Icelandic banks in full, and
— The SPRON swap agreement and the special liquidity facility agreement.

1.1. Presence of State resources

It is clear that the capitalisation measures are financed through State resources provided by the Icelandic
Treasury. State resources are also present in the provision of liquidity to the bank as part of the compen-
sation for taking over the deposit liabilities of SPRON and otherwise.

The primary intention of the statement made by the Icelandic authorities safeguarding domestic deposits
was to reassure deposit holders and to stop widespread run on deposits in the (old) banks. The deposit
guarantee was implemented in practice through the use of powers under the Emergency Act to change the
priority of deposit holders in bankruptcy proceedings and by transferring the liabilities for deposits to the
newly established banks, which were initially fully capitalised by the State. According to statements made by
the Icelandic authorities, however, a full guarantee of all deposits in Icelandic banks remains in place. The
Authority wishes to further investigate whether the notice issued (and subsequent references to it) was
a precise, firm, unconditional and legally binding statement such as to involve a commitment of State
resources (1).

1.2. Favouring certain undertakings or the production of certain goods

Firstly, the aid measure must confer on the new bank advantages that relieve it of charges that are normally
borne from its budget. The Authority is again of the view that each of the capitalisation measures confers an
advantage on the new bank as the capital provided would not have been available to the bank without State
intervention. The approach taken both by the European Commission (in numerous cases since the financial
crisis began (%)) and by the Authority (}) in assessing whether State intervention to recapitalise banks
amounts to State aid assumes that, given the difficulties faced by the financial markets, the State is
investing because no market economy investor would be willing to invest on the same terms. The
market economy investor principle is considered not to apply in cases involving the capitalisation of
financial institutions affected by the crisis that are in difficulty. The Authority considers this to be the
case notwithstanding the eventual transfer of 83 % of the capital of the new bank to the (largely private
sector) creditors. The private investor involvement in the capitalisation of the new Icelandic banks is made
up entirely of creditors of the old banks who are not therefore investors acting freely in an open market but
rather are seeking to minimise their losses in the most efficient manner (%).

Secondly, the aid measure must be selective in that it favours ‘certain undertakings or the production of
certain goods’. The capitalisation measures are selective as they only benefit Arion Bank. Similar measures
were also implemented in the cases of the other two failed banks, and several other Icelandic financial
institutions have required assistance from the government. However, not all Icelandic banks have received
State aid, and State support can in any event be selective in situations where one or more sectors of the
economy benefit and others do not. This principle applies also to the State guarantee on deposits which
benefits the Icelandic banking sector as a whole.

(") See in this respect the judgment of the General Court in joined Cases T-425/04, T-444/04, T-450/04 and T-456/04,
France and others v Commission, judgment of 21 May 2010, not yet reported, paragraph 283 (on appeal).

(®) See for example Commission Decision of 10 October 2008 in Case NN 51/08 Guarantee scheme for banks in Denmark,
at paragraph 32, and Commission Decision of 21 October 2008 in Case C 10/08 IKB, at paragraph 74.

(}) See the Authority’s decision of 8 May 2009 on a scheme for temporary recapitalisation of fundamentally sound banks
in order to foster financial stability and lending to the real economy in Norway (205/09/COL) available at: http://
www.eftasurv.int/?1=18&showLinkID=16694&1=1

(*) See in this context similar reasoning adopted by the European Commission in respect of investments made by
suppliers of a firm in difficulty in Commission Decision C 4/10 (ex NN 64/09) — Aid in favour of Tréves (France).


http://www.eftasurv.int/?1=1&showLinkID=16694&1=1
http://www.eftasurv.int/?1=1&showLinkID=16694&1=1
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In so far as the liquidity facility is concerned, paragraph 51 of the Authority’s temporary rules on the
‘application of State aid rules to measures taken in relation to financial institutions in the context of the
current global financial crisis’ provides that, following the Commission’s decision-making practice (1), the
Authority considers that the provision of a central bank’s funds to financial institutions will not constitute
aid when the following conditions are met:

— the financial institution is solvent at the moment of the liquidity provision and the latter is not part of
a larger aid package,

— the facility is fully secured by collateral, to which haircuts are applied, in function of its quality and
market value,

— the central bank charges a penal interest rate to the beneficiary,

— the measure is taken at the central bank’s own initiative, and in particular is not backed by any counter-
guarantee of the State.

The Authority concludes that, given that the liquidity facility was negotiated as part of a package of State
assistance measures aiming to restore operations of a failed bank in a newly formed bank and to encourage
equity participation in the new bank by the creditors of failed bank, the above conditions are not fulfilled.

From the information provided to the Authority to date, the Authority cannot exclude that Arion Bank has
also received a selective advantage through the transfer of assets and liabilities of SPRON savings bank. An
advantage is prima facie present to the extent that the revenue (interest) it receives through partially State
guaranteed assets exceeds the cost (interest) of holding the deposits, and to the extent that the transfer of
deposit holders enhances goodwill and increases market share.

The Authority also considers that it is possible that the bank has benefitted (indirectly) from the statements
made by the Government safeguarding all domestic deposits, as in the absence of the guarantee the new
bank could have suffered from a run on its deposits like its predecessor (?). Accordingly, the Authority has
doubts as to whether the guarantee entailed an advantage for the bank.

1.3. Distortion of competition and effect on trade between Contracting Parties

The measures strengthen the position of the new bank in comparison to competitors (or potential
competitors) in Iceland and other EEA States and must therefore be regarded as distorting competition
and affecting trade between the Contracting Parties to the EEA Agreement ().

1.4. Conclusion

The Authority’s preliminary conclusion, therefore, is that the measures taken by the Icelandic State to
capitalise the new bank, as well as the liquidity facility, involve State aid within the meaning of Article
61(1) of the EEA Agreement. It also cannot exclude that aid to Arion Bank may be present in the transfer to
it of SPRON’s assets and liabilities and as a result of the government’s notice safeguarding deposits.

2. Procedural requirements

Pursuant to Article 1(3) of Part I of Protocol 3, ‘the EFTA Surveillance Authority shall be informed, in
sufficient time to enable it to submit its comments, of any plans to grant or alter aid (...). The State
concerned shall not put its proposed measures into effect until the procedure has resulted in a final
decision’.

(") See for instance Northern Rock (O] C 43, 16.2.2008, p. 1).

(%) The Authority notes in this respect comments of the Governor of the CBI, who states in the foreword to the bank’s
Financial Stability report for the second half of 2010 that the ‘financial institutions’ capitalisation is currently protected
by the capital controls and the Government's declaration of deposit guarantee’. See http:/[www.sedlabanki.is/lisalib/
getfile.aspx?itemid=8260 p. 5. See also Commission Decisions NN 48/08 Guarantee Scheme for Banks in Ireland,
paragraphs 46 and 47: http://ec.europa.eu/community_law/state_aids/comp-2008/nn048-08.pdf and NN 51/08
Guarantee Scheme for Banks in Denmark: http:|/ec.europa.eu/community_law/state_aids/comp-2008/nn051-08.pdf

(’) See in this respect Case 730/79 Phillip Morris v Commission [1980] ECR 2671.


http://www.sedlabanki.is/lisalib/getfile.aspx?itemid=8260
http://www.sedlabanki.is/lisalib/getfile.aspx?itemid=8260
http://ec.europa.eu/community_law/state_aids/comp-2008/nn048-08.pdf
http://ec.europa.eu/community_law/state_aids/comp-2008/nn051-08.pdf
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The Icelandic authorities did not notify the aid measures to the Authority in advance of their implemen-
tation. The Authority therefore concludes that the Icelandic authorities have not respected their obligations
pursuant to Article 1(3) of Part I of Protocol 3. The granting of aid was therefore unlawful.

3. Compatibility of the aid

Assessment of the aid measures under Article 61(3) of the EEA Agreement is set out below.

3.1. The necessity, proportionality and appropriateness of the aid

In the Authority’s view it is beyond dispute that Iceland faced, and still faces, a serious disturbance in its
economy and that Kaupthing Bank was of structural importance. In consequence the Authority will assess
the potential compatibility of the aid under Article 61(3)(b) of the EEA Agreement and the guidelines based
upon that sub-paragraph.

The Authority considers that this case, although not necessarily unique, is difficult to assess using the
traditional and commonly understood notions of on the one hand ‘rescue’ aid and the other ‘restructuring’
aid. For instance the restoration of the bank as an emergency measure in October 2008 involved both
rescue aid and immediately enforced restructuring. Through this decision the Authority intends to assess,
retrospectively, the measures undertaken to restore the bank both through its initial creation and subsequent
capitalisation as rescue measures. Such aid can only, however, be approved on a temporary and conditional
basis. In the absence of a restructuring plan, the Authority is unable to fully assess the case and reach
a conclusion and in consequence the measures will be assessed once again — on this occasion as structural
measures, upon receipt of the restructuring plan (). The Authority will at that stage assess the viability of
the bank and the requirement that the aid provided was the minimum necessary to ensure its viability. The
restructuring plan should include a full comparison of the old and new banks (for the purposes of demon-
strating that previous problems should not re-occur), as well as an assessment of how ongoing restructuring
should secure the long-term viability of the bank.

In line with the general principles underlying the State aid rules of the EEA Agreement, which require that
the aid granted does not exceed what is strictly necessary to achieve its legitimate purpose and that
distortions of competition are avoided or minimised as far as possible, and taking due account of the
current circumstances, support measures must be:

— well targeted in order to be able to achieve effectively the objective of remedying a serious disturbance in
the economy,

— proportionate to the challenge faced, not going beyond what is required to attain this objective, and

— designed in such a way as to minimise negative spill over effects on competitors, other sectors and other
EEA States.

In assessing the rescue measures undertaken to date, therefore, the Authority takes into account the
following.

3.1.1. The necessity of the measures

Again the Authority accepts the argumentation of the Icelandic authorities, and believes that it is largely self-
evident, that the State had to intervene in order to restore certain operations of Kaupthing Bank as well as
the other two banks and guarantee deposits and avoid a systemic failure of the Icelandic financial system.
The Authority also notes the views of the CBI in this respect. It also accepts, given the run on the banks and
the instability of the financial system, that a State guarantee of deposits was required (?).

(") This approach is similar to the one taken by the European Commission in the case of emergency aid for Ethias —
Belgium — case NN 57/08.

(%) See paragraph 19 of the Authority’s temporary rules on the application of State aid rules to measures taken in relation
to financial institutions in the context of the current global financial crisis: http://www.eftasurv.int/?1=1&showLinkID=
16604&1=1


http://www.eftasurv.int/?1=1&showLinkID=16604&1=1
http://www.eftasurv.int/?1=1&showLinkID=16604&1=1
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3.1.2. The method of restoring the bank — the appropriateness of the means employed to achieve the objective

The Authority accepts in principle the views of the Icelandic authorities that given the circumstances, the
approach taken of restoring domestic operations of the banks and guaranteeing domestic deposits was likely
to be the only credible and effective means of safeguarding an Icelandic banking sector and the interests of
the wider economy (!). Bank rescue measures of the kind adopted elsewhere in the EEA; recapitalisation,
restructuring, relief for impaired assets, or a combination of each were unlikely to succeed. The scale of the
problem and the sums of public money that would have been necessary to remedy it, the disproportionate
size of the three main Icelandic banks, and the realistic threat that the entire system could collapse meant
that the State’s options were limited.

The measures however involved wide-ranging restructuring of the bank’s operations through the effective
divestiture of foreign operations, and potential further restructuring of domestic operations. The measures
can only therefore finally be considered to be appropriate if it can be demonstrated through the means of
a detailed restructuring plan that the bank is viable in the medium to long term.

3.1.3. The proportionality of the measures — limiting aid and distortions of competition to the minimum necessary

The Authority is conscious in this context that in light of the foreign operations of the Icelandic banks
remaining in the old banks, which are under administration; and in light of the Icelandic authorities
adopting similar measures to restore each of the three main banks in Iceland which make up over 80 %
of the domestic market (), the impact on competition and trade across the EEA is minimal. The Authority is
also of the view that the State intervention in the case of Arion Bank is prima facie proportionate as the
process of ensuring that the creditors of the old bank became the majority shareholders of the new bank
meant that the Icelandic authorities were able to ensure:

— firstly, that the aid payable was kept to the minimum necessary to ensure private sector involvement in
the bank — something that may not otherwise have been achievable for many years, and

— secondly, that the amount of aid paid by the State was reduced substantially through private
involvement in the recapitalisation.

Although, due to the circumstances involved, this was not achieved through a tendering procedure, the
Authority is of the view that it would not have been realistic to expect any private sector investors to have
invested other than those already involved as creditors of the collapsed bank.

The amount of the capital provided is the minimum necessary in order to enable Arion Bank to comply
with the minimum capital adequacy ratio set by the FME of 12 % Tier I capital and 4 % Tier II capital. The
liquidity facility is also considered to be necessary by the regulator.

In so far as the remuneration of the capital is concerned, paragraphs 26 to 30 of the Authority’s rules on
the recapitalisation of financial institutions specifies a method of calculating an ‘entry level price for
capitalising fundamentally sound banks. Capitalisation of banks that are not fundamentally sound are
subject to stricter requirements and in principle the remuneration paid by such banks should exceed the
entry level. Although the remuneration payable in the case of Arion Bank most likely does not comply with
these requirements it is clear that (as envisaged by paragraph 44 of the rules) the bank has experienced far-
reaching restructuring including a change in management and corporate governance.

The Authority will further assess the aid granted through the remuneration payable for the capital and the
terms of the liquidity facility, as well as any aid paid through the transfer of liabilities and guaranteed assets
of SPRON savings bank, as part of its full assessment of the restructuring of the bank. It will also assess the
duration of the State guarantee in this context.

(") This decision does not relate to any aspects of the internal market rules of the EEA Agreement that may apply in so
far as the division of foreign and domestic assets and liabilities is concerned.

(3 A number of other financial institutions have also required State assistance. On 22 April 2010, the FME decided to
take control of BYR Savings Bank, to establish on its foundation a new limited liability company BYR hf. and to
transfer to BYR hf. assets and liabilities of the failed savings bank. At the same time FME decided to take control of
Keflavik Savings Bank and establish on its foundation SpKef Savings Bank to take over assets and liabilities of the
failed Keflavik Savings Bank. Measures for recapitalisation of these two savings banks are under way and the Authority
awaits notification from the Icelandic authorities. On 21 June 2010, the Authority approved for a period of six
months a rescue scheme in support of five smaller savings banks in Iceland through settlement of claims owned by
the Central Bank of Iceland on the savings banks concerned.



10.2.2011

Utedn{ véstnik Evropské unie

C 41)29

3.2. Timescales

While the Authority regrets that the normal timescales for the duration of rescue measures have been
exceeded, a need for longer periods to restructure financial institutions was envisaged by the European
Commission and Authority when adopting guidelines for the assessment of rescue and restructuring aid
granted as a result of the financial crisis (*). The Authority accepts in particular that for the various reasons
put forward by the Icelandic authorities, delays were inevitable at least until the assets of the bank could be
valued and its ownership and capitalisation could be resolved. The Authority is also aware of domestic
litigation in Iceland concerning loans linked to foreign currencies which has had the potential to have
a major impact on the value of each bank’s assets, and led to considerable uncertainty for many months (3).
It also notes the content of the CBIs financial stability report for 2010/2 (}) which refers among other
matters to the fact that non-performing loans (90 days or more in default) of the Icelandic commercial
banks now total 39 % of all loans — a major political and economic issue given that many loans have
already been written down. The Authority is therefore willing to accept that given the exceptional circum-
stances the rescue measures could be authorised and remain in place for a longer period than is normally
allowed. However, whilst the Authority accepts that there are also justifiable reasons for further delay since
the recapitalisation of the banks, the Authority is concerned at the lack of progress since the summer of
2009 in concluding a detailed restructuring plan. In the absence of the restructuring plan, therefore, the
Authority has doubts concerning the compatibility of the measures with the EEA Agreement.

4. Conclusion

On the basis of the foregoing assessment, had the Icelandic authorities notified the capitalisation measures
and deposit guarantee involved in Phase 1 and Phase 2 of the process of restoring and restructuring Arion
Bank in advance, the Authority would in all probability have temporarily approved the measures as aid
compatible with the functioning of the EEA Agreement. The aid granted could, however, only have been
considered compatible on a temporary basis, conditional upon the submission of a detailed restructuring
plan for the bank and a satisfactory assessment by the Authority of its future viability. Although the
Icelandic authorities have committed to submit a restructuring plan for the Authority’s assessment, in
view of the time period that has elapsed since the aid was granted, the Authority is required to open
a formal investigation procedure into the measures adopted. The decision to open a formal investigation
procedure is without prejudice to the final decision of the Authority, which may conclude that the measures
in question do not constitute State aid or are compatible with the functioning of the EEA Agreement.

The Authority also regrets that the Icelandic authorities did not respect their obligations pursuant to Article
1(3) of Part I of Protocol 3. The Icelandic authorities are therefore reminded that any plans to grant further
restructuring or other aid to the bank must be notified to the Authority and approved in advance,

HAS ADOPTED THIS DECISION:

Article 1

The formal investigation procedure provided for in Article 1(2) of Part I of Protocol 3 to the Surveillance
and Court Agreement is opened into the measures undertaken by the Icelandic State to restore certain
operations of (old) Kaupthing Bank hf and establish and capitalise New Kaupthing Bank hf (now renamed
Arion Bank).

Article 2

The Authority requires that a detailed restructuring plan for Arion Bank be submitted as soon as possible
and in any event no later than 31 March 2011.

Article 3

The measures involve unlawful State aid from the dates of their implementation to the date of this Decision
in view of the failure by the Icelandic authorities to comply with the requirement to notify the Authority
before implementing aid in accordance with Article 1(3) of Part I of Protocol 3.

(1) See paragraphs 10 and 24, and footnote 13, of the Authority’s guidelines: http:/[www.eftasurv.int/?1=1&showLinkID=
16604&1=1

(%) The issue is referred to in the CBI's Financial Stability Report for the second half of 2010 (pp. 18-21), http:/[www.
sedlabanki.is/lisalib/getfile.aspx?itemid=8260 and the Annual Report of the FME for 2010 (currently only available in
Icelandic, pp. 31-32): http:[/www.fme.is/lisalib/getfile.aspx?itemid=7604 See also the following news reports:
http:/[www.businessweek.com/news/2010-07-29 [iceland-debt-outlook-cut-to-negative-at-moody-s-on-bank-ruling.html
http:/[www.businessweek.com/news[2010-09-17 [iceland-ruling-may-save-banks-4-billion-in-losses.html

() http://www.sedlabanki.is/lisalib/getfile.aspx?ittmid=8260


http://www.eftasurv.int/?1=1&showLinkID=16604&1=1
http://www.eftasurv.int/?1=1&showLinkID=16604&1=1
http://www.sedlabanki.is/lisalib/getfile.aspx?itemid=8260
http://www.sedlabanki.is/lisalib/getfile.aspx?itemid=8260
http://www.sedlabanki.is/lisalib/getfile.aspx?itemid=8260
http://www.businessweek.com/news/2010-07-29/iceland-debt-outlook-cut-to-negative-at-moody-s-on-bank-ruling.html
http://www.businessweek.com/news/2010-09-17/iceland-ruling-may-save-banks-4-billion-in-losses.html
http://www.sedlabanki.is/lisalib/getfile.aspx?itemid=8260
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Article 4

The Icelandic authorities are requested to provide within one month from notification of this Decision, all
documents, information and data needed for assessment of the compatibility of the aid measure.

Article 5

This Decision is addressed to the Republic of Iceland.

Article 6

Only the English language version of this Decision is authentic.

Done at Brussels, 15 December 2010.

For the EFTA Surveillance Authority

Per SANDERUD Sverrir Haukur GUNNLAUGSSON
President College Member
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Vyzva k pfedloZeni pfipominek podle ¢l. 1 odst. 2 ¢dsti I protokolu 3 k Dohodé mezi stity ESVO
o zfizeni Kontrolniho tfadu a Soudniho dvora ke stitni podpofe tykajici se obnoveni ur€itych
¢innosti (staré) Landsbanki Islands hf a zfizeni a kapitalizace New Landsbanki Islands (NBI hf)

(2011/C 41/05)

Rozhodnutim ¢. 493/10/KOL ze dne 15. prosince 2010 uvedenym v zdvazném znéni na strankdch nasle-
dujicich za timto shrnutim zahdjil Kontrolni dfad ESVO fizeni podle ¢l. 1 odst. 2 &asti I protokolu 3
k Dohodé mezi stity ESVO o zfizeni Kontrolniho dfadu a Soudniho dvora (déle jen ,protokol®). Kopie
tohoto rozhodnuti byla pro informaci zasldna islandskym organam.

Kontrolni Gifad ESVO vyzyvd timto ozndmenim stity ESVO, clenské stity EU a zicastnéné strany, aby
piedlozily své pfipominky k tomuto opatieni, a to ve lhaté jednoho mésice od zvefejnéni tohoto ozndmenti,
na adresu Kontrolniho tifadu ESVO:

EFTA Surveillance Authority
Registry

Rue Belliard/Belliardstraat 35
1040 Bruxelles/Brussel
BELGIQUE/BELGIE

P¥ipominky budou sdéleny islandskym orgdntim. Na zdkladé pisemné Zddosti s uvedenim diivodi mize byt
totoznost ztcastnéné strany, kterd podavd piipominky, uchovdna v divérnosti.

SHRNUTI
Postup

Po rozséhlych jedndnich mezi Kontrolnim dfadem a islandskymi orgdny od zhrouceni islandského finané-
niho systému v fijnu 2008 byla islandskymi orgdny dne 15. zafi 2010 zpétné ozndmena stitni podpora
tykajici se obnovy urcitych Cinnosti Landsbanki a ziizeni a kapitalizace New Landsbanki (dale ,NBI).
Islandské organy také podaly dalsi informace na zaseddni, které se konalo v Reykjaviku dne 29. zdif
2010, a v dopisech ze dnd 9., 11., 15. a 28. listopadu 2010.

Skutkovy stav

V #jnu 2008 se tii hlavni komer¢ni banky na Islandu, Glitnir, Kaupthing a Landsbanki, potykaly s obtizemi
pii refinancovéani svych kratkodobych zdvazkd a masivnim vybirdnim vkladd. Islandsky parlament pfijal
nouzovy zikon, ktery dal stitu dalekosdhlé pravomoci k intervenci v bankovnim sektoru. Na jeho zdkladé
islandsky orgdn finanéniho dohledu (FME) rozhodl ve dnech 7. a 9. ffjna 2008, Ze pfevezme kontrolu nad
Cinnosti viech tf bank, a jmenoval vybory pro feSeni problémi, aby pievzaly pravomoci valnych hromad
a spravnich rad. Soucasné byly zalozeny tfi nové banky, New Glitnir (pozdéji ndzev zménén na Islands-
banki), New Kaupthing (pozdéji ndzev zménén na Arion Bank) a NBI (pouZivajici ndzev Landsbankinn), aby
pfevzaly vnitrostatni aktiva, vnitrostitni zdvazky z vkladt a cinnosti starych bank. Nové banky byly
ptivodné zcela ve stitnim vlastnictvi.

Opatieni pro NBI:

1) V fijnu 2008 stit bance poskytl 775 miliond ISK (5 miliontt EUR) v hotovosti jakoZto pocatecni kapitdl
a zavazal se banku plné kapitalizovat.

2) Kone¢nd dohoda o kapitalizaci NBI byla dosazena dne 15. prosince 2009, kdyZ bylo dohodnuto, zZe
banka bude kapitalizovdna ¢astkou 150 miliard ISK, z niZ stdt poskytne 121 225 miliard ISK. (Stara)
Landsbanki drzi podminény majetkovy podil o hodnoté 18,67 % banky jakozto kompenzaci za Cistd
aktiva pfevedend ze staré banky na novou. Tento podil bude vrdcen stitu (Gplné nebo Cdstecné)
v piipadé plného vyplaceni ndhrady ve formé dluhopisu dohodnutého mezi stranami. Protiplnéni za
kapitdlovou tcast bude poskytnuto pouze v pipadé jejtho prodeje.

(Vyse uvedend opatieni jsou souhrnné oznacovana jako ,kapitalizaéni opatieni®.)

3) Prohlaseni islandského sttu, kterym tento se plné zarucil za tuzemské vklady ve vSech islandskych
komer¢nich bankach a spofitelnach.
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Hodnoceni

Podle predbézného zdvéru Kontrolntho tfadu zahrnuji kapitalizatni opatfeni a zvlastni dohoda o likvidité
statni podporu ve prospéch NBI ve smyslu ¢l. 61 odst. 1 Dohody o EHP. Kontroln{ tifad nemaze déle ani
vyloucit, Ze bance byla nepiimo poskytnuta dal$i statni podpora skrze prohldSeni tykajici se vklada.

Poskytnutd podpora bude hodnocena Kontrolnim tfadem podle ¢l. 61 odst. 3 pism. b) Dohody o EHP pii
zohlednéni skute¢nosti, Ze podpora byla nezbytnd pro napraveni vazné poruchy v islandském hospodaistvi.
Opatfeni podpory vsak vyZzaduji predloZeni podrobného plinu restrukturalizace s ohledem na NBI,
a vzhledem k tomu, Ze takovy plan pfedlozen nebyl, md Kontrolni Gfad pochybnosti o slucitelnosti opatieni
s Dohodou o EHP.

~

Zavér

V souvislosti s pfedchozimi Gvahami se Kontrolni tifad rozhodl zahdjit formalni vySetfovaci fizeni podle ¢l.
1 odst. 2 ¢asti I protokolu 3 k Dohodé mezi stity ESVO o ziizeni Kontrolniho Gfadu a Soudniho dvora.
Zicastnéné strany mohou piedkladat své pripominky ve lhité jednoho mésice od zvefejnéni tohoto ozna-
meni v Ufednim véstniku Evropské unie.

EFTA SURVEILLANCE AUTHORITY DECISION
No 493/10/COL
of 15 December 2010

opening the formal investigation procedure into State aid granted in the restoration of certain
operations of (old) Landsbanki Islands hf and the establishment and capitalisation of New
Landsbanki Islands (NBI hf)

(Iceland)

THE EFTA SURVEILLANCE AUTHORITY (‘the Authority’),

Having regard to the Agreement on the European Economic Area (the EEA Agreement), in particular to
Article 61 and Protocol 26,

Having regard to the Agreement between the EFTA States on the establishment of a Surveillance Authority
and a Court of Justice (‘the Surveillance and Court Agreement’), in particular to Article 24,

Having regard to Protocol 3 to the Surveillance and Court Agreement (Protocol 3’), in particular to Article
1(3) of Part I and Articles 4(4) and 13(1) of Part II,

Having regard to the temporary rules regarding the financial crisis in Part VIII of the Authority’s State Aid
Guidelines (1),

Whereas:

I. FACTS
1. Procedure

On 2 October 2008, the Icelandic authorities informed the Authority of their intention to inject EUR 600
million of capital into Glitnir bank in return for 75 % of its shares. The information was provided by way of
a draft notification said to be submitted for legal certainty only as it was contended that the measure did
not involve State aid. This proposal was however subsequently abandoned due to a further deterioration in
the financial position of the bank (and that of the other two main Icelandic commercial banks Landsbanki
Islands (3 and Kaupthing) and on 6 October, the Icelandic Parliament (the Althingi) passed Act No
125/2008 on the Authority for Treasury Disbursements due to Unusual Financial Market Circumstances
etc. (referred to as the ‘Emergency Act), which gave the State wide-ranging powers to intervene in

(") Available at: http:/[www.eftasurv.int/state-aid/legal-frameworkstate-aid-guidelines/
(?) Referred to in this Decision as ‘Landsbanki’.
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the banking sector. On 10 October 2008, the President of the Authority wrote to the Icelandic authorities
and (among other matters) requested that State aid measures taken under the Emergency Act be notified to
the Authority, as the Icelandic authorities had previously indicated that they would. On 14 October 2008,
the Icelandic authorities submitted a further draft notification, informing the Authority that in their opinion
measures taken under the Emergency Act to establish new banks as a result of the failure of the commercial
banks did not involve State aid. A letter in response was sent by the Authority on 20 October 2008
indicating that it considered this unlikely and referred to the information that would be required in
a notification. The matter was also discussed shortly thereafter in a meeting in Reykjavik on 24 October
2008. Further contact and correspondence followed periodically including notably a letter sent by the
Authority on 18 June 2009 reminding the Icelandic authorities of the need to notify any State aid
measures, and of the standstill clause in Article 3 of Protocol 3. On 22 July 2009, the Icelandic authorities
informed the Authority that heads of terms had been agreed with resolution committees appointed to
administer the estate of the (old) failed banks, which would lead to each of the new banks being capitalised
by the Icelandic State on 14 August 2009. The Icelandic authorities again insisted that no State aid was
involved and provided little information beyond what was already publicly available. Correspondence
continued and meetings between the respective authorities followed both in August and November
2009, during which the Authority made it clear that from the limited information it had received it
believed that the capitalisation of the new banks was State aid that required notification. Given that the
measures had already been implemented, the Authority subsequently sought to assist the Icelandic
authorities in producing restructuring plans for the banks with the intention of proceeding directly to
assess the measures in one procedure. It transpired, however, that the authorities and the banks were
not yet in a position to produce definitive, detailed plans. State aid involved in the restoration of certain
operations of Landsbanki and the establishment and capitalisation of a new Landsbanki Bank (NBI’) was
eventually notified retrospectively by the Icelandic authorities on 15 September 2010, although the process
of restructuring the bank in order to ensure its long-term viability remains ongoing. The Icelandic
authorities also submitted further information by letters of 9, 11, 15 and 28 November 2010 and in
a meeting held in Reykjavik on 29 September 2010.

2. Background — the financial crisis and major causes of failure of the Icelandic banks

In their notification of the aid granted to New Glitnir/Islandsbanki, the Icelandic authorities explained that
the reasons for the collapse of the Icelandic banking sector and their need to intervene in the banking sector
were set out in considerable detail in a report prepared by a Special Investigation Commission (‘SIC)
established by the Icelandic Parliament ('), whose remit was to investigate and analyse the processes
leading to the collapse of the three main banks. In Sections 2.1 and 2.2 below, the Authority summarises
the conclusions of the Commission concerning the causes of failure most relevant to the demise of
Landsbanki. The information is drawn from Chapters 2 (Executive Summary) and 21 (Causes of the
Collapse of the Icelandic Banks — Responsibility, Mistakes and Negligence) of the SIC Report.

2.1. Causes of failure based on the 2008 financial crisis and its impact on underlying problems of
Landsbanki and the other main Icelandic banks

The global reduction in liquidity in financial markets that began in 2007 eventually led to the collapse of
the three main Icelandic banks, whose business operations had become increasingly dependant on raising
funding through international markets. The reasons for the demise of the Icelandic banks were however
complex and numerous. The SIC investigated the reasons which led to the collapse of the banks, and it is
notable that the majority of the conclusions applied to each bank and many are inter-related. Causes of
failure related to the banks’ activities are briefly summarised below.

2.1.1. Excessive and unsustainable expansion

The SIC concluded that in the years leading up to the collapse each of the banks had expanded their balance
sheets and lending portfolios beyond their operational and managerial capacity. The combined assets of the
three banks had increased exponentially from ISK 1,4 trillion (%) in 2003 to ISK 14,4 trillion at the end of
the second quarter of 2008. Significantly, a large proportion of the growth of the banks was in lending to
foreign parties, which increased substantially during 2007 (°), most notably after the beginning of the
international liquidity crisis. This led the SIC to conclude that much of this increase in lending resulted
from loans made to undertakings that had been refused credit elsewhere. The report also concluded that
inherently riskier investment banking had become an ever increasing feature of the banks™ activities (and
growth) had contributed to the problems.

(") The SIC’s members were Supreme Court Judge, Mr Pdll Hreinsson; Parliamentary Ombudsman of Iceland, Mr Tryggvi
Gunnarsson; and Mrs Sigridur Benediktsdéttir Ph.D., lecturer and associate chair at Yale University, USA. The report is
available in full in Icelandic at: http://rna.althingi.is/ and parts translated into English (including the Executive
Summary and the chapter on the causes of the collapse of the banks) are available at: http://sic.althingi.is|

() Icelandic kréna.

(}) Lending to foreign parties increased by EUR 11,4 billion from EUR 8,3 billion to EUR 20,7 billion in six months.
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2.1.2. The reduction in finance available on the international markets

Much of the banks’ growth was facilitated by access to international financial markets, capitalising upon
good credit ratings and access to European markets through the EEA Agreement. The Icelandic banks
borrowed EUR 14 billion on foreign debt securities markets in 2005 on relatively favourable terms.
When access to European debt securities markets became more limited, the banks financed their activities
on US markets, using Icelandic debt securities packaged into collateralised debt obligations. In the period
before the collapse the banks were increasingly reliant on short-term borrowing, leading to major (and,
according to the SIC, foreseeable) re-financing risks.

2.1.3. The gearing of the banks’ owners

In the case of each major Icelandic bank, the principal owners were among the biggest debtors (). Samson
Holding Company (‘Samson’) was the biggest shareholder in the Landsbanki since its privatisation. When
Landsbanki collapsed Samson’s co-owner Bjorgdlfur Thor Bjorgélfsson and companies affiliated to him were
the bank’s largest debtors, while his father and co-owner of Samson, Bjorgdlfur Gudmundsson was the
bank’s third largest debtor. In total their obligations to the bank exceeded ISK 200 billion, which was greater
than the bank’s equity. The SIC was of the view that certain shareholders had abnormally easy access to
borrowing from the banks in their capacity as owners. This was notable in the case of Landsbanki from the
fact that as late as 30 September 2008, when it was clear that Landsbanki did not have sufficient foreign
currency to honour its obligations abroad, the bank provided a loan of EUR 153 million to a company
owned by Bjorgolfur Thor Bjorgdlfsson. It also concluded that that there were strong indications that in the
case of each bank the boundaries between the interests of the largest shareholders and the interest of the
bank were blurred. The emphasis on the major shareholders was therefore to the detriment of other
shareholders and creditors.

2.1.4. Concentration of risk

Related to the issue of the abnormal exposure to major shareholders was the conclusion of the SIC that the
banks’ portfolios of assets were insufficiently diversified. The SIC was of the view that European rules on
large exposure were interpreted in a narrow way, in particular in the case of the shareholders, and that the
banks had sought to evade the rules.

2.1.5. Weak equity

Although the capital ratio of Landsbanki (and the other two major banks) was always reported to be slightly
higher than the statutory minimum, the SIC concluded that the capital ratios did not accurately reflect the
financial strength of the banks. This was due to the risk exposure of the bank’s own shares through primary
collaterals and forward contracts on the shares. Share capital financed by the company itself, referred to by
the SIC as ‘weak equity’ () represented more than 25 % of the banks’ capital bases (or over 50 % when
assessed against the core component of the capital, shareholders’ equity less intangible assets). Added to this
were problems caused by the risk the banks were exposed to by holding each other’s shares. By the middle
of 2008, direct financing by the banks of their own shares, as well as cross-financing of the other two
banks’ shares, amounted to approximately ISK 400 billion, around 70 % of the core component of capital.
The SIC was of the opinion that the extent of financing of shareholders’ equity by borrowing from the
system itself was such that the system’s stability was threatened. The banks held a substantial amount of
their own shares as collateral for their lending and therefore as share prices fell the quality of their loan
portfolio declined. This affected the banks’ performance and put further downward pressure on their share
prices; in response to which (the SIC assumed from the information in their possession), the banks
attempted to artificially create abnormal demand for their own shares.

2.2. Causes of failure based on deficient regulation of the banks by the State and the size of the banks
in relation to the rest of the Icelandic economy and currency

2.2.1. The size of the banks

In 2001, the balance sheets of the three main banks (collectively) amounted to just over a year of the gross
domestic product (‘GDP’) of Iceland. By the end of 2007, the banks were international and held assets worth
nine times Icelandic GDP. The SIC report notes that by 2006, observers were commenting that the banking
system had outgrown the capacity of the Icelandic Central Bank (‘CBI) and doubted whether it could fulfil
the role of lender of last resort. By the end of 2007, Iceland’s short-term debts (mainly incurred financing

(") Chapter 21.2.1.2 (page 6) of the Report.
(3) Chapter 21.2.1.4 (page 15) of the Report.
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the banks) were 15 times larger, and the foreign deposits of the three banks were 8 times larger, than the
foreign exchange reserve. The Depositors and Investors Guarantee Fund also held minimal resources in
comparison with the bank deposits it was meant to guarantee. These factors, the SIC concludes, made
Iceland susceptible to a run on its banks (!).

2.2.2. The sudden growth of the banks in comparison with the regulatory and financial infrastructure

The SIC concluded that the relevant supervisory bodies in Iceland lacked the credibility that was necessary in
the absence of a sufficiently resourced lender of last resort. The report concludes that the Icelandic Financial
Supervisory Authority (the ‘FME) and CBI lacked the expertise and experience to regulate the banks in
difficult economic times, and could have taken action to reduce the level or risk that the bank were
incurring. The FME for example did not grow in the same proportion as the banks and their practices
did not keep up with the rapid developments in the banks' operations. The report is also critical of the
government, concluding that the authorities should have taken action to reduce the potential impact of the
banks on the economy by reducing their size or requiring one or more bank to move their headquarters
abroad (%).

2.2.3. Imbalance and overexpansion of the Icelandic economy as a whole

The SIC report also makes reference to events concerning the wider economy that also impacted upon the
banks’ rapid growth and contributed to the imbalance in size and influence between the financial services
sector and the remainder of the economy. The report concluded that government policies (in particular
fiscal policy) most likely contributed to the overexpansion and imbalance and that the CBI's monetary policy
was not sufficiently restrictive. The report also refers to relaxing the Icelandic Housing Financing Fund's
lending rules as ‘one of the biggest mistakes in monetary and fiscal management made in the period leading
up to the banks’ collapse’ (}). The report is also critical of the ease in which the banks were able to borrow
from the CBI, with the stock of CBI loans increasing from ISK 30 billion in the autumn of 2005 to ISK 500
billion by the beginning of October 2008.

2.2.4. The Icelandic kréna (ISK), external imbalances and CDS spreads

The report notes that in 2006, the value of the Icelandic kréna was unsustainably high, the Icelandic current
account deficit amounted to 16 % and rising, and liabilities in foreign currencies less assets neared total
annual GDP. The prerequisites for a financial crisis were in place. By the end of 2007, the value of the kréna
was depreciating and credit default swap spreads on Iceland and the banks rose exponentially.

2.3. The global financial crisis and collapse of Glitnir Bank

In September 2008, a number of major global financial institutions began to experience severe difficulties.
Lehman Brothers filed for bankruptcy protection on 15 September, and on the same day it was announced
that the Bank of America was to takeover Merrill Lynch. Elsewhere, one of the United Kingdom’s biggest
banks, HBOS, had to be taken over by Lloyds TSB. In Iceland meanwhile, Glitnir Bank was experiencing
major difficulties in financing its activities. A bond issue had had to be cancelled as a result of a lack of
interest, an asset sale did not complete, and a German bank refused to extend two loans estimated at
EUR 150 million. Market conditions also worsened dramatically after the fall of Lehman Brothers. On
24 September 2008, the Chairman of Glitnir's Board contacted the CBI to inform them that as a result
of loans that had to be repaid in October, the bank had an immediate shortfall of EUR 600 million. On 29
September, it was announced that the Icelandic Government would provide Glitnir with EUR 600 million in
return for 75 % of its equity. The fact that EUR 600 million amounted to nearly a quarter of Iceland’s
foreign currency reserves, and that Glitnir had experienced refinancing problems for some time and had
debt estimated at EUR 1,4 billion to repay over the following six months (information that was publically
available) suggested, however, that the proposal was not credible (*). The effect was a reduction on the value
of issued Glitnir shares from over ISK 200 billion to ISK 26 billion in one day. The Icelandic banks
experienced massive withdrawals of deposits not only abroad but also within Iceland. Domestic withdrawals
became so large that at one stage the Icelandic banks and the CBI were close to experiencing a shortage of
cash. On 30 September 2008, the credit agency Moody’s lowered Glitnir’s credit rating, triggering
repayment obligations for further loans. Margin calls of over a billion euro also followed and eventually
on 7 October 2008 Glitnir’s Board decided that it had no alternative but to submit the bank to the FME for
actions to be taken under the newly passed Emergency Act. Within days the other two Icelandic commercial
banks also failed and were taken over by the FME.

(") These issues are discussed in more detail in the following paper by Willem H. Buiter and Anne Sibert: http://
www.cepr.org/pubs/Policylnsights/PolicyInsight26.pdf

(®) It was in fact the then coalition government’s stated policy to encourage more growth and to incentivise the banks to
remain headquartered in Iceland.

(}) Chapter 2, page 5 of the report.

(*) Page 13 of the Executive Summary to the Report (Chapter 2), fourth bullet point.
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3. Description of the measures
3.1. Background

Prior to the financial crisis of 2008 Landsbanki was the second largest bank in Iceland. At the end of the
second quarter of 2008 its balance sheet amounted to ISK 3,970 billion (EUR 43,5 billion) and it made
a pre-tax profit during the first half of that year of ISK 31 billion, around EUR 341 million. The published
business strategy () of the bank was to transform the bank from a local commercial bank, operating
exclusively in Iceland, ‘into a highly profitable corporate and investment banking operation stretching
eastward from Iceland across Europe and westward over the Atlantic’. In 2000, Landsbanki began its
activities abroad by acquiring a 70 % holding in the Heritable Bank in London and over the following
years the bank grew substantially both through acquisitions and the establishment of foreign branches. Prior
to its collapse the bank held seven main subsidiaries in the UK, Ireland, Luxembourg, France/Germany and
Iceland itself. It also had branches in the UK (which in turn had offices in the Netherlands, Germany and the
United States), Canada, Norway and Finland; and a sales office in Hong Kong.

3.2. The collapse of Landsbanki

Access to foreign debt securities markets had been the main source of the Icelandic banks’ growth, in
particular between 2003 and 2006. This source of financing however began to diminish, and foreign credit-
rating agencies also expressed concern that the ratio of the banks’ lending to deposits was low in
comparison to other (foreign) banks. The banks (in particular Landsbanki) responded by strengthening
their deposits by accumulating custom abroad. From the end of the third quarter of 2006 to the middle
of 2007, customer deposits in Landsbanki tripled — an increase of almost EUR 10 billion. The largest
proportion of this was ‘Icesave’ accounts opened in the Landsbanki UK branch, in which retail deposits had
grown from nothing to EUR 6,6 billion, while wholesale deposits (in branches in the UK and the
Netherlands) had grown to EUR 2,5 billion. To put the figures in context, the increase in (foreign
currency denominated) deposits over a period of merely nine months amounted to nearly five times the
monetary reserves of the CBI (which stood at just under EUR 2 billion). The SIC report concludes that on
that basis it should have been clear that the Central Bank could no longer act as a lender of last resort if
Landsbanki experienced a run on foreign deposit accounts. Despite this Landsbanki continued to choose to
accumulate deposits in branches instead of subsidiaries, a decision that the SIC report concludes was ‘highly
risky’ (%). The report also notes that that there is no indication that any evaluation was undertaken by the
Icelandic regulatory authorities of the stability of Icesave accounts as a means of financing Landsbanki’s
activities, noting that accumulating deposits abroad entailed new risks. On 3 October 2008, the European
Central Bank issued a margin call to Landsbanki to the amount of EUR 400 million and although this was
later withdrawn the bank’s UK branch had begun to experience a run on its deposits, meaning that it had to
make available large amounts in pounds sterling. Landsbanki’s request for the assistance of the Icelandic
Central Bank was turned down on 6 October and when the bank failed to make the funds demanded by the
UK Financial Services Authority available the UK authorities closed the branch. The following day the Dutch
Central Bank requested that an insolvency practitioner be appointed for Landsbanki’s Amsterdam branch.
Also that day the FME suspended the board of directors of Landsbanki, took over the power of shareholders’
meetings and appointed a Resolution Committee in its place using its powers under the Emergency Act ().

3.3. National legal basis for the aid measure

— Act No 125/2008 on the Authority for Treasury Disbursements due to Unusual Financial Market
Circumstances etc., commonly referred to as the Emergency Act

The Emergency Act gave the FME authority to intervene ‘in extreme circumstances’ and assume powers
of financial institutions’ shareholders meetings and board meetings, and decide on the disposal of their
assets and liabilities. The FME was also granted power to appoint resolution committees to financial
undertakings that it had taken over, which held the powers of shareholders’ meetings. In winding-up the

(") Annual Report 2007, p. 10. Available here: http://www.Ibi.is/library/Opin-gogn/pdf/landsbanki_annual_report_2007.
pdfebesi_scan_A7E1E556D7B2F94D=aB9LkrKRu+y0xx3fim/J[yUDnRBObAAAANp6SAg==&bcsi_scan_filename=
landsbanki_annual_report_2007.pdf

(?) Page 85 of Chapter 21 of the report. Operating as a subsidiary could have avoided currency risk. Subsidiaries would
also be subject to local deposit guarantee scheme provisions.

(%) Glitnir Bank was also placed in receivership on the same day and Kaupthing Bank followed two days later on
9 Octomber 2008. The SIC report concluded (at page 86 of Chapter 21) that a key issue was that notwithstanding
Landsbanki’s liquidity in ISK, the bank had insufficient foreign currency at its disposal to honour its foreign obli-
gations. The report also considered it noteworthy that the loan of EUR 153 million to its principal owner (referred to
above) had taken place only days earlier, stating that it was therefore ‘apparent that the principal owners of
Landsbanki were not interested in or capable of helping the bank out of the difficult position that had arisen’.


http://www.lbi.is/library/Opin-gogn/pdf/landsbanki_annual_report_2007.pdf?bcsi_scan_A7E1E556D7B2F94D=aB9LkrKRu+y0xx3fim/JyUDnRB0bAAAANp6SAg==&bcsi_scan_filename=landsbanki_annual_report_2007.pdf
http://www.lbi.is/library/Opin-gogn/pdf/landsbanki_annual_report_2007.pdf?bcsi_scan_A7E1E556D7B2F94D=aB9LkrKRu+y0xx3fim/JyUDnRB0bAAAANp6SAg==&bcsi_scan_filename=landsbanki_annual_report_2007.pdf
http://www.lbi.is/library/Opin-gogn/pdf/landsbanki_annual_report_2007.pdf?bcsi_scan_A7E1E556D7B2F94D=aB9LkrKRu+y0xx3fim/JyUDnRB0bAAAANp6SAg==&bcsi_scan_filename=landsbanki_annual_report_2007.pdf
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institutions, the Act gives priority status to claims by deposit holders and deposit guarantee schemes.
The Act also authorised the Icelandic Ministry of Finance to establish new banks. The Emergency Act
includes amendments of the Act on Financial Undertakings, No 161/2002, the Act on Official Super-
vision of Financial Activities, No 87/1998, the Act on Deposit Guarantees and Investor-Compensation
Scheme, No 98/1999, and the Act on Housing Affairs, No 44/1998.

— Supplementary State Budget Act for 2008 (Article 4)
— State Budget Act for 2009 (Article 6)

3.4. The intervention of the Icelandic State

The Icelandic authorities’ intervention can be categorised into three phases as follows: firstly, restoration of
NBI in October 2008 through the formation of the new bank, the transfer of assets and liabilities, and the
provision of initial capital and a commitment to fully capitalise; secondly, the completion of the capitali-
sation (primarily by the State) in the autumn/winter of 2009; and thirdly, the restructuring of the bank,
which began when the banks were restored and is ongoing.

3.4.1. Phase 1: Restoration of certain operations of Landsbanki and the establishment of NBI

On 7 October 2008, the FME took control of Landsbanki in order to ensure the continuation of domestic
retail banking operations. This was done through the appointment of a Resolution Committee for
Landsbanki, which assumed the authority of its board of directors; and the establishment by the
Icelandic Government, on 8 October 2008, of New Landsbanki (or NBI), wholly owned by the State. On
9 October 2008, the FME transferred the liabilities for deposits held in Landsbanki, except for those held in
foreign branches, to the new bank (!). The total amount of liability for domestic deposits transferred was
ISK 462 069 454 174. Certain assets were also transferred to the new bank based on a principle (that was
subject to certain exceptions) that assets connected to the old bank’s domestic operations were to be
credited to the new bank with the remainder staying with the old bank. The FME also published an
internal memorandum setting out ‘guiding principles’ for what was to be transferred not only to NBI
but also to new successor banks that were formed following the collapse of Glitnir and Kaupthing (?).

In return for the assets transferred to the new bank, the old bank was to be compensated to the sum of the
difference between the value of the assets transferred and the amount of the liabilities (deposits) transferred.
In accordance with Article 5 of the Emergency Act and the subsequent decisions of the FME on the disposal
of assets and liabilities of the old banks, the FME commissioned a valuation of the net assets transferred
from the old banks to the respective new banks. Deloitte LLP was appointed by the FME on 24 December
2008 to prepare the net asset valuations of each of the new banks. The process of valuation was however to
prove complex and lengthy.

Initial Capital

The State provided ISK 775 million () (EUR 5 million) in cash as initial capital to the new bank and in
addition issued a commitment to contribute up to ISK 200 billion to the new bank in return for all of its
equity. This figure was calculated as 10 % of an initial assessment of the likely size of the bank’s risk
weighted asset balance, and was formally included in the State budget for the year 2009 as an allocation of
government funds to address the extraordinary circumstances in financial markets. This allocation of capital
was intended to provide an adequate guarantee of the operability of the bank until issues relating to its final
re-capitalisation could be resolved, including the size of its opening balance based on the valuation of
compensation payable to the old bank for assets transferred from it.

Deposit guarantee

The initial rescue measures of the Icelandic Government also involved State backing of deposits in domestic
commercial and savings banks. An announcement from the Prime Minister’s Office of 6 October 2008
stated that the ‘Government of Iceland underlines that deposits in domestic commercial and savings banks

(") The decision was subsequently amended several times. The decisions are available here: http:/[www.fme.is/?PageID=
867

(®) This document is available here: http://www.fme.is/lisalib/getfile.aspx?itemid=6021

(}) Monetary figures are referred to in this section first in the currency in which the capital was provided, followed by
a reference in brackets to the corresponding amount in ISK or EUR (as appropriate) where it has been provided by the
Icelandic authorities.


http://www.fme.is/?PageID=867
http://www.fme.is/?PageID=867
http://www.fme.is/lisalib/getfile.aspx?itemid=6021
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and their branches in Iceland will be fully covered’ ('). This announcement has since been repeated by the
Office of the current Prime Minister in February and December 2009 (). Moreover, reference was made to it
in a letter of intent sent by the Icelandic Government to the International Monetary Fund (and published on
the website of the Ministry of Economic Affairs and of the IMF) on 7 April 2010 (and repeated in a further
letter of intent dated 13 September 2010). The letter (which was signed by the Icelandic Prime Minister,
Minister for Finance, Minister for Economic Affairs and Governor of the CBI) states that ‘At the present
time, we remain committed to protect depositors in full, but when financial stability is secured we will plan
for the gradual lifting of this blanket guarantee.’ (%). Furthermore, in the section of the bill for the Budget Act
2011 concerning State guarantees, reference is made in a footnote to the Icelandic Government’s declaration
that deposits in Icelandic banks enjoy a State guarantee (¥).

3.4.2. Phase 2: Rescue/Restructuring of NBI through recapitalisation

On 20 July 2009, the Icelandic Government announced that it had determined the basis for the capitali-
sation of NBI and reached an agreement on a process for how the old banks would be compensated for the
transfer of net assets. It also announced that the State would capitalise the new bank to the amount of
ISK 140 billion. Final agreement on the capitalisation was reached on 15 December 2009 (eventually to the
total sum of ISK 150 billion, of which the State provided ISK 121 225 billion) when agreement was reached
on compensation to creditors for the net value of the assets and liabilities transferred to NBI. The capital
requirements imposed by the FME stipulated that NBI should hold at least 12 % Core Tier I Capital (°) and
an additional 4 % of Tier II Capital as a ratio of risk-weighted assets. When NBI was formally capitalised on
20 January 2010, the Core Tier I Capital ratio of the bank was approximately 15 %. The FME granted
temporary relief from the (overall) 16 % requirement conditional upon the submission of an acceptable plan
illustrating how the full amount would be achieved. In June 2010, the bank reported that its Core Tier
I exceeded 16 % and on that basis the FME permanently exempted NBI from the requirement to hold Tier II
capital as long as its Core Tier I ratio remains above 16 %.

This agreement followed a lengthy and complex negotiation process resulting in an outline agreement
among the parties in a heads of terms on 10 October 2009 and more detailed sets of term sheets in
relation to the debt instruments on 20 November 2009. There were also a number of subsequent meetings
and discussions between the parties during which the outlined terms were modified and reflected in
documentation. The resulting agreement comprises the issuance of three bonds denominated in Euros,
pound sterling and US dollars, respectively, having an aggregate principal amount equivalent to ISK 260
billion, and also involves Landsbanki (or in effect the old bank’s creditors) taking an initial (and potentially
temporary) 18,67 % ownership stake in NBL In addition, NBI may issue to Landsbanki a contingent bond
(linked to its equity participation) in euro or such other currency as may be agreed, the principal amount of
which will not be determined until on or after 31 March 2012. Following the determination of the principal
amount of the contingent bond, all or part of the shareholding held by Landsbanki may be surrendered to
the Icelandic government as described below.

The compensation structure involves the creditors of the old bank holding secured debt instruments issued
by NBI and 4 480 000 000 ordinary shares in NBI representing 18,67 % of NBI's issued share capital. The
Ministry of Finance holds the remaining 19 520 000 000 ordinary shares in NBIL The total equity of NBI
(on its share capital and share premium accounts) was ISK 150 000 000 000 comprised of 24 000 000 000
ordinary shares in NBIL Subsequently the Icelandic government subscribed for remainder of the ordinary
shares in NBI and transferred to NBI a ISK 121 225 000 000 Icelandic government bond in consideration
for the capitalisations described above. NBI issued to the Icelandic government 18 745 000 000 of ordinary
shares with a nominal value of ISK 1 per share at a price per share of ISK 6,4670579. Together with the
Icelandic government’s existing holding of 775 000 000 ordinary shares, this resulted in the Icelandic
government holding 19 520 000 000 ordinary shares in NBIL Landsbanki subscribed for 4 480 000 000
ordinary shares in NBI with a nominal value of ISK 1 per share at a price per share of ISK 6,25 in
consideration for a release of claims against NBI of ISK 28 000 000 000 in aggregate.

() The English translation of the announcement is available at: http://eng.forsaetisraduneyti.is/news-and-articles/nr/3033

() http:/|Jwww.efnahagsraduneyti.is/frettir/frettatilkynningar/nr/2842
http:/[www.efnahagsraduneyti.is/frettir/frettatilkynningar/nr/3001 The Minister for Economic Affairs has also referred
to it recently in an interview with Vidskiptabladid on 2 december 2010, p. 8: (The declaration) will be withdrawn in
due course. We do not intend to maintain unlimited guarantee of deposits indefinitely. The question when it will be
withdrawn depends, however, on when an alternative and effective deposit system will come into force and a financial
system which will have fully resolved its issues’ (the Authority’s translation).

(’) The relevant paragraph can be found at Section 16 (p. 6) of the letter: http://www.efnahagsraduneyti.is/media/Acrobat/
Letter_of_Intent_2nd_review_-_o.pdf

(*) http:/[hamar.stjr.is/Fjarlagavefur-Hluti-1[/GreinargerdirogRaedur/Fjarlagafrumvarp/2011/Seinni_hluti/Kafli_8.htm

(°) The definition of Core Tier I capital includes only equity, i.e. share capital and retained earnings, but does not include
subordinated loans or other types of hybrid capital instruments.


http://eng.forsaetisraduneyti.is/news-and-articles/nr/3033
http://www.efnahagsraduneyti.is/frettir/frettatilkynningar/nr/2842
http://www.efnahagsraduneyti.is/media/Acrobat/Letter_of_Intent_2nd_review_-_o.pdf
http://www.efnahagsraduneyti.is/media/Acrobat/Letter_of_Intent_2nd_review_-_o.pdf
http://www.efnahagsraduneyti.is/media/Acrobat/Letter_of_Intent_2nd_review_-_o.pdf
http://hamar.stjr.is/Fjarlagavefur-Hluti-II/GreinargerdirogRaedur/Fjarlagafrumvarp/2011/Seinni_hluti/Kafli_8.htm
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In view of the considerable uncertainty surrounding the relevant asset values and major differences in
opinion between the old and new banks’ negotiated initial values in respect of certain reference assets,
to the extent that these values are lower than estimated values of the assets as at 31 December 2012, the
contingent bond is intended to compensate the old bank for such differences. The contingent bond will be
issued in euro or such other currencies as may be agreed between NBI and Landsbanki. If the valuation is
zero or a negative amount, the new principal balance will be deemed to be zero and the contingent bond
will be cancelled. If the value is positive the contingent bond will be issued at this value and Landsbanki will
surrender its shareholding to NBI, or part of its shareholding to the extent that the positive value is less that
the value of the shareholding.

3.4.3. Phase 3: Restructuring of Landsbanki/NBI and the long-term viability of NBI

According to the Icelandic authorities, the restructuring process, which began by necessity through the
collapse of Landsbanki and the transfer of its domestic assets and liabilities for domestic deposits to NBI,
remains incomplete. In view of the scale of the systemic collapse in comparison to the resources at the
Icelandic Government's disposal, and the lack of information available at the time of taking control of the
banks, it was not considered prudent to attempt to fully restructure the financial system at that stage.
Instead it was decided that a two-staged approach should be adopted. As a first stage, the enforced split
would simultaneously achieve the aims of maintaining domestic banking services and significantly scaling
down the unsustainably large financial system. The domestic operations transferred were however likely to
represent an upper limit for the appropriate size of a domestic Icelandic system and further restructuring
was likely. In order to continue the process three further steps were required. The first was to settle the
claims of international stakeholders (through the Resolution Committees of the old banks), the second was
the re-capitalisation of the banks, and the third was to clearly establish their future ownership structure.
Further restructuring of the newly formed banks was intended to follow after this was achieved.

A likely consequence of the fact that the rescue approach adopted in Iceland was not (predominantly) based
on a ‘good bank/bad bank split’ is that extensive loan portfolio restructuring may have to be carried out by
the new banks themselves. Despite numerous issues that have caused delays, the new banks have all taken
important measures to avert impending losses by transferring impaired assets to specialised subsidiaries or
selling them to new owners. They have also developed various programmes intended to resolve debt related
issues in the retail and SME portfolios. Achievements have, however, been limited. Based on the ICAAP (})
process currently ongoing in all three new banks, the FME expects to be able to systematically enforce and
document a definitive return to long-term sustainability by all three banks and conclude the restructuring of
the Icelandic financial system.

A restructuring plan will therefore need to be submitted to the Authority in order for it to conclude its
assessment of the State aid granted to NBI, and its assessment of the new bank’s viability, as soon as
possible.

3.5. A comparison of the old and new banks: Landsbanki and NBI

The Authority will undertake a full assessment of aid paid to the new bank, including an analysis of the
differences between the old and new banks and the potential for the same or similar problems to re-occur,
following the submission by the Icelandic authorities of a detailed restructuring plan for the bank. The
Icelandic authorities have, however, submitted an overview of the fundamental changes that have already
taken place which the Authority considers to be relevant for the purposes of its current assessment.

As referred to above Landsbanki's business strategy involved expansion of its business internationally, and
from 2004 the main goal of the bank was to grow in international investment and corporate banking
markets focusing on services to small to medium-sixed corporate enterprises. A branch was opened in
London in 2005, initially focused on leverage finance and asset based loans. Later branches, opened in
Canada, Finland, Norway and the sales office in Hong Kong, were initially focused on asset-based lending
and trade finance. The aim of this strategy () was to diversify the loan portfolio across countries and
sectors. Due to this strategy lending to non-Icelandic companies accounted for an ever-larger share of the
bank’s operations. Nearly half of the 2 644 people employed by Landsbanki and its subsidiaries in
September 2008 were based outside Iceland.

(") Internal Capital Adequacy Assessment Process, cf. Pillar II of the Basel II recommendation of bank supervisors and
central bankers stating that it shall be the responsibility of the financial regulator to monitor and assess the ICAAP of
regulated banks.

(*) Annual report 2007, p. 61.
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Total assets by operating areas
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When examined geographically 41 % of revenues in the first half of 2008 originated in Iceland, 34 % in UK
and Ireland, 6 % in Luxembourg and 15 % in other areas. Of total assets (of ISK 3 970 372 million for Q1-
Q2 2008), as shown in the table above 54 %, were located outside Iceland.

The chart below shows that for the first half of 2008 (the last available numbers for the bank) the largest
part of Landsbanki’s pre-tax profit of ISK 31 140 million came from investment banking and corporate
banking. In the years following the privatisation of the bank (in 2002) the share of retail banking in pre-tax
profits had been steadily declining.

Pre-tax profit by business segments

= Retail banking

B Corporate banking
“ Investment banking

B Asset managment/
priv. banking

3.5.1. Corporate banking

Of the business segments referred to above, the corporate banking division was the most geographically
diverse business, focused on asset-based lending (‘ABL), cash flow finance and trade finance. The ABL
product was first introduced in 2005 and by 2008 the division had teams located in the UK (London,
Birmingham and Manchester) and Germany (Frankfurt). The bank also had plans to enter the US and
Spanish markets with the ABL product and had opened offices there to facilitate those plans. Teams in
London and Amsterdam were also active in the European structured loan market (cash flow finance). These
teams were both originating deals for syndication and participating in larger syndications. Trade finance
focused on providing a full range of financial services to fisheries and seafood industry both in Iceland and
internationally. The bank’s business in seafood trade finance had teams located in Reykjavik, London,
Amsterdam, Oslo, Halifax (Canada) and Hong Kong. The bank had adapted this product to other
commodity industries worldwide including agricultural products such as sugar, coffee, corn and soya beans.

3.5.2. Investment banking

Landsbanki’s investment banking provided large corporate, local government and institutional investors with
a broad range of financial services, including securities brokerage, corporate finance, foreign exchange and
derivatives trading. The investment banking sections also handled the bank’s treasury, debt management and
proprietary trading. The investment banking was provided through subsidiaries Kepler Equities and Merrion
Capital, together with Landsbanki Securities. Kepler had operations in France, Spain, Germany, Switzerland,
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Italy, the Netherlands and the US. Merrion had operations in Ireland and Landsbanki Securities operated in
the UK. These subsidiaries, along with the head office, operated a variety of business lines comprising, equity
brokerage, securities brokerage, foreign exchange and derivatives brokerage, structured products and
derivatives, corporate finance, asset management and fixed income. In addition to this the bank provided
equity research services complementing the securities brokerage.

3.5.3. Retail banking

In retail banking all business was located in Iceland except for the specialised lending of the subsidiary
Heritable Bank through structured property finance for small and medium-sized property developers in the
residential and commercial markets. Traditional retail banking services provided through branches were
limited to Iceland, though retail services were also offered in the form of online (Icesave) savings accounts in
the UK and the Netherlands. Part of the products on offer by Landsbanki were leasing services both to
individuals and businesses through SP Fjarmognun. In addition, Vordur Insurance and Vordur Life Insurance
were partly owned by the bank. The aim of these holdings was to strengthen the bank’s capacity to provide
integrated banking and insurance services and thereby offer a full range of financial services to clients.

3.5.4. Asset management and private banking

Internationally Landsbanki focused on institutional clients and offered a variety of equity, money market,
and currency hedge and savings funds focused on the Nordic, German, wider European and global markets.
Landsbanki Luxembourg and Merrion fund management were the main international service providers for
asset management and private banking. Total assets under management by Landsbanki at year-end 2007
were ISK 513 billion.

3.5.5. Market share

At the end of 2007 the market share of Landsbanki in the domestic corporate lending market was 43 %.
The breakdown for individual market segments was: retail market 60 %, fishing industry 50 %, and
construction 45 %. Landsbanki’s market share for individuals had been steady for the last 10 years (})
before the collapse at around 28 %.

3.6. The business activities of the new bank

The new bank was founded by the Ministry of Finance on 7 October 2008 and commenced operations on
the basis of a decision by the FME on 9 October 2008. Originally the new bank was named New
Landsbanki fslands hf,, but at a shareholders’ meeting held on 21 October 2008 a resolution was passed
to change the name to NBI hf. The bank has nevertheless operated under the trade name of ‘Landsbankinn’.
The bank’s primary lines of business are corporate and retail banking, investment banking, asset
management and leasing services.

3.6.1. Operations and subsidiaries no longer run by NBI
3.6.1.1. Heritable bank

In 2000, Landsbanki acquired Heritable Bank Plc, a Scottish bank headquartered in London. Heritable Bank
specialised in advisory and financing services for housing development ventures. Heritable Bank was placed
in administration under Scottish law on 7 October 2008 and the following day the majority of Heritable
Bank’s deposits were transferred to ING Direct.

3.6.1.2. Kepler Equites

In September 2005, Landsbanki acquired the European securities brokers Kepler Equities (Kepler),
previously Julius Bir Brokerage. Kepler specialised in the sale and mediation of equities to institutional
investors, as well as operating a strong research division. The company’s headquarters were in Paris but it
also operated in the principal financial capitals of Europe and in New York. When the FME took over
Landsbanki and appointed a Resolution Committee it became necessary to sell Kepler in order to avoid
more deterioration in its value.

3.6.1.3. Landsbanki Luxembourg

Landsbanki Luxembourg S.A. (LLUX') was a fully owned subsidiary of Landsbanki. The main activity of
LLUX was private banking. On 8 October 2008, LLUX was placed in moratorium and in liquidation
proceedings on 12 December 2008.

3.6.1.4. Landsbanki Securities UK

Landsbanki Securities UK (LS) was created through the merger of stockbrokers Bridgewell and Teather
& Greenwood upon Landsbanki’s acquisition of Bridgewell in May 2007. Landsbanki had acquired Teather
& Greenwood in February 2005 and operated it under that name. After Landsbanki could not fulfil major
guarantees for its obligations, LS’s management requested the company be declared insolvent in November
2008.

(") Based on monthly market research by Gallup, asking customers ‘what is your principal bank of business?”
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3.6.1.5. Merrion Capital

Landsbanki’s acquisition of a 50 % holding in the Irish stockbroker Merrion Capital (Merrion) was
concluded in November 2005. The bank was expected to acquire the company’s entire share capital over
the following three years and had gained a 84,11 % share when the Resolution Committee was appointed
for Landsbanki Islands hf. Merrion was sold shortly after the failure of Landsbanki in order to avoid more
deterioration in its value.

3.6.2. The size and scope of operation of NBI compared to Landsbanki

The result of the transfer of assets and reduced scope of operations in Iceland was a reduction in the size of
the balance sheet of NBI when compared to LBI and a reduction in the number of employees. Due to the
collapse of the whole banking sector many business lines of NBI experienced greatly reduced transactions
and some departments were closed altogether. There are also considerable differences in the way the new
bank is funded, with NBI being reliant on deposits in contrast to the variety of funding sources of the old
bank.

. ) s . 9 Octomber 2008 (Opening
Balance sheet Landsbanki and NBI comparison (million ISK) 30 June 2008 (Landsbanki) Balance Sheet NBI)
Loans and advances to customers 2571470 655725
Loans and advances to financial institutions 337 003 5291

The opening balance sheet of NBI was approximately 25 % of the size of the balance sheet of the old bank
on 30 June 2008. In September 2008, the number of full time positions in Iceland within the Landsbanki
Group were 1,413. At the start of November 2008, there were 1,186 full time positions in NBI and by the
end of 2009 there were 1,142. This is a reduction of nearly 20 % for Iceland but if the total number of
positions in Landsbanki in September 2008 is used for comparison then the reduction is 57 %. This
reduction would have been larger had it not been for the personnel required to deal with the difficulties
of the bank’s customers and general workload due to the difficult economic situation.

3.6.3. Operations of NBI were formed into four business segments
3.6.3.1. Retail banking

Retail banking contains all services to individuals and small businesses. The new bank’s market share for
individuals remains around 28 % as it had for the old bank for many years. NBI has not launched any major
new product initiatives except for various solutions aimed at helping customers in payment difficulties.
These new products have been mirrored across the banking sector with each bank offering broadly the same
solutions. In addition to this (subsidiary) SP Fjarmognun offers leasing services to individuals. This business
has been greatly reduced as the sales of new cars are only a fraction of what it was before the autumn of
2008. No significant retail banking operations were discontinued following the creation of the new bank in
October 2008.

3.6.3.2. Corporate banking

The main emphasis of the corporate banking division since October 2008 has been to ensure the viability
of the loan book through various solutions aimed at customers in difficulties, including payment holidays,
write-downs and grace periods. No significant operations of corporate banking were discontinued following
the formation of NBI in October 2008. Following the transfer of operations (comparing those in Iceland)
the number of employees was reduced by 26 %.

3.6.3.3. Investment banking

Investment banking provides investors with a range of financial services, including securities brokerage,
corporate finance, foreign exchange and derivatives trading. Investment banking also handles the bank’s
treasury and debt management and proprietary trading. Following the collapse all parts of the investment
banking division have seen greatly reduced levels of trading volumes. This is partly explained by the
currency restrictions in place but also by the greatly reduced size of the equity and bond markets.
Following the transfer of operations (comparing those in Iceland) the number of employees was reduced
by 38 %.

3.6.34. Asset management

Asset management and private banking includes fund and wealth management services, provided by
divisions of the bank and its subsidiary Landsvaki hf. The volume of business has been greatly reduced
post crisis and the market share of NBI fund services has been reduced from around 30 % pre crisis to
around 10 % post crisis. No significant operations of asset management were discontinued following the
formation of NBI. After the transfer of operations (comparing those in Iceland) the number of employees
was reduced by 45 %.
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3.6.4. Summary

Following the collapse of LBI in the beginning of October 2008, no operations outside of Iceland were
transferred to NBIL This had the effect that at inception NBI was a much smaller bank than LBI was
previously both in terms of the size of balance sheet (the new bank being only 25 % of the size of its
predecessor) and number of employees. Although most of the operations in place in Iceland were trans-
ferred to NBI, the size and scope of the operations was greatly reduced.

4. Position of the Icelandic authorities
4.1. State aid nature of the measures and compatibility with the EEA Agreement

In their notification the Icelandic authorities now accept that measures undertaken in order to establish NBI
constitute State aid. They contend however that the measures are compatible with the functioning of the
EEA Agreement under Article 61(3)(b), on the basis that they were necessary in order to remedy a serious
disturbance in the Icelandic economy.

The Icelandic authorities stress that the situation in Iceland in October 2008 was extreme and required
immediate action in order to restore financial stability and confidence in the Icelandic economy. The
Icelandic authorities’ intentions at this stage of the process were straightforward and basic, ensuring that
Icelanders had access to their deposit accounts and that some form of financial system survived. The
implications not only for the Icelandic economy, but also for Icelandic society, were grave.

The measures regarding Landsbanki/NBI were considered necessary because if the bank had not been
restored the systemic collapse that Iceland was already suffering would have intensified. The Authority
has also been provided with a letter from the CBI affirming the necessity of the measures taken. The
fact that NBI, and other Icelandic and European banks, suffered from the lack of liquidity as well as lack of
market and investors’ confidence meant it was not possible to fund the bank through the financial markets.
The intervention of the Icelandic State was necessary to strengthen the bank’s equity and liquidity position
and maintain its viability.

According to the Icelandic authorities the Government contribution of capital to NBI was therefore
necessary and essential to restore viability, and an important factor in restoring confidence in the
financial market with the aim of reconstructing a bank that will be viable in the long term without
State aid. Although it was not possible to ensure significant long-term involvement of the old bank’s
creditors, the State’s contribution is limited in size to what is absolutely necessary to ensure that NBI
meets minimum capital requirements, as defined by the FME.

According to the Authority’s Recapitalisation Guidelines, State recapitalisations should be remunerated
adequately. The part of the capitalisation of NBI borne by the Icelandic State as an owner of 81,33 %
(and potentially 100 %) of the bank’s shares, will be remunerated through the eventual sale of the bank by
the State. The Icelandic authorities argue that as far as applicable, the measures are also in line with the
principles set out in the Authority’s Recapitalisation Guidelines and should be acceptable by all standards.

The Icelandic authorities also stress that the shareholders of Landsbanki before the financial crisis have lost
their shares in the bank and have received no compensation from the State. The compensation provided to
the creditors of Landsbanki, through the Resolution Committee, is not compensation for the losses suffered
in connection with the collapse of the banks, but is compensation for assets allocated from the estate of the
old banks. The losses stemming from the fall of the old banks have not therefore been mitigated by the
Icelandic Government and the costs associated with the re-establishment of the bank must be seen as being
borne by the investors of Landsbanki. The measures are therefore consistent with the principle that the bank
should use its own resources to finance rescue and restructuring to the extent possible.

As regards competition in the banking market reference is made to decisions of the Icelandic Competition
Authority concerning Glitnir/Islandsbanki and Kaupthing/Arion ('), where it is stated that the establishment
of the three new banks has not changed the situation as regards competition in the retail banking market in
Iceland.

4.2. Possible alternatives

The Icelandic authorities are of the view that there were no other realistic alternatives to the actions taken in
October 2008. The purpose of the measures undertaken with regard to all three banks was to eliminate the
threat to the stability of the Icelandic economy that complete failure of the domestic banking system would
have entailed. To do so, the measures had to remedy the identified causes of banks’ problems — mainly
their size relative to the size of the Icelandic economy and their reliance on foreign credit facilities. The
instruments chosen by the Icelandic government represent the only credible measures available, given the

(') Cases 48/2009 and 49/2009: http://[www.samkeppni.is/samkeppni/en/decisions/?page=1&wildparam1=Ndesicion=
*2009*&s2=1


http://www.samkeppni.is/samkeppni/en/decisions/?page=1&wildparam1=Ndesicion=*2009*&s2=1
http://www.samkeppni.is/samkeppni/en/decisions/?page=1&wildparam1=Ndesicion=*2009*&s2=1
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status of the Icelandic economy, and were therefore both necessary and appropriate means to address these
problems. The scope of the measures as regards Landsbanki/NBI is, in the opinion of the Icelandic
authorities, limited to the minimum necessary, bearing in mind the serious economic situation of Iceland
and the need to rebuild the financial system in the country.

The total revenue in the Icelandic State budget for 2008 was ISK 460 billion and total GDP in 2007 was
ISK 1 308 billion (). The liabilities through deposits alone in the three large Icelandic banks were at the time
of their collapse around ISK 2 700 billion, of which 1 500 billion was held in foreign currencies in the
foreign branches of the banks. The foreign currency reserves of Iceland consisted of ISK 410 billion in
October 2008, which amounted to around 25 % of the value of deposits in the non-domestic branches.

The Authority also notes in this context the conclusions of the SIC Report, which refers in Section 4.5.6.2
of Chapter 4 (?) to attempts made during the course of 2008, given the concerns about the overblown size
of the Icelandic banking sector and limitations of the CBI as a lender of last resort, to strengthen the CBI's
foreign currency reserves. Requests were made to other Nordic central banks, the Bank of England, the
European Central Bank and the Federal Reserve Bank of New York for currency swap agreements, but
despite extensive efforts the CBI managed only to secure agreements with Nordic central banks (Sweden,
Denmark and Norway). The Bank of England considered the CBI's request carefully, but eventually declined
to participate. A letter from the Bank of England governor, Mervyn King, to his Icelandic counterpart, David
Oddson, illustrates the views of the United Kingdom's central bank (letter of 23 April 2008):

Tt is clear that the balance sheet of your three banks combined has risen to the level where it would be
extremely difficult for you effectively to act as a lender of last resort. International financial markets are
becoming more aware of this position and increasingly concerned about it. In my judgement, the only
solution to this problem is a programme to be implemented speedily to reduce significantly the size of
the Icelandic banking system. It is extremely unusual for such a small country to have such a large
banking system ... [ know you will be disappointed. But among friends it is sometimes necessary to be
clear about what we think. We have given much consideration to your proposal. In my judgement,
only a serious attempt to reduce the size of the banking system would constitute a solution to the
current problem. I would like to think that the international central banking community could find
a way to offer effective help to enable you more easily to construct a programme to reduce the size of
the banking system. I shall be willing to do all in our power to help you achieve that.

Later efforts included contacts with Timothy F. Geithner, President and CEO of the Federal Reserve Bank of
New York. The request was eventually declined on 3 October 2008. According to the SIC report, the main
reason given by the Federal Reserve was the size of the Icelandic banking system as for a currency swap
agreement to be effective, it would have had to be for a bigger amount than the Federal Reserve could
accept.

The Icelandic authorities did consider dividing the bank into a ‘good bank’ and a ‘bad bank’ by transferring
the healthy and valuable assets to a ‘good bank’ that should generally be able to finance itself on the market
and leaving the less valuable assets that are difficult to realise in a ‘bad bank’ funded by the State. However,
it was considered that due to the financial crisis, even ‘good’ Icelandic banks would probably not have been
able to seek sufficient capital to finance their operations despite a potentially healthy financial status.
Another problem for Iceland in using the ‘good bank/bad bank’ solution was that running a ‘bad bank’
would require substantial equity contributions from the Government. Faced with a situation where aid was
needed for three of the nation’s biggest banks (over 80 % of the nation’s banking system), which had
collective liabilities over 10 times bigger than Iceland’s GDP, it was the conclusion of the Icelandic
authorities that such an attempt would almost certainly lead to the state suffering major financial difficulties.
In combination therefore it was felt that such a solution would have lacked the credibility necessary in
a situation where the immediate problem faced by the banks was the run on their liabilities through the
termination of credit facilities and massive deposit withdrawals.

4.3. Timescales

In so far as the period of time it has taken to reach this stage is concerned the Icelandic authorities argue
that they faced severe and complex circumstances — a division of three commercial banks to save the
domestic part of a banking system and through that the economy, had as far as they are aware never been
done before. The task required the participation of many parties both domestic and foreign and in their
view some aspects of the split proved more difficult than the ‘good bank/bad bank’ method used in some
other countries where banking systems have encountered serious problems.

The first problem encountered was a practical one. One of the principal problems in executing the split was
that it was practically impossible to obtain confirmations and summary statements from third parties at the

(") See: http://www.statice.is[?Page]D=1267&src=/temp_en/Dialog/varval.asp?ma=THJ01102%26ti=Gross+domestic+
product+and+Gross+national+income+1980%2D2009%26path=../Database/thjodhagsreikningar/landsframleidsla/
%26lang=1%26units=Million ISK

(%) See: http://rna.althingi.is/pdf/RNABindil.pdf (see pp. 167-181).


http://www.statice.is/?PageID=1267&src=/temp_en/Dialog/varval.asp?ma=THJ01102%26ti=Gross+domestic+product+and+Gross+national+income+1980%2D2009%26path=../Database/thjodhagsreikningar/landsframleidsla/%26lang=1%26units=Million ISK
http://www.statice.is/?PageID=1267&src=/temp_en/Dialog/varval.asp?ma=THJ01102%26ti=Gross+domestic+product+and+Gross+national+income+1980%2D2009%26path=../Database/thjodhagsreikningar/landsframleidsla/%26lang=1%26units=Million ISK
http://www.statice.is/?PageID=1267&src=/temp_en/Dialog/varval.asp?ma=THJ01102%26ti=Gross+domestic+product+and+Gross+national+income+1980%2D2009%26path=../Database/thjodhagsreikningar/landsframleidsla/%26lang=1%26units=Million ISK
http://rna.althingi.is/pdf/RNABindi1.pdf

10.2.2011

Utedn{ véstnik Evropské unie

C 41[45

outset of the work. This, and the fact that the split was executed intra-month, led to the decision to leave all
nostro (') transactions in the old bank. In addition the bank had been subject to a bank-run during the last
days of its existence as a single entity, which resulted in complexities in reconciling the accounts in
question. In certain cases this proved impossible. Most of the transactions in question were only reconciled
between the banks in 2009. Suspense and error accounts also contained an extraordinary number of
records because the cash-flow of the bank had proceeded abnormally in the days preceding the crash.

Difficulties in communication with non-domestic banks also contributed to the fact that it was difficult to
reconcile and verify the bank’s positions in equity shares and other securities. During this period non-
domestic financial institutions were reluctant to share information regarding their business with Icelandic
banks, probably because of the high level of uncertainty surrounding the affairs of Landsbanki, including the
fear of weakening their position in potential litigation.

Within a short period of time it became evident that the creditors of the old banks were very unhappy with
the asset valuation process that had been established. They considered the process to be one-sided in that
their input was not taken into account as a part of the valuation process. As a result the procedure was
changed in February 2009 into a formal negotiating process with the participation of domestic and foreign
creditors. This process proved time consuming as a large number of international creditors and their
advisors needed to participate at the negotiation table (2).

Another factor in the delay of the process was the development of each of the new banks’ initial business
plans — a necessary element in the negotiations with the creditors. The banks were not ready to present
their business plans until they had had the opportunity to go through the valuation of transferred assets
prepared by Deloitte, as the opening balance sheet would be the foundation of such business plans (*). The
banks presented five-year business plans to the creditors in June 2009 following which the negotiations
were able to begin. In their business plans the new banks put forward their own valuation of transferred
assets which was not consistent with the Deloitte valuation. As the Deloitte valuation was not an exact
number but a wide range, a Deloitte valuation number could not be entered into the opening balance sheet
of the new banks. The new banks’ valuation of the assets transferred was at the low end or below the low
end of the Deloitte valuation, while the creditors’ view stood at the high end or above the high end of the
Deloitte valuation. A complex negotiation process followed in which both sides were far apart. In the end it
became necessary to develop contingent compensation instruments to bridge the gap between the parties.

When the split was made between each old and new bank it became evident that there would be a massive
currency mismatch in the new banks’ balance sheets. The deposits transferred were mainly ISK denominated
and the loan assets mainly foreign currency denominated or linked. This created potentially major market
risks in the new banks that had to be addressed before the capitalisation could take place. The process of
addressing this issue was time consuming and only partially successful.

During the negotiations it became evident that the creditors in the other two banks (Glitnir and Kaupthing)
had an interest in capitalising the banks themselves and become the majority owners. To respond to this
possibility, two alternative positions had to be formulated during the negotiations. After the creditors had
opted for ownership of the bank a due diligence exercise had to be performed by the creditors’ advisors,
which also was time consuming.

Finally, the Icelandic authorities argue that account should be taken of the fact that from October 2008
until the autumn of 2009 the remainder of the financial sector in Iceland was far from stable, and in fact,
during this period almost all financial undertakings in Iceland were taken over by the FME.

The Authority specifically requested information on why full business plans are still not available for the
banks and why they have not been fully restructured. The Authority also requested information on why an
assessment of the true value of the assets of the banks is yet to be completed. According to the Icelandic
authorities, given the circumstances (in particular the impact on international creditors) it was considered
important to abide by the principles of good public governance, including moderation. Specifically, it was
thought that systematically and deliberately leaving damaged assets behind in the old banks (as would be the
case in a ‘good bank/bad bank’ scenario) would exceed what was strictly necessary to ensure the short to

(") An account at a foreign bank where a domestic bank keeps reserves of a foreign currency. Banks keep nostro accounts
so that they do not have to make a currency conversion (which brings with it foreign exchange risk) should an
account holder make a deposit or a withdrawal in that foreign currency.

It is also notable that during this period Iceland suffered political upheaval. A new minority government came to
power in February 2009, a government which later became a majority government after Parliamentary elections in
April the same year. The new government had in some cases different views to the former government and some
changes to the process had to be made.

Uncertainty concerning the valuations is evident from the fact that the asset value attributed to the new banks on their
provisional opening balance sheets was substantially different to the values eventually agreed upon and incorporated
into the balance sheet when the banks were recapitalised.
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medium-term operability of the new banks. For this reason, insofar as the basic principle of a domestic-
foreign split was considered sufficient to ensure operability of the new banks in the short to medium term,
‘cherry picking’ of good assets was deliberately avoided. Another reason for doing so was that it was
considered that successfully valuing the assets (and therefore their degree of impairment) was a highly
complex exercise.

These considerations were borne out by the events. Despite considerable time and resources allocated to the
task, the professional firm engaged to assess the true net value of the assets transferred was unable to give
a precise estimate. After months of negotiations, supported by some of the world’s most renowned
professional firms and investment banks, the stakeholders eventually settled on contingent compensation
instruments for all three banks due to this uncertainty. The likely implication is that although certain
margins can be, and have already been, established regarding the lower limits of asset value, only time
can tell with sufficient precision what the true value of the transferred asset portfolios will be. The Icelandic
authorities also argue that it is clear that establishing the new banks without performing a ‘good bank/bad
bank split’ — i.e. without ensuring that the level of impairment in their portfolios was kept within very
strict boundaries — meant that the entities weren't inherently viable. According to the Icelandic authorities
the long-term viability of the banks cannot be achieved without first creating banks that are operable and
functional in the short to medium-term before undertaking further restructuring. The process of assessing
the viability of the banks is therefore ongoing but the Icelandic authorities have committed to providing
a restructuring plan as soon as possible.

II. ASSESSMENT
1. The presence of State aid
State aid within the meaning of Article 61(1) EEA
Agreement Article 61(1) of the EEA Agreement reads as follows:

‘Save as otherwise provided in this Agreement, any aid granted by EC Member States, EFTA States or
through State resources in any form whatsoever which distorts or threatens to distort competition by
favouring certain undertakings or the production of certain goods shall, in so far as it affects trade
between Contracting Parties, be incompatible with the functioning of this Agreement.’

The Authority will assess the following measures below:

— the initial operating capital provided by the Icelandic State to the new bank,

— the partial (and potentially full) State capitalisation of the new bank,

(the above measures are referred to collectively below as ‘the capitalisation measures’.)

— the Icelandic Government's statement to guarantee domestic deposits in all Icelandic banks in full.

1.1. Presence of State resources

It is clear that the capitalisation measures are financed through State resources provided by the Icelandic
Treasury.

The primary intention of the statement made by the Icelandic authorities safeguarding domestic deposits
was to reassure deposit holders and to stop widespread run on deposits in the (old) banks. The deposit
guarantee was implemented in practice through the use of powers under the Emergency Act to change the
priority of deposit holders in bankruptcy proceedings and by transferring the liabilities for deposits to the
newly established banks, which were initially fully capitalised by the State. According to statements made by
the Icelandic authorities, however, a full guarantee of all deposits in Icelandic banks remains in place. The
Authority wishes to further investigate whether the notice issued (and subsequent references to it) was
a precise, firm, unconditional and legally binding statement such as to involve a commitment of State
resources (1).

1.2. Favouring certain undertakings or the production of certain goods

Firstly, the aid measure must confer on the new bank advantages that relieve it of charges that are normally
borne from its budget.

The Authority is again of the view that each of the capital measures confers an advantage on the new bank
as the capital provided would not have been available to the bank without State intervention. The approach
taken both by the European Commission (in numerous cases since the financial crisis began (%) and by

(") See in this respect the judgment of the General Court in joined Cases T-425/04, T-444/04, T-450/04 and T-456/04,
France and others v Commission, judgment of 21 May 2010, not yet reported, paragraph 283 (on appeal).

(3) See for example Commission Decision of 10 October 2008 in Case NN 51/08 Guarantee scheme for banks in Denmark,
at paragraph 32, and Commission Decision of 21 October 2008 in Case C 10/08 IKB, at paragraph 74.
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the Authority (') in assessing whether State intervention to recapitalise banks amounts to State aid assumes
that, given the difficulties faced by the financial markets, the State is investing because no market economy
investor would be willing to invest on the same terms. The market economy investor principle is considered
not in apply to cases involving the capitalisation of financial institutions affected by the crisis that are in
difficulty. The Authority considers this to be the case notwithstanding the eventual (conditional) transfer of
18,77 % of the capital of the new bank to the (largely private sector) creditors. The private investor
involvement in the capitalisation of the new Icelandic banks is conditional and potentially temporary
and is made up entirely of creditors of the old banks who are not therefore investors acting freely in an
open market but are rather secking to minimise their losses in the most efficient manner (?).

Secondly, the aid measure must be selective in that it favours ‘certain undertakings or the production of
certain goods’. The capital measures are selective as they only benefit NBL Similar measures were also
implemented in the cases of the other two failed banks, and numerous other Icelandic financial institutions
have required assistance from the government. However not all Icelandic banks have received State aid, and
State support can in any event be selective in situations where one or more sectors of the economy benefit
and others don’t. This principle applies to the State guarantee on deposits which benefits the Icelandic
banking sector as a whole.

The Authority also considers that it is possible that the bank has benefitted (indirectly) from the statements
made by the Government safeguarding all domestic deposits, as in the absence of the guarantee the new
bank could have suffered from a run on its deposits like its predecessor (*). Accordingly, the Authority has
doubts as to whether the guarantee entailed an advantage for the bank.

1.3. Distortion of competition and affect on trade between Contracting Parties

The measures strengthen the position of the new bank in comparison to competitors (or potential
competitors) in Iceland and other EEA States and must therefore be regarded as distorting competition
and affecting trade between the Contracting Parties to the EEA Agreement (¥).

1.4. Conclusion

The Authority’s preliminary conclusion, therefore, is that each of the measures taken by the Icelandic State
to capitalise the new bank involves State aid within the meaning of Article 61(1) of the EEA Agreement. It
also cannot exclude that aid to NBI is also present as a result of the deposit guarantee.

2. Procedural requirements

Pursuant to Article 1(3) of Part I of Protocol 3, ‘the EFTA Surveillance Authority shall be informed, in
sufficient time to enable it to submit its comments, of any plans to grant or alter aid (...). The State
concerned shall not put its proposed measures into effect until the procedure has resulted in a final
decision’.

The Icelandic authorities did not notify the aid measures to the Authority in advance of their implemen-
tation. The Authority therefore concludes that the Icelandic authorities have not respected their obligations
pursuant to Article 1(3) of Part I of Protocol 3. The granting of aid was therefore unlawful.

3. Compatibility of the aid
Assessment of the aid measure under Article 61(3) of the EEA Agreement.
3.1. The necessity, proportionality and appropriateness of the aid

In the Authority’s view it is beyond dispute that Iceland faced, and still faces, a serious disturbance in its
economy and that Landsbanki was of structural importance. In consequence the Authority will assess the
potential compatibility of the aid under Article 61(3)(b) of the EEA Agreement and the guidelines based
upon that sub-paragraph.

The Authority considers that this case, although not necessarily unique, is difficult to assess using the
traditional and commonly understood notions of on the one hand ‘rescue’ aid and the other ‘restructuring’
aid. For instance the restoration of the bank as an emergency measure in October 2008 involved both

(") See the Authority’s decision of 8 May 2009 on a scheme for temporary recapitalisation of fundamentally sound banks
in order to foster financial stability and lending to the real economy in Norway (205/09/COL) available at: http://
www.eftasurv.int/?1=1&showLinkID=16694&1=1

(3) See in this context similar reasoning adopted by the European Commission in respect of investments made by
suppliers of a firm in difficulty in Commission Decision C 4/10 (ex NN 64/09) — Aid in favour of Tréves (France).

(}) The Authority notes in this respect comments of the Governor of the CBI, who states in the foreword to the bank’s
Financial Stability report for the second half of 2010 that the ‘financial institutions’ capitalisation is currently protected
by the capital controls and the Government’s declaration of deposit guarantee’. See http://www.sedlabanki.is/lisalib/
getfile.aspx?itemid=8260 p. 5. See also Commission Decisions NN 48/08 Guarantee Scheme for Banks in Ireland,
paragraphs 46 and 47: http://ec.europa.cu/community_law/state_aids/comp-2008/nn048-08.pdf; and NN 51/08
Guarantee Scheme for Banks in Denmark: http://ec.europa.eu/community_law/state_aids/comp-2008/nn051-08.pdf

(* See in this respect Case 730/79 Phillip Morris v Commission (1989) ECR 2671.


http://www.eftasurv.int/?1=1&showLinkID=16694&1=1
http://www.eftasurv.int/?1=1&showLinkID=16694&1=1
http://www.sedlabanki.is/lisalib/getfile.aspx?itemid=8260
http://www.sedlabanki.is/lisalib/getfile.aspx?itemid=8260
http://ec.europa.eu/community_law/state_aids/comp-2008/nn048-08.pdf
http://ec.europa.eu/community_law/state_aids/comp-2008/nn051-08.pdf
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rescue aid and immediate enforced restructuring. Through this decision the Authority intends to assess,
retrospectively, the measures undertaken to restore the bank both through its initial creation and subsequent
capitalisation as rescue measures. Such aid can only, however, be approved on a temporary and conditional
basis. In the absence of a restructuring plan, the Authority is unable to fully assess the case and reach
a conclusion and in consequence the measures will be assessed once again — on this occasion as
a structural measure — upon receipt of the plan (). The Authority will at that stage assess the viability
of the bank and the requirement that the aid provided was the minimum necessary to ensure its viability.
The restructuring plan should include a full comparison of the old and new banks (for the purposes of
demonstrating that that problems should not re-occur), as well as an assessment of how ongoing restruc-
turing should secure the long-term viability of the bank.

In line with the general principles underlying the State aid rules of the EEA Agreement which require that
the aid granted does not exceed what is strictly necessary to achieve its legitimate purpose and that
distortions of competition are avoided or minimised as far as possible, and taking due account of the
current circumstances, support measures must be:

— well targeted in order to be able to achieve effectively the objective of remedying a serious disturbance in
the economy,

— proportionate to the challenge faced, not going beyond what is required to attain this effect, and

— designed in such a way as to minimise negative spill over effects on competitors, other sectors and other
EEA States.

In assessing the rescue measures undertaken to date, therefore, the Authority takes into account the
following.

3.1.1. The necessity of the measures

The Authority accepts the argumentation of the Icelandic authorities, and believes that it is largely self-
evident, that the State had to intervene in order to restore Landsbanki and the other two banks. The
Authority also notes the views of the CBI in this respect. It also accepts given the run on the banks and
the instability of the financial system that a State guarantee of deposits was required (?).

3.1.2. The method of restoring the bank — the appropriateness of the means employed to achieve the objective

The Authority accepts in principle the views of the Icelandic authorities that given the circumstances the
approach taken of restoring the domestic operations of the banks was likely to be the only credible and
effective means of safeguarding an Icelandic banking sector and the wider economy (}). Bank rescue
measures of a kind adopted elsewhere in the EEA; recapitalisation, restructuring, relief for impaired
assets, or a combination of each were unlikely to succeed. The scale of the problem and the sums of
public money that would have been necessary to remedy it, the disproportionate size of the three main
Icelandic banks, and the realistic threat that the entire system could collapse meant that the State’s options
were limited.

The measures however involved wide-ranging restructuring of the bank’s operations through the effective
divestiture of foreign operations, and potential further restructuring of domestic operations. The measure
can only therefore finally be considered to be appropriate if it can be demonstrated through the means of
a detailed restructuring plan that the bank is viable in the medium to long term.

3.1.3. The proportionality of the measures — limiting aid and distortions of competition to the minimum necessary

The Authority is conscious in this context that in light of the foreign operations of the Icelandic banks
remaining in the old banks (which are under administration), and in light of the Icelandic authorities
adopting similar measures to restore each of the three main banks in Iceland which make up over 80 %
of the domestic market (as well as also rescuing others (¥), the impact on competition and trade across the
EEA is limited.

(") This approach is similar to the one taken by the European Commission in the case of emergency aid for Ethias —
Belgium — case No NN 57/08.

(?) See paragraph 19 of the Authority’s temporary rules on the application of State aid rules to measures taken in relation
to financial institutions in the context of the current global financial crisis: http:/[www.eftasurv.int/?1=1&showLinkID=
16604&1=1

(*) This decision does not relate to any aspects of the internal market rules of the EEA Agreement that may apply in so
far as the division of foreign and domestic assets and liabilities is concerned.

(¥ A number of other financial institutions have also required State assistance. On 22 April 2010, the FME decided to
take control of BYR Savings Bank, to establish on its foundation a new limited liability company BYR hf. and to
transfer to BYR hf. assets and liabilities of the failed savings bank. At the same time FME decided to take control of
Keflavik Savings Bank and establish on its foundation SpKef Savings Bank to take over assets and liabilities of the
failed Keflavik Savings Bank. Measures for recapitalization of these two savings banks are under way and the Authority
awaits notification from the Icelandic authorities. On 21 June 2010, the Authority approved for a period of six
months a rescue scheme in support of five smaller savings banks in Iceland through settlement of claims owned by
the Central Bank of Iceland on the savings banks concerned.


http://www.eftasurv.int/?1=1&showLinkID=16604&1=1
http://www.eftasurv.int/?1=1&showLinkID=16604&1=1
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The amount of the capital provided is the minimum necessary in order to enable NBI to comply with the
minimum capital adequacy ratio set by the FME of 12 % Tier I capital and 4 % Tier II capital ().

In so far as the remuneration of the capital is concerned, paragraphs 26 to 30 of the Authority’s rules on
the recapitalisation of financial institutions specifies a method of calculating an ‘entry level' price for
capitalising fundamentally sound banks. Capitalisations of banks that are not fundamentally sound are
subject to stricter requirements and in principle the remuneration paid by such banks should exceed the
entry level. The Icelandic authorities do not envisage receiving a return in the form of a dividend on the
shares that they hold in the company, but hope to receive remuneration through an eventual sale of the
bank once it is in a sufficiently stable position to attract private investment. The Authority accepts that this
is to be expected given the purpose of the measures, which is to restore part of a collapsed bank. As
referred to in paragraph 11 of the Authority’s temporary rules concerning the recapitalisation of financial
institutions, a balance must be struck between competition concerns and the objectives of restoring financial
stability, ensuring lending to the real economy and dealing with the risk of insolvency. On the basis that in
the longer term the costs of the State’s intervention in the bank will be reflected in the restructuring plan
that must be submitted, the Authority considers that the Icelandic authorities’ assumption that they will
receive no return in the short to medium term to be acceptable. It is clear that (as envisaged by paragraph
44 of the rules) the bank has experienced far-reaching restructuring including a change in management and
corporate governarnce.

The Authority will, therefore, assess the compatibility of the aid paid through the provision of capital (and
the remuneration payable for the capital) as part of its full assessment of the restructuring of the bank. It
will also assess the duration of the State guarantee in this context.

3.2. Timescales

While the Authority regrets that the normal time scales for the duration of rescue measures have been
exceeded, a potential need for longer periods to restructure financial institutions was envisaged by the
European Commission and the Authority when adopting guidelines for the assessment of rescue and
restructuring aid granted as a result of the financial crisis (). The Authority accepts in particular that for
the various reasons put forward by the Icelandic authorities, delays were inevitable at least until the assets of
the bank could be valued and its ownership and capitalisation could be resolved. The Authority is also
aware of domestic litigation in Iceland concerning loans linked to foreign currencies which has had the
potential to have a major impact on the value of each bank’s assets, and led to considerable uncertainty for
many months (3). In addition it notes the content of the CBI's financial stability report for 2010/2 (*) which
refers among other matters to the fact that non-performing loans (90 days or more in default) of the
Icelandic commercial banks now total 39 % of all loans — a major political and economic issue given that
many loans have already been written down. The Authority is therefore willing to accept that given the
exceptional circumstances the rescue measures could be authorised and remain in place for a longer period
than is normally allowed. However, whilst the Authority accepts that there are also justifiable reasons for
further delay since the recapitalisation of the banks, the Authority is concerned at the lack of progress since
the autumn of 2009 in concluding a detailed restructuring plan. In the absence of the restructuring plan
therefore, the Authority has doubts concerning the compatibility of the measures with the EEA Agreement.

4. Conclusion

On the basis of the foregoing assessment, had the Icelandic authorities notified the capitalisation measures
and deposit guarantee involved in Phase 1 and Phase 2 of the process of restoring and restructuring
Landsbanki/NBI in advance, the Authority would in all probability temporarily approved the measures as
aid compatible with the functioning of the EEA Agreement. The aid granted could, however, only have been
considered compatible on a temporary basis, conditional upon the submission a detailed restructuring plan
for the bank and a satisfactory assessment by the Authority of its future viability. Although the Icelandic
authorities have committed to submit a restructuring plan for the Authority’s assessment, in view of the
time period that has elapsed since the aid was granted, the Authority is required to open a formal
investigation procedure into the measures adopted. The decision to open a formal investigation
procedure is without prejudice to the final decision of the Authority, which may conclude that the
measures in question do not constitute State aid or are compatible with the functioning of the EEA
Agreement.

(") The minimum capital requirement is in fact met through 16 % Tier I capital due to the State’s ownership.

(®) See paragraphs 10 and 24, and footnote 13, of the Authority’s guidelines: http:/[www.eftasurv.int/?1=1&showLinkID=
16604&1=1

() The issue is referred to in the CBI's Financial Stability Report for the second half of 2010 (pp. 18-21), http:/[www.
sedlabanki.is/lisalib/getfile.aspx?itemid=8260 and the Annual Report of the FME for 2010 (currently only available in
Icelandic, pp. 31-32): http://www.fme.is/lisalib/getfile.aspx?itemid=7604 See also the following news reports: http://
www.businessweek.com/news/2010-07-29 iceland-debt-outlook-cut-to-negative-at-moody-s-on-bank-ruling.html
http:/[www.businessweek.com/news[/2010-09-17 [iceland-ruling-may-save-banks-4-billion-in-losses.html

(* http://www.sedlabanki.is/lisalib/getfile.aspx?ittmid=8260


http://www.eftasurv.int/?1=1&showLinkID=16604&1=1
http://www.eftasurv.int/?1=1&showLinkID=16604&1=1
http://www.sedlabanki.is/lisalib/getfile.aspx?itemid=8260
http://www.sedlabanki.is/lisalib/getfile.aspx?itemid=8260
http://www.sedlabanki.is/lisalib/getfile.aspx?itemid=8260
http://www.businessweek.com/news/2010-07-29/iceland-debt-outlook-cut-to-negative-at-moody-s-on-bank-ruling.html
http://www.businessweek.com/news/2010-07-29/iceland-debt-outlook-cut-to-negative-at-moody-s-on-bank-ruling.html
http://www.businessweek.com/news/2010-09-17/iceland-ruling-may-save-banks-4-billion-in-losses.html
http://www.sedlabanki.is/lisalib/getfile.aspx?itemid=8260
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The Authority also regrets that the Icelandic authorities did not respect their obligations pursuant to Article
1(3) of Part I of Protocol 3. The Icelandic authorities are therefore reminded that any plans to grant further
restructuring (or other) aid to the bank must be notified to the Authority and approved in advance,

HAS ADOPTED THIS DECISION:

Article 1

The formal investigation procedure provided for in Article 1(2) of Part I of Protocol 3 is opened into the
measures undertaken by the Icelandic State to restore of certain operations of (old) Landsbanki hf and
establish and capitalise NBI hf.

Article 2

The Authority requires that a detailed restructuring plan for NBI be submitted as soon as possible and in
any event no later than 31 March 2011.

Article 3

The measures involve unlawful State aid from the dates of their implementation to the date of this Decision
in view of the failure by the Icelandic authorities to comply with the requirement to notify the Authority
before implementing aid in accordance with Article 1(3) of Part I of Protocol 3.

Article 4

The Icelandic authorities are requested to provide within one month from notification of this Decision all
documents, information and data needed for assessment of the compatibility of the aid measure.

Article 5

This Decision is addressed to the Republic of Iceland.

Article 6

Only the English language version of this Decision is authentic.

Done at Brussels, 15 December 2010.

For the EFTA Surveillance Authority

Per SANDERUD Sverrir Haukur GUNNLAUGSSON
President College Member
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Vyzva k pfedloZeni pfipominek podle ¢l. 1 odst. 2 ¢dsti I protokolu 3 k Dohodé mezi stity ESVO

o zfizeni Kontrolniho tfadu a Soudniho dvora ke stitni podpofe tykajici se obnoveni ur€itych

operaci (byvalé) Glitnir Bank hf a zaloZeni a kapitalizace New Glitnir Bank hf (nyni pod jménem
Islandsbanki)

(2011/C 41/06)

Rozhodnutim ¢ 494/10/KOL ze dne 15. prosince 2010, uvedenym v zdvazném znéni na strankdch
nasledujicich za timto shrnutim, zahdjil Kontrolni Gfad ESVO fizeni podle ¢l. 1 odst. 2 &sti I protokolu
3 k Dohodé¢ mezi stity ESVO o zfizeni Kontrolniho Gfadu a Soudniho dvora. Kopie tohoto rozhodnuti byla
pro informaci zasldna islandskym organtim.

Kontrolni tfad ESVO vyzyvd timto ozndmenim stity ESVO, clenské stity EU a zicastnéné strany, aby
piedlozily své piipominky k tomuto opatfeni, a to ve lhaté jednoho mésice od zvefejnéni tohoto ozndmenti,
na adresu Kontrolniho tifadu ESVO:

EFTA Surveillance Authority
Registry

Rue Belliard/Belliardstraat 35
1040 Bruxelles/Brussel
BELGIQUE/BELGIE

Pripominky budou sdéleny islandskym orgdntiim. Na zdkladé pisemné zddosti s uvedenim divodti mize byt
totoznost zacastnéné strany, kterd podavd piipominky, uchovdna v davérnosti.

SHRNUTI
Postup

Po dlouhych jedndnich mezi Kontrolnim tfadem a islandskymi orgdny, kterd ndsledovala po zhrouceni
islandského finan¢niho systému v fjnu 2008, tyto orgdny dne 15. zai 2010 zpétné ozndmily stdtni
podporu v rdmci obnoveni ur¢itych operaci Glitnir Bank a zaloZeni a kapitalizace New Glitnir Bank. Na
jedndni v Reykjaviku dne 29. zafi 2010 a v dopisech z 9., 11., 15. a 28. listopadu 2010 poskytly islandské
organy rovnéz dalsi informace.

Zjisténé skutecnosti

V fjnu 2008 celily tii hlavni islandské komer¢ni banky, Glitnir, Kaupthing a Landsbanki, obtizim pfi
refinancovani svych kratkodobych zdvazkt a hromadnému vybéru vkladt. Islandsky parlament piijal mimo-
fadny zdkon, ktery udélil statu Siroké pravomoci k zdsahim do bankovniho sektoru. Na zdkladé toho se
islandsky organ financniho dohledu (FME) ve dnech 7. a 9. ffjna 2008 rozhodl pfevzit kontrolu nad
¢innostmi viech tif bank a jmenoval vybory pro feSeni problémd, které pfevzaly pravomoci valnych hromad
akciondit a spravnich rad jednotlivych bank. Soucasné byly zaloZeny tii nové banky, New Glitnir (pozdéji
pfejmenovédna na Islandsbanki), New Kaupthing (pozdgji pfejmenovdna na Arion Bank) a NBI (obchodni
nazev Landsbankinn), které pfevzaly domdaci aktiva, zdvazky z vkladt a operace byvalych bank. Vylu¢nym
vlastnikem novych bank byl pivodné stit.

Opatieni tykajici se Islandsbanki:

1) V fjnu 2008 poskytl stat bance 775 miliont ISK (5 miliont EUR) v hotovosti jako pocatecni kapitdl
a zavazal se plné banku kapitalizovat.

2) Dne 14. srpna 2009 schvalil stat kapitalizaci Islandsbanki ve vysi 65 miliard ISK kapitdlu t¥idy 1 (Tier I)
v podobé stitnich dluhopist, kterd probéhla v ndsledujicim mésici.

3) Po dohodé¢ ze dne 15. fijna 2009 o vypofadani aktiv a zdvazkd z vkladt pfevedenych z (byvalé) Glitnir
do Islandsbanki vyuzil vybor pro feSeni probléma (byvalé) banky Glitnir opce na pfevzeti 95 % zaklad-
niho kapitdlu v Islandsbanki, pficemz stat si podrzel zbyvajicich 5 %. Statn{ kapitdl bude vyplacen pouze
v piipadé prodeje.
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4) Stat poskytl nové bance kapitdl tiidy 2 (Tier I) v podobé podiizeného ciziho kapitilu, vedeného
v eurech, odpovidajictho 25 miliarddm ISK. Splatnost téchto cennych papird je deset let od
30. prosince 2009 s ro¢ni trokovou sazbou 400 bazickych bodt nad drovni EURIBOR v prvnich
péti letech a 500 bazickych bodt nad trovni EURIBOR v obdobi mezi pitym a desitym rokem.

(Na vySe uvedend opatfeni se dile odkazuje spole¢né jako na ,kapitalizaéni opatfeni®)

5) Prohldseni islandské vlady zarucujici domdci vklady ve vSech islandskych komercnich bankach
a spofitelndch v plné vysi.

6) Statni zdruka za aktiva splatnd bance vyménou za to, Ze banka pfijme zdvazky z vkladd Straumur-
Burdaras Investment Bank (Straumur), nachdzejici se v konkurznim Fzeni.

7) Zvlastni dohoda o likviditni facilit¢ umoziiujici ptjcku statnich dluhopisd, které mohou slouzit jako
zdruka za kritkodobé pujcky z islandské centrdlni banky.

Hodnoceni

Podle pfedbéznych zavéra Kontrolniho tfadu zahrnuji kapitalizaéni opatfeni a zvlastni dohoda o likvidité
statn{ podporu ve prospéch Islandsbanki ve smyslu ¢l. 61 odst. 1 Dohody o EHP. Kontrolni dfad rovnéz
nemtize vyloudit, Ze prohldSeni islandské vlady o vkladech a statni zdruka za aktiva dluznd bance jako
vysledek dohody tykajici se banky Straumur pfedstavuji poskytnuti dodatené podpory.

Kontroln{ tifad bude poskytnutou podporu hodnotit podle ¢l. 61 odst. 3 pism. b) Dohody o EHP na zdkladé
toho, Ze byla nutnd k ndpravé vazné poruchy v islandském hospodafstvi. Opatieni podpory viak vyzaduji
pfedlozeni podrobného planu restrukturalizace Islandsbanki. Vzhledem k tomu, Ze takovy plin ptedlozen
nebyl, md Kontrolni Gfad pochybnosti o slu¢itelnosti opatfeni s Dohodou o EHP.

Zavér

V souvislosti s pfedchozimi Gvahami se Kontrolni tifad rozhodl zahdjit formalni vySetfovaci fizeni podle ¢l.
1 odst. 2 ¢asti I protokolu 3 k Dohodé mezi stity ESVO o ziizeni Kontrolniho tGfadu a Soudniho dvora.
Zicastnéné strany mohou piedklddat své pripominky ve lhité jednoho mésice od zvefejnéni tohoto ozna-
meni v Ufednim véstniku Evropské unie.

EFTA SURVEILLANCE AUTHORITY DECISION
No 494/10/COL
of 15 December 2010

opening the formal investigation procedure into State aid granted in the restoration of certain
operations of (old) Glitnir Bank hf and the establishment and capitalisation of New Glitnir Bank
hf (now renamed Islandsbanki)

(Iceland)

THE EFTA SURVEILLANCE AUTHORITY (‘the Authority’),

Having regard to the Agreement on the European Economic Area (the EEA Agreement), in particular to
Article 61 and Protocol 26,

Having regard to the Agreement between the EFTA States on the establishment of a Surveillance Authority
and a Court of Justice (‘the Surveillance and Court Agreement’), in particular to Article 24,
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Having regard to Protocol 3 to the Surveillance and Court Agreement (Protocol 3’), in particular to Article
1(3) of Part I and Articles 4(4) and 13(1) of Part II,

Having regard to the temporary rules regarding the financial crisis in Part VIII of the Authority’s State Aid
Guidelines (1),

Whereas:

I. FACTS
1. Procedure

On 2 October 2008, the Icelandic authorities informed the Authority of their intention to inject EUR 600
million of capital into Glitnir Bank in return for 75 % of its shares. The information was provided by way of
a draft notification said to be submitted for legal certainty only as it was contended that the measure did
not involve State aid. This proposal was however subsequently abandoned due to a further deterioration in
the financial position of the bank (and the other two main Icelandic commercial banks) and on 6 October,
the Icelandic Parliament (the Althingi) passed Act No 125/2008 on the Authority for Treasury
Disbursements due to Unusual Financial Market Circumstances etc. (referred to as the ‘Emergency Act),
which gave the State wide-ranging powers to intervene in the banking sector. On 10 October 2008, the
President of the Authority wrote to the Icelandic authorities and (among other matters) requested that State
aid measures taken under the Emergency Act be notified to the Authority, as the Icelandic authorities had
previously indicated that they would. On 14 October 2008, the Icelandic authorities submitted a further
draft notification, informing the Authority that in their opinion measures taken under the Emergency Act to
establish new banks as a result of the failure of the commercial banks did not involve State aid. A letter in
response was sent by the Authority on 20 October 2008 indicating that it considered this unlikely and
referred to the information that would be required in a notification. The matter was also discussed shortly
thereafter in a meeting in Reykjavik on 24 October 2008. Further contact and correspondence followed
periodically including notably a letter sent by the Authority on 18 June 2009 reminding the Icelandic
authorities of the need to notify any State aid measures, and of the standstill clause in Article 3 of Protocol
3. On 22 July 2009, the Icelandic authorities informed the Authority that heads of terms had been agreed
with resolution committees appointed to administer the estate of the (old) failed banks, which would lead to
each of the new banks being capitalised by the Icelandic State on 14 August 2009. The Icelandic authorities
again insisted that no State aid was involved and provided little information beyond what was already
publicly available. Correspondence continued and meetings between the respective authorities followed both
in August and November 2009, during which the Authority made it clear that from the limited information
it had received it believed that the capitalisation of the new banks was State aid that required notification.
Given that the measures had already been implemented, the Authority subsequently sought to assist the
Icelandic authorities in producing restructuring plans for the banks with the intention of proceeding directly
to assess the measures in one procedure. It transpired, however, that the authorities and the banks were not
yet in a position to produce definitive, detailed plans. State aid involved in the restoration of certain
operations of Glitnir and the establishment and capitalisation of a new Glitnir Bank (by then renamed
‘Islandsbanki’) was eventually notified retrospectively by the Icelandic authorities on 15 September 2010,
although the process of restructuring the bank in order to ensure its long-term viability remains ongoing.
The Icelandic authorities also submitted further information by letters of 9, 11, 15 and 28 November 2010
and in a meeting held in Reykjavik on 29 September 2010.

2. Background — the financial crisis and major causes of failure of the Icelandic banks

In their notification of the aid granted to New Glitnir/Islandsbanki, the Icelandic authorities explained that
the reasons for the collapse of the Icelandic banking sector and their need to intervene in the banking sector
were set out in considerable detail in a report prepared by a Special Investigation Commission (‘SIC)
established by the Icelandic Parliament (%), whose remit was to investigate and analyse the processes
leading to the collapse of the three main banks. In Sections 2.1 and 2.2 below, the Authority summarises
the conclusions of the Commission concerning the causes of failure most relevant to the demise of Glitnir
Bank. The information is drawn from Chapters 2 (Executive Summary) and 21 (Causes of the Collapse of
the Icelandic Banks — Responsibility, Mistakes and Negligence) of the SIC Report.

(") Available at: http:/[www.eftasurv.int/state-aid/legal-framework/state-aid-guidelines/

(®) The SIC's members were Supreme Court Judge, Dr jur. Pall Hreinsson; Parliamentary Ombudsman of Iceland, Mr
Tryggvi Gunnarsson; and Mrs Sigridur Benediktsdéttir Ph.D., lecturer and associate chair at Yale University, USA. The
report is available in full in Icelandic at: http:/[rna.althingi.is| and parts translated into English (including the Executive
Summary and the chapter on the causes of the collapse of the banks) are available at: http://sic.althingi.is/


http://www.eftasurv.int/state-aid/legal-framework/state-aid-guidelines/
http://rna.althingi.is/
http://sic.althingi.is/
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2.1. Causes of failure linked to the 2008 financial crisis and its impact on underlying problems of
Glitnir and the other main Icelandic banks

The global reduction in liquidity in financial markets that began in 2007 eventually led to the collapse of
the three main Icelandic banks, whose business operations had become increasingly dependant on raising
funding through international markets. The reasons for the demise of the Icelandic banks were however
complex and numerous. The SIC investigated the reasons which led to the collapse of the banks, and it is
notable that the majority of the conclusions applied to each bank and many are inter-related. Causes of
failure related to the banks’ activities are briefly summarised below.

2.1.1. Excessive and unsustainable expansion

The SIC concluded that in the years leading up to the collapse each of the banks had expanded their balance
sheets and lending portfolios beyond their own operational and managerial capacity. The combined assets of
the three banks had increased exponentially from ISK 1,4 trillion (*) in 2003 to ISK 14,4 trillion at the end
of the second quarter of 2008. Significantly, a large proportion of the growth of the banks was in lending
to foreign parties, which increased substantially during 2007 (?), most notably after the beginning of the
international liquidity crisis. This led the SIC to conclude that much of this increase in lending resulted from
loans made to undertakings that had been refused credit elsewhere. The report also concluded that
inherently riskier investment banking had become an ever increasing feature of the banks’ activities (and
growth) had contributed to the problems.

2.1.2. The reduction in finance available on the international markets

Much of the banks’ growth was facilitated by access to international financial markets, capitalising upon
good credit ratings and access to European markets through the EEA Agreement. The Icelandic banks
borrowed EUR 14 billion on foreign debt securities markets in 2005 on relatively favourable terms (3).
When access to European debt securities markets became more limited, the banks financed their activities
on US markets, with Icelandic debt securities packaged into collateralised debt obligations. In the period
before the collapse the banks were increasingly reliant on short-term borrowing, leading to major (and,
according to the SIC, foreseeable) re-financing risks.

2.1.3. The gearing of the banks’ owners

In the case of each major Icelandic bank, the principal owners were among the biggest debtors (#). Glitnir's
loans to major shareholders the Baugur Group and related parties, in particular the FL Group, were
substantial. In the spring of 2007, a new Glitnir board was appointed after the Baugur and FL Groups
significantly increased their shareholdings in the bank. Over the latter part of 2007 and beginning of 2008
loans to Baugur and companies related to Baugur nearly doubled, and at its peak lending to this group
amounted to 80 % of the bank’s equity (°). This increase in lending to major shareholders occurred despite
the fact that Glitnir was starting to face liquidity and refinancing problems. The SIC was of the view that
certain shareholders had abnormally easy access to borrowing from the banks in their capacity as owners. It
also concluded that there were strong indications that Baugur and the FL Group had tried to exert undue
influence on the bank’s management, and that the boundaries between the interests of the largest share-
holders and the interest of the bank were blurred. The emphasis on the major shareholders was therefore to
the detriment of other shareholders and creditors. When the bank collapsed, its outstanding loans to the
Baugur Group and affiliated companies was approximately EUR 2 billion, around 70 % of its equity. The SIC
also questioned the operation of money market funds operated by subsidiaries of the banks, which invested
heavily in securities connected to the owners of the banks. Glitnir Funds, a subsidiary of Glitnir, lent around
EUR 300 million to Baugur and the FL Group by investing 20 % of its total capital in their securities.

2.1.4. Concentration of risk

Related to the issue of the abnormal exposure to major shareholders was the conclusion of the SIC that the
banks’ portfolios of assets were insufficiently diversified. The SIC was of the view that European rules on
large exposure were interpreted in a narrow way, in particular in the case of the shareholders, and that the
banks had sought to evade the rules.

1) Icelandic kréna.

()

(%) Lending to foreign parties increased by EUR 11,4 billion from EUR 8,3 billion to EUR 20,7 billion in six months.
(’) Chapter 21.2.1.1 (page 4) of the Report.

() Chapter 21.2.1.2 (page 6) of the Report.

(°) The position was further exacerbated by foreign creditors of the largest Icelandic investment companies making
margin calls as a result of reduced collateral values, leading to the three main banks taking over the financing so
that the foreign banks could be repaid.
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2.1.5. Weak equity

Although the capital ratio of Glitnir (and the other two major banks) was always reported to be slightly
higher than the statutory minimum, the SIC concluded that the capital ratios did not accurately reflect the
financial strength of the banks. This was due to the risk exposure of the bank’s own shares through primary
collaterals and forward contracts on the shares. Share capital financed by the company itself, referred to by
the SIC as ‘weak equity’ (') represented more than 25 % of the banks’ capital bases (or over 50 % when
assessed against the core component of the capital, i.e. shareholders’ equity less intangible assets). Added to
this were problems caused by the risk the banks were exposed to by holding each other’s shares. By the
middle of 2008, direct financing by the banks of their own shares, as well as cross-financing of the other
two banks’ shares, amounted to approximately ISK 400 billion, around 70 % of the core component of
capital. The SIC was of the opinion that the extent of financing of shareholders’ equity by borrowing from
the system itself was such that the system’s stability was threatened. The banks held a substantial amount of
their own shares as collateral for their lending and therefore as share prices fell the quality of their loan
portfolio declined. This affected the banks’ performance and put further downward pressure on their share
prices; in response to which (the SIC assumed from the information in their possession), the banks
attempted to artificially create abnormal demand for their own shares.

2.2. Causes of failure based on deficient regulation of the banks by the State and the size of the banks
in relation to the rest of the Icelandic economy

2.2.1. The size of the banks

In 2001, the balance sheets of the three main banks (collectively) amounted to just over a year of the gross
domestic product (‘GDP’) of Iceland. By the end of 2007, the banks were international and held assets worth
nine times Icelandic GDP. The SIC report notes that by 2006, observers were commenting that the banking
system had outgrown the capacity of the Icelandic Central Bank (‘CBI) and doubted whether it could fulfil
the role of lender of last resort. By the end of 2007, Iceland’s short-term debts (mainly incurred financing
the banks) were 15 times larger, and the foreign deposits of the three banks were eight times larger, than
the foreign exchange reserve. The Depositors and Investors Guarantee Fund held minimal resources in
comparison with the bank deposits it was meant to guarantee. These factors, the SIC concludes, made
Iceland susceptible to a run on its banks (2).

2.2.2. The sudden growth of the banks in comparison with the regulatory and financial infrastructure

The SIC concluded that the relevant supervisory bodies in Iceland lacked the credibility that was necessary in
the absence of a sufficiently resourced lender of last resort. The report concludes that the Icelandic Financial
Supervisory Authority (the ‘FME) and CBI lacked the expertise and experience to regulate the banks in
difficult economic times, and could have taken action to reduce the level or risk that the bank were
incurring. The FME for example did not grow in the same proportion as the banks and their practices
did not keep up with the rapid developments in the banks’ operations. The report is also critical of the
government, concluding that the authorities should have taken action to reduce the potential impact of the
banks on the economy by reducing their size or requiring one or more bank to move their headquarters
abroad ().

2.2.3. Imbalance and overexpansion of the Icelandic economy as a whole

The SIC report also makes reference to events concerning the wider economy that also impacted upon the
banks’ rapid growth and contributed to the imbalance in size and influence between the financial services
sector and the remainder of the economy. The report concluded that government policies (in particular
fiscal policy) most likely contributed to the overexpansion and imbalance and that the CBI's monetary policy
was not sufficiently restrictive. The report also refers to relaxing the Icelandic Housing Financing Fund’s
lending rules as ‘one of the biggest mistakes in monetary and fiscal management made in the period leading
up to the banks’ collapse’ (). The report is also critical of the ease in which the banks were able to borrow
from the CBI, with the stock of CBI loans increasing from ISK 30 billion in the autumn of 2005 to ISK 500
billion by the beginning of October 2008.

2.2.4. The Icelandic kréna, external imbalances and CDS spreads

The report notes that in 2006, the value of the Icelandic kréna was unsustainably high, the Icelandic current
account deficit amounted to 16 % and rising, and liabilities in foreign currencies less assets neared total
annual GDP. The prerequisites for a financial crisis were in place. By the end of 2007, the value of the kréna
was depreciating and credit default swap spreads on Iceland and the banks rose exponentially.

(1) Chapter 21.2.1.4 (page 15) of the Report.

(%) These issues are discussed in more detail in the following paper by Willem H. Buiter and Anne Sibert: http:/fwww.
cepr.org/pubs/Policylnsights/Policylnsight26.pdf

() It was in fact the then coalition government’s stated policy to encourage more growth and to incentivise the banks to
remain headquartered in Iceland.

(*) Chapter 2, page 5 of the report.
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3. Description of the measures
3.1. Background

Prior to the financial crisis of 2008 Glitnir Bank was the third largest in Iceland. At the end of 2007 its
balance sheet amounted to ISK 2,949 billion (EUR c. 32,3 billion) and it made a net profit that year of
EUR 315 million. The bank’s main markets were in Iceland and Norway where it offered a range of financial
services, including corporate banking, investment banking, capital markets, investment management and
retail banking. Glitnir also had operations in Finland, Sweden, Denmark, UK, Luxembourg, US, Canada,
China and Russia. It held a number of subsidiary companies, the most significant being: Glitnir AB
(Sweden); Glitnir Bank Oyi (Finland); Glitnir Bank ASA (Norway); Glitnir Bank Luxembourg SA; and
Gltinir Asset Management Luxembourg. The bank’s international expansion was based on two specialised
industry sectors; seafood and sustainable energy (). Shares in the bank were listed on the Icelandic OMX.

3.2. The collapse of Glitnir Bank

In September 2008, a number of major global financial institutions began to experience severe difficulties.
In the midst of the turbulence in global financial markets and following the collapse of Lehman Brothers in
September 2008, Iceland’s three biggest commercial banks, which had experienced extraordinary growth
over the preceding years, encountered difficulties in refinancing their short-term debt and a run on their
deposits. Lehman Brothers filed for bankruptcy protection on 15 September and on the same day it was
announced that the Bank of America was to take over Merrill Lynch. Elsewhere, one of the United
Kingdom’s biggest banks, HBOS, had to be taken over by Lloyds TSB. Glitnir meanwhile, was experiencing
major difficulties in financing its activities. A bond issue had had to be cancelled due to a lack of interest, an
asset sale was not completed, and a German bank refused to extend two loans estimated at EUR 150
million. Market conditions also worsened dramatically after the fall of Lehman Brothers. On 24 September
2008, the Chairman of Glitnir's Board contacted the CBI to inform them that as a result of loans that had to
be repaid in October, the bank had an immediate shortfall of EUR 600 million. On 29 September, it was
announced that the Icelandic Government would provide Glitnir with EUR 600 million in return for 75 %
of its equity. The fact that EUR 600 million amounted to nearly a quarter of Iceland’s foreign currency
reserves, and that Glitnir had experienced refinancing problems for some time and had debt estimated at
EUR 1,4 billion to repay over the following six months (information that was publicly available) suggested,
however, that the proposal was not credible (3). The effect was a reduction in the value of issued Glitnir
shares from over ISK 200 billion to ISK 26 billion in one day. The Icelandic banks experienced massive
withdrawals of deposits not only abroad but also within Iceland. Domestic withdrawals became so large that
at one stage the Icelandic banks and the CBI were close to experiencing a shortage of cash. On
30 September 2008, the credit agency Moody’s lowered Glitnir's credit rating, triggering repayment obli-
gations for further loans. Margin calls of over a billion euro also followed. On 7 October 2008, Glitnir was
required to ask the FME to be taken under its control (3).

3.3. National legal basis for the aid measure

— Act No 125/2008 on the Authority for Treasury Disbursements due to Unusual Financial Market
Circumstances etc., commonly referred to as the Emergency Act

The Emergency Act gave the FME authority to intervene ‘in extreme circumstances’ and assume powers
of financial institutions’ shareholders meetings and board meetings, and decide on the disposal of their
assets and liabilities. The FME was also granted power to appoint resolution committees to financial
undertakings that it had taken over, which held the powers of shareholders’ meetings. In winding-up the
institutions, the Act gives priority status to claims by deposit holders and deposit guarantee schemes.
The Act also authorised the Icelandic Ministry of Finance to establish new banks. The Emergency Act
includes amendments of the Act on Financial Undertakings, No 161/2002, the Act on Official Super-
vision of Financial Activities, No 87/1998, the Act on Deposit Guarantees and Investor-Compensation
Scheme, No 98/1999, and the Act on Housing Affairs, No 44/1998.

— Supplementary State Budget Act for 2008 (Article 4)

— State Budget Act for 2009 (Article 6)

(") Glitnir's Annual Report for 2007, p. 40. The report is available here: http:/[tools.euroland.com/arinhtml/is-isb/2007/
ar_eng_2007/ Glitnir's Consolidated Financial Statements 2007 are available here: http://en.sff.is/mediajauglysingar/
Glitnir_Annual_Report_2007.pdf

(%) Page 13 of the Executive Summary to the Report (Chapter 2), fourth bullet point.

(’) Landsbanki was also placed in receivership on the same day and Kaupthing Bank followed two days later on
9 October 2008.


http://tools.euroland.com/arinhtml/is-isb/2007/ar_eng_2007/
http://tools.euroland.com/arinhtml/is-isb/2007/ar_eng_2007/
http://en.sff.is/media/auglysingar/Glitnir_Annual_Report_2007.pdf
http://en.sff.is/media/auglysingar/Glitnir_Annual_Report_2007.pdf

10.2.2011

Utedn{ véstnik Evropské unie

C 41/57

3.4. The intervention of the Icelandic State

The Icelandic authorities’ intervention can be categorised into three phases as follows: firstly, restoration of
basic banking in October 2008 through the formation of New Glitnir, the transfer of assets and liabilities,
and the provision of initial capital and a commitment to fully capitalise; secondly, loans made to properly
capitalise the new bank for the first time in the autumn of 2009 (before the majority of the bank was
acquired by the creditors of the old bank); and thirdly the restructuring of the bank, which began when the
bank was restored and is ongoing.

3.4.1. Phase 1: Restoration of certain operations of Glitnir Bank and the establishment of New Glitnir Bank

On 7 October 2008, the FME took control of Glitnir Bank in order to ensure the continuation of domestic
retail banking operations. This was done through the appointment of a Resolution Committee for Glitnir,
which assumed the authority of its board of directors; and the establishment by the Icelandic Government,
on 8 October 2008, of New Glitnir Bank (later renamed Islandsbanki), wholly owned by the State. On
14 October 2008, the FME transferred the liabilities for deposits held in Glitnir, except for those held in
foreign branches, to the new bank. The total amount of liability for domestic deposits transferred was
ISK 353 488 479 000. Certain assets were also transferred to the new bank based on a principle (that was
subject to certain exceptions) that assets connected to the old bank’s domestic operations were to be
credited to the new bank with the remainder staying with the old bank (!). The FME also published an
internal memorandum setting out ‘guiding principles’ for what was to be transferred not only to
Islandsbanki but also to new successor banks that were formed following the collapse of Kaupthing and
Landsbanki ().

In return for the assets transferred to the new bank, the old bank was to be compensated to the sum of the
difference between the value of the assets transferred and the amount of the liabilities (deposits) transferred.
In accordance with Article 5 of the Emergency Act and the subsequent decisions of the FME on the disposal
of assets and liabilities of the old banks, the FME commissioned a valuation of the net assets transferred
from the old banks to the respective new banks. Deloitte LLP was appointed by the FME on 24 December
2008 to prepare the net asset valuations of each of the new banks. The process of valuation was however to
prove complex and lengthy.

Initial capital

The State provided ISK 775 million (EUR 5 million) (%) in cash as initial capital to the new bank and in
addition issued a commitment to contribute up to ISK 110 billion to the new bank in return for all of its
equity. This figure was calculated as 10 % of an initial assessment of the likely size of the bank’s risk
weighted asset balance, and was formally included in the State budget for the year 2009 as an allocation of
government funds to address the extraordinary circumstances in financial markets. This allocation of capital
was intended to provide an adequate guarantee of the operability of the banks until issues relating to their
final re-capitalisation could be resolved, including the size of their opening balance based on a valuation of
compensation payable to the old bank for assets transferred.

Deposit guarantee

The initial rescue measures of the Icelandic Government also involved State backing of deposits in domestic
commercial and savings banks. An announcement from the Prime Minister’s Office of 6 October 2008
stated that the ‘Government of Iceland underlines that deposits in domestic commercial and savings banks
and their branches in Iceland will be fully covered’ (*). This announcement has since been repeated by the
Office of the current Prime Minister in February and December 2009 (°). Moreover, reference was made to it
in a letter of intent sent by the Icelandic Government to the International Monetary Fund (and published on
the website of the Ministry of Economic Affairs and of the IMF) on 7 April 2010 (and repeated in a further
letter of intent dated 13 September 2010). The letter (which was signed by the Icelandic Prime Minister,

(") The decision of the FME was subsequently amended several times. The decisions are available here: http://www.fme.is|
?PagelD=867

(®) The document is available here: http:/[www.fme.is/lisalib/getfile.aspx?itemid=6021

(}) Monetary figures are referred to in this section first in the currency in which the capital was provided, followed by
a reference in brackets to the corresponding amount in ISK or EUR (as appropriate) where it has been provided by the
Icelandic authorities.

(*) The English translation of the announcement is available at: http:|/eng.forsaetisraduneyti.is/news-and-articles/nr/3033

() http://www.efnahagsraduneyti.is/frettir/frettatilkynningar/nr/2842
http:/[www.efnahagsraduneyti.is/frettir/frettatilkynningar/nr/3001 The Minister for Economic Affairs has also referred
to it recently in an interview with Vidskiptabladid on 2 December 2010, p. 8: [The declaration] will be withdrawn in
due course. We do not intend to maintain unlimited guarantee of deposits indefinitely. The question when it will be
withdrawn depends, however, on when an alternative and effective deposit system will come into force and a financial
system which will have fully resolved its issues’ (the Authority’s translation).


http://www.fme.is/?PageID=867
http://www.fme.is/?PageID=867
http://www.fme.is/lisalib/getfile.aspx?itemid=6021
http://eng.forsaetisraduneyti.is/news-and-articles/nr/3033
http://www.efnahagsraduneyti.is/frettir/frettatilkynningar/nr/2842
http://www.efnahagsraduneyti.is/media/Acrobat/Letter_of_Intent_2nd_review_-_o.pdf
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Minister for Finance, Minister for Economic Affairs and Governor of the CBI) states that ‘At the present
time, we remain committed to protect depositors in full, but when financial stability is secured we will plan
for the gradual lifting of this blanket guarantee’ (*). Furthermore, in the section of the bill for the Budget Act
2011 concerning State guarantees, reference is made in a footnote to the Icelandic Government’s declaration
that deposits in Icelandic banks enjoy a State guarantee (?).

3.4.2. Phase 2: Rescue/Restructuring of Islandsbanki (New Glitnir) through recapitalisation

On 20 July 2009, the Icelandic Government announced that it had determined the basis for capitalisation of
Islandsbanki and reached heads of agreement with the Resolution Committee of the old bank in relation to
how the old bank would be compensated for the transfer of net assets into the new bank. The Government
conditionally agreed with the Resolution Committee of Glitnir, that the creditors should, through the
Committee, be granted the option of obtaining majority ownership of Islandsbanki. This would in effect
involve the old bank providing the majority of the capital in Islandsbanki as a part of the compensation
agreement. In the event that Glitnir would not complete the subscription for shares in Islandsbanki, the
Government would retain full ownership. On 14 August 2009, the Government announced that it had
committed to capitalise Islandsbanki with ISK 65 billion of Tier I capital in the form of government bonds,
giving the bank a Core Tier I ratio of approximately 12 % (3).

On 13 September 2009, the Government announced that definitive agreements with the Resolution
Committee of Glitnir regarding the capitalisation of Islandsbanki, and the basis for compensation to
Glitnir and its creditors, had been signed. The agreement principally contained (alternative) provisions for:

1. Capitalisation under old bank (creditor) ownership (option 1)

Under this agreement the creditors of Glitnir had an opportunity to acquire control of Islandsbanki by
subscribing to new share capital. The payment for the new share capital was to be in the form of the
compensation instrument issued by Islandsbanki as payment for the net assets transferred from Glitnir to
Islandsbanki in October 2008. The Government would also contribute to the capital of the Islandsbanki in
the form of Tier II capital (subordinated loan) amounting to ISK 25 billion (giving the bank a Tier II ratio of
approximately 4 %). The Government would also hold minority ordinary share capital, amounting to 5 % of
Islandsbanki.

2. Capitalisation under Government ownership together with compensation
for net-asset transfer from the old bank to the new bank with various
mechanisms for re-assessment of fair value (option 2)

In the event that Glitnir's Resolution Committee decided not to acquire control of Islandsbanki, the
Government would continue to own the bank. In this case, the compensation for the transferred net
asset value would be paid through bond instruments. The compensation was to consist of three bonds
(A, B and Q): the A bond was for a fixed (definite) amount of ISK 52 billion (¥, and in the event that the
performance of the bank exceeded certain parameters agreed between the parties a B bond (of ISK 17
billion, which taken together with Bond A would total ISK 69 billion) and a C bond (of ISK 63 billion,
which taken together with Bonds A and B would total ISK 132 billion) would become effective. Glitnir was
also to be granted an option to buy 90 % of the Government’s shares in Islandsbanki exercisable between
2011 and 2015 at a price which would provide an appropriate level of return on the Government's
investment.

Tier [ capital contribution

On 15 October 2009, Glitnir's Resolution Committee decided, on behalf of its creditors, to exercise option
1 and take 95 % of the share capital in Islandsbanki. This was done by the Resolution Committee accepting
this share of the bank in return for relinquishing its rights under the agreed bonds (A, B and C). The option
terms were fixed on 11 September 2009, when the accrued value of the government bonds used to
capitalise the bank at ISK 65 billion as per 15 October 2008 was ISK 72,2 billion. On the basis of the

(") The relevant paragraph can be found at Section 16 (p. 6) of the letter: http://www.efnahagsraduneyti.is/media/Acrobat/
Letter_of_Intent_2nd_review_-_o.pdf

(3 http:/[hamar.stjr.is/Fjarlagavefur-Hluti-1[/GreinargerdiragRaedur/Fjarlagafrumvarp/2011/Seinni_hluti/Kafli_8.htm

() Also in August 2009, the FME imposed a minimum requirement of a 12 % Core Tier I capital ratio and a 16 % CAD
ratio as a discretionary minimum capitalisation for Islandsbanki (the same as for NBI and Arion), to be maintained for
at least 3 years. The definition of Core Tier I capital includes only equity, i.c. share capital and retained earnings, but
does not include subordinated loans or other types of hybrid capital instruments.

(*) This was the only valuation which appeared on the balance sheet of the bank as the other two bonds were contingent
in nature and were referred to only in notes to the bank’s financial report. The net nominal value of the transferred
assets was ISK 568,3 billion.
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accrued value of the on-balance sheet element (!) of the creditors’ compensation instrument (i.e. bond
A which had a nominal value ISK 52 billion and accrued value ISK 66 billion), the creditors were
entitled to a share of 91,3 % of the bank, but a further 3,7 % share was conceded during negotiations.
The State retained the remaining 5 % through its contribution of ISK 5,5 billion in capital (ISK 6,2 billion in
accrued terms). The total share capital was therefore ISK 72,2 billion in accrued terms (corresponding to
ISK 65 billion in 15 October 2008 terms). As part of the agreement it was agreed that the Resolution
Committee (creditors) would remunerate the State for total interest accrued on its investment over the
period the government held the bank to the sum of ISK 8,3 billion. This amounted to a yield of 12,8 %,
which annualised to 13,9 %. This concluded the settlement concerning those assets transferred from Glitnir
to Islandsbanki upon the collapse of the banks in October 2008.

Tier II capital contribution

The Government also provided the bank with a subordinated loan to strengthen its equity and liquidity
position, and therefore comply with the capital requirements of the FME. The subordinated loan is available
in euro and amounts to EUR 128 106 287 (ISK 25 billion) of Tier II capital in a form of an instrument
providing for Islandsbanki to issue unsecured subordinated notes. The term of the notes is ten years as of
30 December 2009. The instrument has built-in incentives for exit in the form of a step-up of interest after
five years. Under the agreement the interest rate per annum for the first five years is 400 basis points above
EURIBOR and in the period from five to ten years after the completion of the agreement the interest rate
per annum is 500 basis points above EURIBOR.

Special Liquidity Facility

In addition, as a condition for the creditors taking equity in the new bank, the Icelandic Government
concluded a further agreement with Islandsbanki on 11 September 2009 that would come into force if
Glitnir's Resolution Committee decided to exercise its option to become the majority owner of the bank (3).
Under the agreement the Ministry of Finance commits to lend repo-able government bonds in exchange for
specifically defined assets on terms and conditions specified in the contract up to a value of ISK 25 billion.

The main terms of the agreement to provide liquidity are as follows:
Max. loan amount: ISK 25 billion
Term: Until September 2012

Remuneration: 3,0 % on first ISK 8 billion; 3,5 % on next ISK 8 billion; 4,0 % for amounts above
ISK 16 billion

Fee: Islandsbanki is required to pay 0,5 % of the loan amount on each occasion new
securities are provided

Counter-security: Islandsbanki is required to provide counter-security for the loan of Treasury securities,
which can be financial assets in various forms.

According to the Icelandic authorities, this liquidity facility is required because the creditors’ decision to take
ownership of Islandsbanki significantly reduced the bank’s holding of repo-able assets and threatened its
ability to comply with supervisory requirements regarding liquidity reserves (3). According to the Icelandic
authorities the facility is intended as an additional measure to be used only when other sources of liquidity
are insufficient and the pricing and terms of the facility contain incentives to discourage its use if other
options are available.

The decision of the Resolution Committee in October 2009 was subject to the approval of the FME and the
Icelandic Competition Authority. Glitnir's Resolution Committee currently hold the shares on behalf of its
creditors through a special holding company, ISB Holding ehf., subject to significant restrictions aiming to
ensure good governance, provide incentives for a long-term perspective business model, and reduce
excessive risk-taking.

(") To be managed by the newly formed Icelandic State Banking Agency.

(®) An addendum was also signed on 13 January 2010 and a new agreement was concluded on 19 July 2010 in response
to certain remarks submitted by the FME.

(}) One of the FME's conditions required that that cash or cash-like assets should amount to 5 % of on-demand deposits
and the banks should be able to withstand a 20 % instantaneous outflow of deposits.
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3.4.3. Phase 3: Restructuring of Glitnir/Islandsbanki and the long-term viability of Islandsbanki

According to the Icelandic authorities, the restructuring process, which began by necessity through the
collapse of Glitnir and the transfer of its domestic assets and liabilities for domestic deposits to
Islandsbanki ('), remains incomplete. In view of the scale of the systemic collapse in comparison to the
resources at the Icelandic government’s disposal, and the lack of information available at the time of taking
control of the banks, it was not considered prudent to attempt to fully restructure the financial system at
that stage. Instead it was decided that a two-staged approach should be adopted. As a first stage, the
enforced split was intended to simultaneously achieve the aims of maintaining domestic banking services
and significantly scaling down the unsustainably large financial system. The domestic operations transferred
were however likely to represent an upper limit for the optimum size of a domestic Icelandic system and
further restructuring was likely. In order to continue the process three further steps were required. The first
was to settle the claims of international stakeholders (through the Resolution Committees of the old banks),
the second was the re-capitalisation of the banks, and the third was to clearly establish their future
ownership structure. The Icelandic authorities state that the three conditions were fulfilled in the first
quarter of 2010 when new owners took control of the new banks and elected the first Boards of
Directors with a mandate to develop a long-term business strategy on behalf of the future owners (3).
Further restructuring of the newly formed banks was intended to follow.

A likely consequence of the fact that the rescue approach adopted in Iceland was not (predominantly) based
on a ‘good bank/bad bank split’ is that extensive loan portfolio restructuring may have to be carried out by
the new banks themselves. Despite numerous issues that have caused delays, the new banks have all taken
important measures to avert impending losses by transferring impaired assets to specialised subsidiaries or
selling them to new owners. They have also developed various programmes intended to resolve debt related
issues in the retail and SME portfolios. Achievements have, however, been limited. Based on the ICAAP (%)
process currently ongoing in all three new banks, the FME expects to be able to systematically enforce and
document a definitive return to long-term sustainability by all three banks and conclude the restructuring of
the Icelandic financial system.

A restructuring plan will therefore need to be submitted to the Authority in order for it to conclude its
assessment of the State aid granted to Islandsbanki, and its assessment of the new bank’s viability, as soon
as possible.

3.5. Straumur securities lending agreement

On 9 March 2009, the FME, acting under the authority conferred upon it by the Emergency Act, assumed
the powers of the shareholders Straumur-Burdaras Investment Bank hf. (‘Straumur) and appointed
a Resolution Committee to replace its Board of Directors (*). After consultation with the Resolution
Committee, creditors, the CBI and the Ministry of Finance, on 17 March 2009 the FME transferred the
liabilities for deposits of Straumur to Islandsbanki (°). In return Straumur issued a bond collateralised against
its assets, as repayment for assuming the deposit obligations. The bond was issued on 3 April 2009 for the
amount of ISK 43 679 014 232 for a term up to 31 March 2013. The bond bears interest on that amount
of REIBOR (%) plus 190 basis points in the first 12 months before reducing to REIBOR plus 100 basis
points thereafter until maturity. Simultaneously, Islandsbanki and the Ministry of Finance entered into
a securities lending agreement, in which the Government effectively pledges repo-able government notes
as security for the Straumur claim, in return for which Islandsbanki can obtain liquidity from the CBI to the
extent that liquidity is required as a result of Islandsbanki assuming the liability for Straumur’s deposits.

In the agreement Islandsbanki is committed to returning to the State the amount of the government bonds
that equal the payments the bank receives under the bond issued by Straumur. The parties also agreed that
in the event that Islandsbanki does not receive full payment under the bond, and in the event that the State
had not paid the remaining debt, Islandsbanki would retain the outstanding government bonds. In effect,
therefore, Islandsbanki assumed Straumur's liabilities for deposits in return for government guaranteed
assets.

(") Glitnir had actually begun a process of restructuring in the latter part of 2007 due to its financial difficulties. This
included extensive cost cutting and redundancies.

(3) In the case of Islandsbanki this occurred on 25 January 2010.

() Internal Capital Adequacy Assessment Process, cf. Pillar II of the Basel Il recommendation of bank supervisors and
central bankers stating that it shall be the responsibility of the financial regulator to monitor and assess the ICAAP of
regulated banks.

(*) The decision is available in English at: http:|/fme.is/lisalib/getfile.aspx?itemid=6055

(°) The decision is available in English at: http://fme.is/lisalib/getfile.aspx?itemid=6077

(%) REIBOR denotes Reykjavik Interbank Offered Rate, representing the interbank market rate for short-term loans at
Icelandic commercial and savings banks. The approach is similar to how many countries use LIBOR as the base rate
for variable rate loans, but Icelandic banks use REIBOR (plus a premium) as the basis for supplying variable interest
rate loans in the Icelandic currency, the kréna.
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Table 1

3.6. A comparison of the old and new banks: Glitnir and Islandsbanki

[slandsbanki’s opening balance sheet compared with Glitnir's 2008 first half balance sheet

[slandsbanki hf,

Glitnir banki hf,

(SK m) 15.10.2008 30.6,2008 A%

Cash and balances with Central Bank 53,829 37,550 43%
Derivatives 0 278,404 - 100%
Bonds and debt instruments 3,762 217,873 - 98%
Shares and equity instruments 3,944 71,767 - 95%
Securities used for hedging 0 162,332 - 100%
Loans to banks 10,597 328,027 - 97%
Loans to customers 482,586 2,548,164 - 81%
Investments in associates 296 540 - 45%
Investment property 1,589 5,539 - 71%
Property and equipment 1,773 4,897 - 64%
Intangible assets 107 63,218 - 100%
Deferred tax assets 84 2,018 - 96%
Non-current assets held for sale 1,894 908 109%
Share subscription 64,225 0 100%
Other assets 6,279 141,560 - 96%
Total Assets 630,965 3,862,797 - 84%

Short positions 0 23,312 - 100%
Derivatives 0 109,903 - 100%
Deposits from Central Bank & banks 134,303 311,775 - 57%
Deposits from customers 361,302 709,584 —- 49%
Debt issued and other borrowed funds 53,808 2,241,976 - 98%
Subordinated loans 103 145,902 - 100%
Post-employment obligations 0 696 - 100%
Current tax liabilities 34 812 - 96%
Deferred tax liabilities 0 4,937 - 100%
Non-current liabilities held for sale 1,285 0 100%
Other liaabilities 14,471 113,465 - 87%
Total Liabilities and Equity 565,306 3,662,362 - 85%

Share capital 10,000 14,647 - 32%
Share premium 55,000 53,174 3%
Other reserves 37,143 - 100%
Retained earnings 94,744 - 100%
Minority interest 660 727 - 9%
Total Equity 68,030 200,435 - 66%

Total Liabilitues and Equity 630,965 3,862,797 - 84%
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The Authority will undertake a full assessment of the business plan of the new bank, including an analysis
of the differences between the old and new banks and the potential for the same or similar problems to re-
occur, following the submission by the Icelandic authorities of a detailed restructuring plan for the bank.
The Icelandic authorities have, however, submitted an overview of the fundamental changes that have
already taken place which the Authority considers to be relevant for the purposes of its current assessment.

Despite Glitnir having made extensive changes to its operations in the months preceding its collapse, there
are major differences between the new and old banks both in terms of their operations and scale.
Islandsbanki is a wholly domestic bank with no overseas obligations or operations whereas Glitnir was
an international bank with operations in 11 countries. Islandsbanki has four business segments;
Commercial[Retail Banking, Asset Management, Corporate and Investment Banking, and Treasury and
Capital Markets, all of which are focused on the domestic market. Most notably the scale of Islandsbanki’s
operations are substantially smaller than that of Glitnir; the old bank’s balance sheet of 3 ISK 862 billion
compared to the new bank’s ISK 631 billion amounts to a reduction of 84 %. A comparison of the old
bank’s balance sheet at June 2008 with the new bank’s opening balance sheet can be found at Table 1
above.

Glitnir had a diverse funding mix and was a large issuer of bonds and short-term paper sold worldwide.
Islandsbanki on the other hand relies mainly on deposits for funding. This, together with the likely inability
for the bank to source similar funding streams to its predecessor bank (in the short at least), limits the
bank’s ability to grow. When compared, key indicators of the two banks show considerable differences ('):

Total assets Loan book
4,500 4 3,500
4,000 1 3,000 2,876
3,500 4
3,000 - 2500
5§ 2500 A £ 2,000
& 2000 8 1500
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! 1,000
1,000 4 741
500 A 500
0 0
Glitnir islandsbanki Glitnir Islandsbanki
Equity Total deposits
250 1,200
1,021
200 1,000
800
T <
§ x 600
3} ]
= 100 =
76 400
50 200
0 0
Glitnir islandsbanki Glitnir islandsbanki

The new bank also has significantly fewer staff members. The average number of full time equivalent staff
employed by Glitnir during the first half of 2008 was 2 174 compared to 1 110 for Islandsbanki (including
subsidiaries) during the first 2009, a difference of 49 %. Again comparing the figures over the same period
for domestic operations only, the new bank also employed 242 fewer staff than had previously been
retained by Glitnir.

3.7. The business activities of the new bank

Across each of the new bank’s business segments, the operations were very different to those domestic
operations undertaken by the old bank before the collapse. A large proportion of the Commercial/Retail
Banking department’s activities was devoted to developing schemes to benefit customers in need of some
type of debt or payment adjustment, for which a special individual debt restructuring unit was formed. High
interest rates and high pre-existing household debt meant that new lending was very low. Asset
management activities (while stable in terms of volume due to the process of liquidating corporate bond
funds, deleveraging of clients and marking down of assets) suffered due to the impact of the financial sector
collapse on the Icelandic equity market and corporate bond markets. To adapt to the radically different
landscape in Icelandic financial markets, the liquidation of what had been large mutual funds as well as

(") The graphs are based on the figures for Glitnir in the first half of 2008 and Islandsbanki in the first half of 2009.
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a marked change in the risk appetite of clients, Asset Management focused on a government bond fixed
income market. In this respect three funds were established during the period as an option for clients whose
previous investments had been in funds that were liquidated. As in Retail Banking, debt restructuring was at
the forefront of the new bank’s Corporate and Investment Banking operations after the new bank was
formed. Staff spent a significant amount of their time assisting current customers, many of whom are in
distressed situations, in solving immediate challenges including payment holidays or some form of flexible
payment schemes, extending maturities and in some cases new lending. The Treasury and Capital Markets
segment also experienced drastic change due to a collapse in the Icelandic equities market, both in terms of
turnover and number of listed companies, and due to the capital controls on the Icelandic kréna. The focus
of trading activities was therefore on the government bond fixed income market, currently the only truly
active market in Iceland.

4. Position of the Icelandic authorities
4.1. State aid nature of the measures and compatibility with the EEA Agreement

In their notification the Icelandic authorities now accept that measures undertaken in order to establish
Islandsbanki constitute State aid. They contend however that the measures are compatible with the func-
tioning of the EEA Agreement under Article 61(3)(b), on the basis that they were necessary in order to
remedy a serious disturbance in the Icelandic economy. The Icelandic authorities stress that the situation in
Iceland in October 2008 was extreme and required immediate action in order to restore financial stability
and confidence in the Icelandic economy. The Icelandic authorities’ intentions at this stage of the process
were straightforward and basic; ensuring that Icelanders had access to their deposit accounts and that some
form of financial system survived. The implications not only for the Icelandic economy, but also for
Icelandic society, were grave.

The measures regarding Glitnir/Islandsbanki were considered necessary because if the bank had not been
restored the systemic collapse that Iceland was already suffering would have intensified. The Authority has
also been provided with a letter from the CBI affirming the necessity of the measures taken. The fact that
Islandsbanki, and other Icelandic and European banks, suffered from the lack of liquidity as well as lack of
market and investors’ confidence meant it was not possible to fund the bank through the financial markets.
The intervention of the Icelandic State was necessary to strengthen the bank’s equity and liquidity position
and maintain its viability. The fact that the creditors of Glitnir opted to acquire 95 % of Islandsbanki in lieu
of compensation for the assets transferred from Glitnir to Islandsbanki also greatly decreased the need for
a State contribution to the bank.

According to the Icelandic authorities the Government contribution of Tier II capital to Islandsbanki and the
liquidity facility was necessary and essential to restore viability, and an important factor in restoring
confidence in the financial market with the aim of reconstructing a bank that will be viable in the long-
term without State aid. The overall contribution is limited in size to what is absolutely necessary to ensure
that Islandsbanki meets minimum capital requirements, as defined by the FME. In order to minimise the
effect on competition, the same Tier II funding was made available to all of the three main banks, which
were in a comparable situation. According to the Icelandic authorities it is currently very difficult to
benchmark the interest against the market rates. Using market standards from the past it was customary
for Tier I instruments to bear interest a little higher than general unsecured bonds (25-50 basis points). The
bond negotiated between Islandsbanki and the Glitnir Resolution Committee on the other hand had
a LIBOR plus 300 basis points coupon and by comparison the interest negotiated by the Icelandic
Authorities on the Tier II bond is well above ‘market’ standard. The interest coupon is therefore acceptable.

The part of the capitalisation of Islandsbanki borne by the Icelandic State as an owner of 5 % of the bank’s
shares will be remunerated through the eventual sale of the State’s share. As far as applicable, the measures
are also in line with the principles set out in the Authority’s Recapitalisation Guidelines. The Icelandic
authorities argue that the risk profile of the new banks is relatively low and that in consequence the pricing
of capital provided should be at the lower end. They also argue that built-in incentives for exit are in place
(step-up of interest in five years) and that in consequence the remuneration should be compatible with the
EEA Agreement.

The Icelandic authorities also stress that the parties that were shareholders of Glitnir before the financial
crisis have lost their shares in the bank and have received no compensation from the State. The compen-
sation provided to the creditors of Glitnir, through the Resolution Committee, is not compensation for the
losses suffered in connection with the collapse of the banks, but is compensation for assets allocated from
the estate of the old banks. The losses stemming from the fall of the old banks have not therefore been
mitigated by the Icelandic Government and the costs associated with the re-establishment of the bank must
be seen as being borne by the investors of Glitnir. The measures are therefore consistent with the principle
that the bank should use its own resources to finance rescue and restructuring to the extent possible.
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As regards competition in the banking market reference is made to Decision No 48/2009 of the Icelandic
Competition Authority regarding Glitnir’s takeover of 95 % of shares in Islandsbanki, where it is stated that
the establishment of the three new banks has not changed the situation as regards competition in the retail
banking market in Iceland.

The Icelandic authorities contend that no aid is present in the transfer of assets and liabilities of Straumur
Bank to Islandsbanki, arguing that the transaction was made on commercial terms between two private
market operators.

4.2. Possible alternatives

The Icelandic authorities are of the view that there were no other realistic alternatives to the actions taken in
October 2008. The purpose of the measures undertaken with regard to all three banks was to eliminate the
threat to the stability of the Icelandic economy that complete failure of the domestic banking system would
have entailed. To do so, the measures had to remedy the identified causes of banks’ problems — mainly
their size relative to the size of the Icelandic economy and their reliance on foreign credit facilities. The
instruments chosen by the Icelandic government represent the only credible measures available, given the
status of the Icelandic economy, and were therefore both necessary and appropriate means to address these
problems. The scope of the measures as regards Glitnir/Islandsbanki is, in the opinion of the Icelandic
authorities, limited to the minimum necessary, bearing in mind the serious economic situation of Iceland
and the need to rebuild the financial system in the country.

The total revenue in the Icelandic State budget for 2008 was ISK 460 billion and total GDP in 2007 was
ISK 1 308 billion (*). The liabilities through deposits alone in the three large Icelandic banks were at the time
of their collapse ISK 2 761 billion, of which 1 566 billion was held in foreign currencies in the foreign
branches of the banks. The foreign currency reserves of Iceland consisted of ISK 410 billion in October
2008, which amounted to around 25 % of the value of deposits in the non-domestic branches.

The Authority also notes in this context the conclusions of the SIC Report, which refers in Section 4.5.6.2
of Chapter 4 (%) to attempts made during the course of 2008, given the concerns about the overblown size
of the Icelandic banking sector and limitations of the CBI as a lender of last resort, to strengthen the CBI's
foreign currency reserves. Requests were made to other Nordic central banks, the European Central Bank,
the Bank of England and the Federal Reserve Bank of New York for currency swap agreements, but despite
extensive efforts the CBI managed only to secure agreements with Nordic central banks (Sweden, Denmark
and Norway). The Bank of England considered the CBI's request carefully, but eventually declined to
participate. A letter from the Bank of England governor, Mervyn King, to his Icelandic counterpart,
David Oddson, illustrates the views of the United Kingdom's central bank (letter of 22 April 2008):

Tt is clear that the balance sheet of your three banks combined has risen to the level where it would be
extremely difficult for you effectively to act as a lender of last resort. International financial markets are
becoming more aware of this position and increasingly concerned about it. In my judgement, the only
solution to this problem is a programme to be implemented speedily to reduce significantly the size of
the Icelandic banking system. It is extremely unusual for such a small country to have such a large
banking system ... I know you will be disappointed. But among friends it is sometimes necessary to be
clear about what we think. We have given much consideration to your proposal. In my judgement,
only a serious attempt to reduce the size of the banking system would constitute a solution to the
current problem. I would like to think that the international central banking community could find
a way to offer effective help to enable you more easily to construct a programme to reduce the size of
the banking system. I shall be willing to do all in our power to help you achieve that’ (?).

Later efforts included contacts with Timothy F. Geithner, President and CEO of the Federal Reserve Bank of
New York. The request was eventually declined on 3 October 2008. According to the SIC report, the main
reason given by the Federal Reserve was the size of the Icelandic banking system as for a currency swap
agreement to be effective, it would have had to be for a bigger amount than the Federal Reserve could
accept.

The Icelandic authorities did consider dividing the bank into a ‘good bank’ and a ‘bad bank’ by transferring
the healthy and valuable assets to a ‘good bank’ that should generally be able to finance itself on the market
and leaving the less valuable assets that are difficult to realise in a ‘bad bank’ funded by the State. However,
it was considered that due to the financial crisis, even ‘good’ Icelandic banks would probably not have been
able to seek sufficient capital to finance their operations despite a potentially healthy financial status.

(") See: http:/[www.statice.is|?PagelD=1267 &src=[temp_en/Dialog/varval.asp?ma=THJ01102%26ti=Gross+domestic+
product+and+Gross+national +income+1980%2D2009%26path=../Database/thjodhagsreikningar/landsframleidsla/
%26lang=1%26units=Million ISK

(%) See: http:/[rna.althingi.is/pdf/RNABindil.pdf (see pp. 167-181). This Chapter is only available in Icelandic.

(}) Pages 172 and 173 of Chapter 4.


http://www.statice.is/?PageID=1267&src=/temp_en/Dialog/varval.asp?ma=THJ01102%26ti=Gross+domestic+product+and+Gross+national+income+1980%2D2009%26path=../Database/thjodhagsreikningar/landsframleidsla/%26lang=1%26units=Million ISK
http://www.statice.is/?PageID=1267&src=/temp_en/Dialog/varval.asp?ma=THJ01102%26ti=Gross+domestic+product+and+Gross+national+income+1980%2D2009%26path=../Database/thjodhagsreikningar/landsframleidsla/%26lang=1%26units=Million ISK
http://www.statice.is/?PageID=1267&src=/temp_en/Dialog/varval.asp?ma=THJ01102%26ti=Gross+domestic+product+and+Gross+national+income+1980%2D2009%26path=../Database/thjodhagsreikningar/landsframleidsla/%26lang=1%26units=Million ISK
http://rna.althingi.is/pdf/RNABindi1.pdf
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Another problem for Iceland in using the ‘good bank/bad bank’ solution was that running a ‘bad bank’
would require substantial equity contributions from the State. Faced with a situation where aid was needed
for three of the nation’s biggest banks (over 80 % of the nation’s banking system), which had collective
liabilities over 10 times more than Iceland’s GDP, it was the conclusion of the Icelandic authorities that such
an attempt would almost certainly lead to the State suffering major financial difficulties. In combination
therefore it was felt that such a solution would have lacked the credibility necessary in a situation where the
immediate problem faced by the banks was the run on their liabilities through the termination of credit
facilities and massive deposit withdrawals.

4.3. Timescales

In so far as the period of time it has taken to reach this stage is concerned the Icelandic authorities argue
that they faced severe and complex circumstances. A division of three commercial banks to save the
domestic part of a banking system, and through that the economy, had as far as they are aware never
been done before. The task required the participation of many parties both domestic and foreign and in
their view some aspects of the split proved more difficult than the ‘good bank/bad bank’ method used in
some other countries where banking systems have encountered serious problems.

The first problem encountered was a practical one. The intra-month transfer date for the assets and liabilities
(14 October 2008) caused major technical and audit difficulties. Entries for almost all assets and liabilities
had to be accrued manually on spreadsheets for the period between 30 September and 14 October. In
addition on a given intra-month date thousands of transfers are held in intermediary accounts waiting to be
recorded on the general ledger and reconciled on both sides. Auditing teams had to manually trace and
reconcile each open transaction with respect to its source and destination and determine whether it
belonged to the new or old bank. This work was not completed until February 2009.

Within a short period of time it became evident that the creditors of the old banks were very unhappy with
the asset valuation process that had been established. They considered the process to be one-sided in that
their input was not taken into account as a part of the valuation process. As a result the procedure was
changed in February 2009 into a formal negotiating process with the participation of domestic and foreign
creditors. This process proved time consuming as a large number of international creditors and their
advisors needed to participate at the negotiation table (*).

Another factor in the delay of the process was the development of each of the new banks’ initial business
plans — a necessary element in the negotiations with the creditors. The banks were not ready to present
their business plans until they had had the opportunity to go through the valuation of transferred assets
prepared by Deloitte, as the opening balance sheet would be the foundation of such business plans (?). The
banks presented five-year business plans to the creditors in June 2009 following which the negotiations
were able to begin. In their business plans the new banks put forward their own valuation of transferred
assets which was not consistent with the Deloitte valuation. As the Deloitte valuation was not an exact
number but a wide range, a Deloitte valuation number could not be entered into the opening balance sheet
of the new banks. The new banks’ valuation of the assets transferred was at the low end or below the low
end of the Deloitte valuation, while the creditors’ view stood at the high end or above the high end of the
Deloitte valuation. A complex negotiation process followed in which both sides were far apart. In the end it
became necessary to develop contingent compensation instruments to bridge the gap between the parties.

When the split was made between each old and new bank it became evident that there would be a massive
currency mismatch in the new banks balance sheets. The deposits transferred were mainly ISK denominated
and the loan assets mainly foreign currency denominated or linked. This created potentially major market
risks in the new banks that had to be addressed before the capitalisation could take place. The process of
addressing this issue was time consuming and only partially successful.

During the negotiations it became evident that the creditors in two of the banks (Glitnir and Kaupthing) had
an interest in capitalising the banks themselves to become the majority owners. To respond to this
possibility, two alternative positions had to be formulated during the negotiations. After the creditors
had opted for ownership of the bank a due diligence exercise had to be performed by the creditor
advisors, which also was time consuming.

(") It is also notable that during this period Iceland suffered political upheaval. A new minority government came to
power in February 2009, a government which later became a majority government after Parliamentary elections in
April the same year. The new government had in some cases different views to the former government and some
changes to the process had to be made.

(%) Uncertainty concerning the valuations is evident from the fact that the asset value attributed to the new banks on their
provisional opening balance sheets was substantially different to the values eventually agreed upon and incorporated
into the balance sheet when the banks were recapitalised.
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Finally, the Icelandic authorities argue that account should be taken of the fact that from October 2008
until the autumn of 2009 the remainder of the financial sector in Iceland was far from stable, and in fact,
during this period almost all financial undertakings in Iceland were taken over by the FME.

The Authority specifically requested information on why full business plans are still not available for the
banks and why they have not been fully restructured. The Authority also requested information on why an
assessment of the true value of the assets of the banks is yet to be completed. According to the Icelandic
authorities, given the circumstances (in particular the impact on international creditors) it was considered
important to abide by the principles of good public governance, including moderation. Specifically, it was
thought that systematically and deliberately leaving damaged assets behind in the old banks (as would be the
case in a ‘good bank/bad bank’ scenario) would exceed what was strictly necessary to ensure the short to
medium-term operability of the new banks. For this reason, insofar as the basic principle of a domestic-
foreign split was considered sufficient to ensure operability of the new banks in the short to medium-term,
‘cherry picking’ of good assets was deliberately avoided. Another reason for doing so was that it was
considered that successfully valuing the assets (and therefore their degree of impairment) was a highly
complex exercise.

These considerations were borne out by the events. Despite considerable time and resources allocated to the
task, the professional firm engaged to assess the true net value of the assets transferred was unable to give
a precise estimate. After months of negotiations, supported by some of the world’s most renowned
professional firms and investment banks, the stakeholders eventually settled on contingent compensation
instruments for all three banks due to this uncertainty. The likely implication is that although certain
margins can be, and have already been, established regarding the lower limits of asset value, only time
can tell with sufficient precision what the true value of the transferred asset portfolios will be. The Icelandic
authorities also argue that it is clear that establishing the new banks without performing a ‘good bank/bad
bank split' — i.e. without ensuring that the level of impairment in their portfolios was kept within very
strict boundaries — meant that the entities were not inherently viable. According to the Icelandic authorities
the long-term viability of the banks cannot be achieved without first creating banks that are operable and
functional in the short to medium term before undertaking further restructuring. The process of assessing
the viability of the banks is therefore ongoing but the Icelandic authorities have committed to providing
a restructuring plan as soon as possible.

II. ASSESSMENT
1. The presence of State aid
State aid within the meaning of Article 61(1) EEA

Agreement Article 61(1) of the EEA Agreement reads as follows:

‘Save as otherwise provided in this Agreement, any aid granted by EC Member States, EFTA States or
through State resources in any form whatsoever which distorts or threatens to distort competition by
favouring certain undertakings or the production of certain goods shall, in so far as it affects trade
between Contracting Parties, be incompatible with the functioning of this Agreement.’

The Authority will assess the following measures below:
— the initial operating capital provided by the Icelandic State to the new bank,
— the (temporary) full State capitalisation of the new bank,

— the retention by the State of the 5 % share capital remaining after 95 % of the share capital in the new
bank was transferred to the creditors of Glitnir, and

— the provision by the State of Tier II capital to the new bank by way of subordinated debt,

(the above measures are referred to collectively below as ‘the capitalisation measures))

— the special liquidity facility agreement,

— the Icelandic Government’s statement to guarantee domestic deposits in all Icelandic banks in full, and

— the Straumur agreement.
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1.1. Presence of State resources

It is clear that the capitalisation measures are financed through state resources provided by the Icelandic
Treasury. State resources are also present in the provision of liquidity to the bank as part of the compen-
sation for accepting the liabilities (deposits) of Straumur bank.

The primary intention of the statement made by the Icelandic authorities safeguarding domestic deposits
was to reassure deposit holders and to stop the widespread run of deposits on the (old) banks. The deposit
guarantee was implemented in practice through the use of powers under the Emergency Act to change the
priority of deposit holders in insolvent estates and by transferring the liabilities for deposits to the newly
established banks. According to statements made by the Icelandic authorities however, a full guarantee of all
deposits in Icelandic banks remains in place. The Authority wishes to further investigate whether the notice
issued (and subsequent references to it) was a precise, firm, unconditional and legally binding statement such
as to involve a commitment of State resources (!).

1.2. Favouring certain undertakings or the production of certain goods

Firstly, the aid measure must confer on the new bank advantages that relieve it of charges that are normally
borne from its budget. The Authority is again of the view that each of the capitalisation measures confers an
advantage on the new bank as the capital provided would not have been available to the bank without State
intervention. The approach taken both by the European Commission (in numerous cases since the financial
crisis began (%)) and by the Authority (}) in assessing whether State intervention to recapitalise banks
amounts to State aid assumes that, given the difficulties faced by the financial markets, the State is
investing because no market economy investor would be willing to invest on the same terms. The
market economy investor principle is considered not to apply in cases involving the capitalisation of
financial institutions affected by the crisis that are in difficulty. The Authority considers this to be the
case notwithstanding the eventual transfer of 95 % of the capital of the new bank to the (largely private
sector) creditors. The private investor involvement in the capitalisation of the new Icelandic banks is made
up entirely of creditors of the old banks who are not therefore investors acting freely in an open market but
rather are seeking to minimise their losses in the most efficient manner (4).

Secondly, the aid measure must be selective in that it favours ‘certain undertakings or the production of
certain goods’. The capitalisation measures are selective as they only benefit Islandsbanki. Similar measures
were also implemented in the cases of the other two failed banks, and numerous other Icelandic financial
institutions have required assistance from the government. However not all Icelandic banks have received
State aid, and State support can in any event be selective in situations where one or more sectors of the
economy benefit and others do not. This principle applies to the State guarantee on deposits which benefits
the Icelandic banking sector as a whole.

In so far as the special liquidity facility is concerned, paragraph 51 of the Authority’s temporary rules on the
‘application of State aid rules to measures taken in relation to financial institutions in the context of the
current global financial crisis’ provides that, following the Commission’s decision-making practice (°), the
Authority considers that the provision of a central bank’s funds to financial institutions will not constitute
aid when the following conditions are met:

— the financial institution is solvent at the moment of the liquidity provision and the latter is not part of
a larger aid package,

— the facility is fully secured by collateral, to which haircuts are applied, in function of its quality and
market value,

— the central bank charges a penal interest rate to the beneficiary, and

— the measure is taken at the central bank’s own initiative, and in particular is not backed by any counter-
guarantee of the State.

(") See in this respect the judgment of the General Court in joined Cases T-425/04, T-444/04, T-450/04 and T-456/04,
France and others v Commission, judgment of 21 May 2010, not yet reported, paragraph 283 (on appeal).

(®) See for example Commission Decision of 10 October 2008 in Case NN 51/08 Guarantee scheme for banks in Denmark,
at paragraph 32, and Commission Decision of 21 October 2008 in Case C 10/2008 IKB, at paragraph 74.

() See the Authority’s decision of 8 May 2009 on a scheme for temporary recapitalisation of fundamentally sound banks
in order to foster financial stability and lending to the real economy in Norway (205/09/COL) available at: http://
www.eftasurv.int/?1=1&showLinkID=16694&1=1

(*) See in this context similar reasoning adopted by the European Commission in respect of investments made by
suppliers of a firm in difficulty in Commission Decision C 4/10 (ex NN 64/09) — Aid in favour of Tréves (France).

() See for instance Northern Rock (O] C 43, 16.2.2008, p. 1).


http://www.eftasurv.int/?1=1&showLinkID=16694&1=1
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The Authority concludes that, given that the liquidity facility was negotiated as part of a package of State
assistance measures aiming to restore operations of a failed bank in a newly formed bank and to encourage

equity participation in the new bank by the creditors of the failed bank, the above conditions are not
fulfilled.

From the information provided to the Authority to date, the Authority cannot exclude that Islandsbanki has
also received a selective advantage through the transfer of assets and liabilities of Straumur Bank. An
advantage is prima facie present to the extent that the revenue (interest) it receives through partially State
guaranteed assets exceeds the cost (interest) of holding the deposits, and to the extent that the transfer of
deposit holders equates to goodwill and additional market share.

The Authority also considers that it is possible that the bank has benefitted (indirectly) from the statements
made by the Government safeguarding all domestic deposits, as in the absence of the guarantee the new
bank could have suffered from a run on its deposits like its predecessor (!). Accordingly, the Authority has
doubts as to whether the guarantee entailed an advantage for the bank.

1.3. Distortion of competition and affect on trade between Contracting Parties

The measures strengthen the position of the new bank in comparison to competitors (or potential
competitors) in Iceland and other EEA States and must therefore be regarded as distorting competition
and affecting trade between the Contracting Parties to the EEA Agreement ().

1.4. Conclusion

The Authority’s preliminary conclusion, therefore, is that the measures taken by the Icelandic State to
capitalise the new bank, as well as the liquidity facility, involve State aid within the meaning of Article
61(1) of the EEA Agreement. It also cannot exclude that aid to Islandsbanki is also present in the transfer to
it of Straumur’s assets and liabilities and as a result of the deposit guarantee.

2. Procedural requirements

Pursuant to Article 1(3) of Part I of Protocol 3, ‘the EFTA Surveillance Authority shall be informed, in
sufficient time to enable it to submit its comments, of any plans to grant or alter aid (...). The State
concerned shall not put its proposed measures into effect until the procedure has resulted in a final
decision’.

The Icelandic authorities did not notify the aid measures to the Authority in advance of their implemen-
tation. The Authority therefore concludes that the Icelandic authorities have not respected their obligations
pursuant to Article 1(3) of Part I of Protocol 3. The granting of aid was therefore unlawful.

3. Compatibility of the aid

Assessment of the aid measure under Article 61(3) of the EEA Agreement.

3.1. The necessity, proportionality and appropriateness of the aid

In the Authority’s view it is beyond dispute that Iceland faced, and still faces, a serious disturbance in its
economy and that Glitnir Bank was of structural importance. In consequence the Authority will assess the
potential compatibility of the aid under Article 61(3)(b) of the EEA Agreement and the guidelines based
upon that sub-paragraph.

The Authority considers that this case, although not necessarily unique, is difficult to assess using the
traditional and commonly understood notions of on the one hand ‘rescue’aid and the other ‘restructuring’
aid. For instance the restoration of the bank as an emergency measure in October 2008 involved both
rescue aid and immediate enforced restructuring. Through this decision the Authority intends to assess,
retrospectively, the measures undertaken to restore the bank both through its initial creation and subsequent
capitalisation as rescue measures. Such aid can only, however, be approved on a temporary and conditional
basis. In the absence of a restructuring plan, the Authority is unable to fully assess the case and reach a
conclusion and in consequence the measures will be assessed once again — on this occasion as a structural

(") The Authority notes in this respect comments of the Governor of the CBI, who states in the foreword to the bank’s
Financial Stability report for the second half of 2010 that the ‘financial institutions’ capitalisation is currently protected
by the capital controls and the Government's declaration of deposit guarantee’. See http:/[www.sedlabanki.is/lisalib/
getfile.aspx?itemid=8260 p. 5. See also Commission Decisions NN 48/08 Guarantee Scheme for Banks in Ireland,
paragraphs 46 and 47: http://ec.europa.eu/community_law/state_aids/comp-2008/nn048-08.pdf and NN 51/08
Guarantee Scheme for Banks in Denmark: http:|/ec.europa.eu/community_law/state_aids/comp-2008/nn051-08.pdf

(?) See in this respect Case 730/79 Phillip Morris v Commission [1980] ECR 2671.


http://www.sedlabanki.is/lisalib/getfile.aspx?itemid=8260
http://www.sedlabanki.is/lisalib/getfile.aspx?itemid=8260
http://ec.europa.eu/community_law/state_aids/comp-2008/nn048-08.pdf
http://ec.europa.eu/community_law/state_aids/comp-2008/nn051-08.pdf
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measure — upon receipt of the plan (!). The Authority will at that stage assess the viability of the bank and
the requirement that the aid provided was the minimum necessary to ensure its viability. The restructuring
plan should include a full comparison of the old and new banks (for the purposes of demonstrating that
that problems should not re-occur), as well as an assessment of how ongoing restructuring should secure
the long-term viability of the bank.

In line with the general principles underlying the State aid rules of the EEA Agreement which require that
the aid granted does not exceed what is strictly necessary to achieve its legitimate purpose and that
distortions of competition are avoided or minimised as far as possible, and taking due account of the
current circumstances, support measures must be:

— well targeted in order to be able to achieve effectively the objective of remedying a serious disturbance in
the economy,

— proportionate to the challenge faced, not going beyond what is required to attain this effect, and

— designed in such a way as to minimise negative spill over effects on competitors, other sectors and other
EEA States.

In assessing the rescue measures undertaken to date, therefore, the Authority takes into account the
following.

3.1.1. The necessity of the measures

The Authority accepts the argumentation of the Icelandic authorities, and believes that it is largely self-
evident, that the State had to intervene in order to restore Glitnir and the other two banks and avoid
a systemic failure of the Icelandic financial system. The Authority also notes the views of the CBI in this
respect. It also accepts given the run on the banks and the instability of the financial system that a State
guarantee of deposits was required (?).

3.1.2. The method of restoring the bank — the appropriateness of the means employed to achieve the objective

The Authority accepts in principle the views of the Icelandic authorities that given the circumstances, the
approach taken of restoring the domestic operations of the banks and guaranteeing domestic deposits was
likely to be the only credible and effective means of safeguarding an Icelandic banking sector and the wider
economy (3). Bank rescue measures of the kind adopted elsewhere in the EEA; recapitalisation, restructuring,
relief for impaired assets, or a combination of each were unlikely to succeed. The scale of the problem and
the sums of public money that would have been necessary to remedy it, the disproportionate size of the
three main Icelandic banks, and the realistic threat that the entire system could collapse meant that the
State’s options were limited.

The measures however involved wide-ranging restructuring of the bank’s operations through the effective
divestiture of foreign operations, and potential further restructuring of domestic operations. The measure
can only therefore finally be considered to be appropriate if it can be demonstrated through the means of
a detailed restructuring plan that the bank is viable in the medium to long term.

3.1.3. The proportionality of the measures — limiting aid and distortions of competition to the minimum necessary

The Authority is conscious in this context that in light of the foreign operations of the Icelandic banks
remaining in the old banks, and in light of the Icelandic authorities adopting similar measures to restore the
other two main banks in Iceland which together make up over 80 % of the domestic market (*), the impact

(") This approach is similar to the one taken by the European Commission in the case of Emergency aid for Ethias —
Belgium — Case No NN 57/08.

(%) See paragraph 19 of the Authority’s temporary rules on the application of State aid rules to measures taken in relation
to financial institutions in the context of the current global financial crisis: http:/[www.eftasurv.int/?1=1&showLinkID=
16604&1=1

(}) This decision does not relate to any aspects of the internal market rules of the EEA Agreement that may apply in so
far as the division of foreign and domestic assets and liabilities is concerned.

(% A number of other financial institutions have also required State assistance. In 22 April 2010 the FME decided to take
control of BYR Savings Bank, to establish on its foundation a new limited liability company BYR hf. and to transfer to
BYR hf. assets and liabilities of the failed savings bank. At the same time FME decided to take control of Keflavik
Savings Bank and establish on its foundation SpKef Savings Bank to take over assets and liabilities of the failed
Keflavik Savings Bank. Measures for recapitalisation of these two savings banks are under way and the Authority
awaits notification from the Icelandic authorities. On 21 June 2010, the Authority approved for a period of six
months a rescue scheme in support of five smaller savings banks in Iceland through settlement of claims owned by
the Central Bank of Iceland on the savings banks concerned.


http://www.eftasurv.int/?1=1&showLinkID=16604&1=1
http://www.eftasurv.int/?1=1&showLinkID=16604&1=1
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on competition and trade across the EEA is limited. The Authority is also of the view that the State
intervention in the case of Islandsbanki is prima facie proportionate as the process of ensuring that the
creditors of the old bank became the majority shareholders of the new bank meant that the Icelandic
authorities were able to ensure:

— firstly that the aid payable was kept to the minimum necessary to ensure private sector involvement in
the bank — something that may not otherwise have been achievable for many years, and

— secondly, that the amount of aid paid by the State was reduced substantially.

Although this was not achieved by undertaking a tender process due to the circumstances involved, the
Authority is of the view that it would not have been realistic to expect any other private sector investors to
have invested save for those already involved as creditors of the collapsed bank.

The amount of the capital provided is the minimum necessary in order to enable Islandsbanki to comply
with the minimum capital adequacy ratio set by the FME of 12 % Tier I capital (achieved through the
contribution of the creditors of Glitnir) and 4 % Tier II capital (provided by the subordinate loan of the
State). The liquidity facility is also considered to be necessary by the regulator.

In so far as the remuneration of the capital is concerned, paragraphs 26 to 30 of the Authority’s rules on
the recapitalisation of financial institutions specifies a method of calculating an ‘entry level price for
capitalising fundamentally sound banks. Capitalisations of banks that are not fundamentally sound are
subject to stricter requirements and in principle the remuneration paid by such banks should exceed the
entry level. Although the remuneration payable in the case of Islandsbanki does not most likely comply
with these requirements it is clear that (as envisaged by paragraph 44 of the rules) the bank has experienced
far-reaching restructuring including a change in management and corporate governance.

The Authority will further assess the aid granted through the remuneration payable for the capital and the
terms of the liquidity facility, as well as any aid paid through the transfer of liabilities and guaranteed assets
of Straumur, as part of its full assessment of the restructuring of the bank. It will also assess the duration of
the State guarantee in this context.

3.2. Timescales

While the Authority regrets that the normal time scales for the duration of rescue measures have been
exceeded, a need for longer periods to restructure financial institutions was envisaged by the European
Commission and the Authority when adopting guidelines for the assessment of rescue and restructuring aid
granted as a result of the financial crisis (*). The Authority accepts in particular that for the various reasons
put forward by the Icelandic authorities, delays were inevitable at least until the assets of the bank could be
valued and its ownership and capitalisation could be resolved. The Authority is also aware of domestic
litigation in Iceland concerning loans linked to foreign currencies which has had the potential to have
a major impact on the value of each bank’s assets, and led to considerable uncertainty for many months ().
In addition it notes the content of the CBI's financial stability report for 2010/2 (}) which refers among
other matters to the fact that non-performing loans (90 days or more in default) of the Icelandic
commercial banks now total 39 % of all loans — a major political and economic issue given that many
loans have already been written down. The Authority is therefore willing to accept that given the excep-
tional circumstances the rescue measures could be authorised and remain in place for a longer period than
is normally allowed. However, whilst the Authority accepts that there are also justifiable reasons for further
delay since the recapitalisation of the banks, the Authority is concerned at the lack of progress since the
autumn of 2009 in concluding a detailed restructuring plan. In the absence of the restructuring plan,
therefore, the Authority has doubts concerning the compatibility of the measures with the EEA Agreement.

4. Conclusion

On the basis of the foregoing assessment, had the Icelandic authorities notified the capitalisation measures
and deposit guarantee involved in Phase 1 and Phase 2 of the process of restoring and restructuring
Glitnir/Islandsbanki in advance, the Authority would in all probability temporarily approved the
measures as aid compatible with the functioning of the EEA Agreement. The aid granted could, however,
only have been considered compatible on a temporary basis, conditional upon the submission a detailed

(") See paragraphs 10 and 24, and footnote 13, of the Authority’s guidelines: http:/[www.eftasurv.int/?1=1&showLinkID=
16604&1=1

(3) The issue is referred to in the CBI's Financial Stability Report for the second half of 2010 (pp. 18-21), http:/[www.
sedlabanki.is/lisalib/getfile.aspx?itemid=8260 and the Annual Report of the FME for 2010 (currently only available in
Icelandic, pp. 31-32): http://www.fme.is/lisalib/getfile.aspx?itemid=7604 See also the following news reports:
http:/[www.businessweek.com/news/2010-07-29 iceland-debt-outlook-cut-to-negative-at-moody-s-on-bank-ruling.html
http://www.businessweek.com/news/2010-09-17 [iceland-ruling-may-save-banks-4-billion-in-losses.html

() http:/[www.sedlabanki.is/lisalib/getfile.aspx?ittmid=8260


http://www.eftasurv.int/?1=1&showLinkID=16604&1=1
http://www.eftasurv.int/?1=1&showLinkID=16604&1=1
http://www.sedlabanki.is/lisalib/getfile.aspx?itemid=8260
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restructuring plan for the bank and a satisfactory assessment by the Authority of its future viability.
Although the Icelandic authorities have committed to submit a restructuring plan for the Authority’s
assessment, in view of the time period that has elapsed since the aid was granted, the Authority is
required to open a formal investigation procedure into the measures adopted. The Authority must also
further assess any aid paid as a result of the transfer of Straumur’s assets and liabilities with the context of
a restructuring plan. The decision to open a formal investigation procedure is without prejudice to the final
decision of the Authority, which may conclude that the measures in question do not constitute State aid or
are compatible with the functioning of the EEA Agreement.

The Authority also regrets that the Icelandic authorities did not respect their obligations pursuant to Article
1(3) of Part I of Protocol 3. The Icelandic authorities are therefore reminded that any plans to grant further
restructuring (or other) aid to the bank must be notified to the Authority and approved in advance,

HAS ADOPTED THIS DECISION:

Article 1

The formal investigation procedure provided for in Article 1(2) of Part I of Protocol 3 is opened into the
measures undertaken by the Icelandic State to restore of certain operations of (old) Glitnir Bank hf and
establish and capitalise New Glitnir Bank hf (now renamed Islandsbanki).

Atticle 2

The Authority requires that a detailed restructuring plan for Islandsbanki be submitted as soon as possible
and in any event no later than 31 March 2011.

Article 3

The measures involve unlawful State aid from the dates of their implementation to the date of this decision
in view of the failure by the Icelandic authorities to comply with the requirement to notify the Authority
before implementing aid in accordance with Article 1(3) of Part I of Protocol 3.

Atrticle 4

The Icelandic authorities are requested to provide within one month from notification of this decision, all
documents, information and data needed for assessment of the compatibility of the aid measure.

Article 5

This Decision is addressed to the Republic of Iceland.

Article 6

Only the English language version of this decision is authentic.
Done at Brussels, 15 December 2010.

For the EFTA Surveillance Authority

Per SANDERUD Sverrir Haukur GUNNLAUGSSON
President College Member
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(Ozndmeni)

RIZENI TYKAJICI SE PROVADENI POLITIKY HOSPODARSKE SOUTEZE

EVROPSKA KOMISE

Predbézné ozndmeni o spojeni podniki
(Véc COMP/M.6147 - Rosneft Oil Company/BP/Ruhr Oel)
Véc, kterd miiZze byt posouzena zjednodusenym postupem
(Text s vyznamem pro EHP)
(2011/C 41/07)

1. Komise dne 3. tnora 2011 obdrzela ozndmeni o navrhovaném spojeni podle ¢lanku 4 nafizeni Rady
(ES) ¢. 139/2004 ('), kterym podnik Rosneft Oil Company (,Rosneft”, Rusko), patiici ruskému stdtu,
a podnik BP plc. (,BPY, Anglie a Wales) ziskdvaji ve smyslu ¢l. 3 odst. 1 pism. b) nafizeni ES
o spojovani spole¢nou kontrolu nad ¢astmi podniku Ruhr Oel GmbH zaméfenymi na primyslovéd rozpous-
tédla a sluzby pro vefejnost a pramysl (,¢dsti podniku ROG zaméfené na primyslova rozpoustédla a sluzby
pro vefejnost a pramysl“, Némecko), pficemz tento podnik je v soucasnosti kontrolovan spole¢né podnikem
BP a podnikem Petroleos de Venezuela Europa BV (,PDVE®, Nizozemsko), ktery patii podniku Petroleos de
Venezuela SA (,PDVA, Venezuela).

2. Predmétem podnikdni pfislusnych podniki je:

— podniku Rosneft: prizkum a tézba ropy a plynu, vyroba ropnych produktt a petrochemikalif a prodej
této produkce v Rusku a v zahranici,

— podniku BP: prizkum, rozvoj a tézba ropy a plynu, rafinace, vyroba a prodej ropnych produktt
a petrochemikélii a rozvoj obnovitelnych zdroji energie,

— dasti podniku ROG zaméfenych na pramyslovd rozpoustédla a sluzby pro vefejnost a primysl: vyroba
a prodej pramyslovych rozpoustédel a poskytovéni sluzeb pro vefejnost a pramysl.

3. Komise po predbézném posouzeni zjistila, Ze by oznamovand transakce mohla spadat do ptisobnosti
naffzeni (ES) o spojovani. Kone¢né rozhodnuti v tomto ohledu visak ztstivd vyhrazeno. V souladu se
sdélenim Komise o zjednoduseném postupu ohledné nékterych spojovani podle nafizeni (ES)
o spojovani (?) je tfeba uvést, Ze tato véc muze byt posouzena podle postupu stanoveného sdélenim.

4. Komise vyzyva zGlastnéné treti strany, aby ji pfedlozily své piipadné pfipominky k navrhované
transakci.

™) Uf vést. L 24, 29.1.2004, s. 1 (,nafizeni ES o spojovéani®).
(3 UF. vést. C 56, 5.3.2005, s. 32 (,sdéleni o zjednoduSeném postupu®).
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Pripominky musi byt Komisi doruceny nejpozdéji do deseti dnii po zvefejnéni tohoto ozndmeni. Pfipo-
minky lze Komisi zaslat faxem (+32 22964301), e-mailem na adresu COMP-MERGER-
REGISTRY@ec.europa.cu ¢i postou s uvedenim ¢isla jednactho COMP/M.6147 — Rosneft Oil Company/
BP/Ruhr Oel na adresu Generalniho feditelstvi pro hospodatskou soutéz Evropské Komise:

European Commission
Directorate-General for Competition
Merger Registry

J-70

1049 Bruxelles/Brussel
BELGIQUE/BELGIE
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Predbézné ozndmeni o spojeni podniki

(V&c COMP/M.6060 - Citigroup/Public Sector Pension Investment Board/DP World/DP World
Australia JV)

Véc, kterd miiZze byt posouzena zjednodusenym postupem
(Text s vyznamem pro EHP)
(2011/C 41/08)

1. Komise dne 28. ledna 2011 obdrzela ozndmeni o navrhovaném spojeni podle ¢lanku 4 nafizeni Rady
(ES) ¢ 139/2004 ("), kterym podniky Citigroup Alternative Investments LLC (Spojené stdty) pattici do
skupiny Citigroup Inc (,Citigroup“, Spojené stity), the Public Sector Pension Investment Board (,PSP*
Kanada) a DP World Limited (,DP World“, Spojené arabské emirdty) ziskdvaji ve smyslu ¢l. 3 odst. 1
pism. b) nafizeni ES o spojovani ndkupem akcii vyhradni kontrolu nad podnikem DP World Australia
Limited (,DPWA®, Austrélie).

2. Predmétem podnikdni pfislusnych podnikd je:
— podniku Citigroup: skupina poskytujici globalni finanéni sluzby,

— podniku PSP: kanadsky stdtni podnik, ktery byl zaloZen za déelem investovani Cistych pispévki
z penzijnich systéma vefejného sektoru,

— podniku DP World: mezindrodni provozovatel ndmoini dopraavy poskytujici manipulaci s nakladem
a logistické sluzby,

— podniku DPWA: ¢&inny ve vystavbé a provozu piistavli, spravé kontejnerovych termindlt
a kontejnerovych parkt a dokafskych sluzbach v Australii.

3. Komise po pfedbéZném posouzeni zjistila, Ze by oznamovand transakce mohla spadat do ptsobnosti
nafizeni (ES) o spojovani. Kone¢né rozhodnuti v tomto ohledu vsak ztstivd vyhrazeno. V souladu se
sdélenim Komise o zjednoduseném postupu ohledné nékterych spojovani podle nafizeni (ES)
o spojovani (?) je tfeba uvést, Ze tato véc muzZe byt posouzena podle postupu stanoveného sdélenim.

4. Komise vyzyva zllastnéné tfeti strany, aby ji pfedlozily své piipadné pfipominky k navrhované
transakci.

Pripominky musi byt Komisi doruceny nejpozdéji do deseti dnii po zvefejnéni tohoto ozndmeni. Pfipo-
minky lze Komisi zaslat faxem (+32 22964301), e-mailem na adresu COMP-MERGER-
REGISTRY@ec.europa.eu ¢i postou s uvedenim ¢isla jednactho COMP/M.6060 — Citigroup/Public Sector
Pension Investment Board/DP World/DP World Australia JV na adresu Generdlniho feditelstvi pro hospo-
déaiskou soutéz Evropské Komise:

European Commission
Directorate-General for Competition
Merger Registry

J-70

1049 Bruxelles/Brussel

BELGIQUE/BELGIE

™) Uf vést. L 24, 29.1.2004, s. 1 (,nafizeni ES o spojovéani®).

(3 UF. vést. C 56, 5.3.2005, s. 32 (,sdéleni o zjednoduSeném postupu®).
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OPRAVY

Oprava pokynit k pfipravé Zddosti o povoleni
(Utedni véstnik Evropské unie C 28 ze dne 28. ledna 2011)
(2011/C 41/09)

Obadlka, nazev rozhodnuti:

misto:  ,Pokyny k piipravé zddosti o povoleni*,
md byt: ,Pedloha pokynt k pifpravé zddosti o povoleni

Strana 1, ndzev rozhodnuti:

misto:  ,Pokyny k piipravé zddosti o povoleni (1)
(") Pravni upozornéni: Tento dokument nelze v zddném piipadé povazovat za postoj Komise.”
md byt: ,Predloha pokynt k piipravé zddosti o povoleni (')

(") Konecné znéni bude zvefejnéno Evropskou agenturou pro chemické latky na jeji internetové strance*.










CENY PREDPLATNEHO NA ROK 2011 (bez DPH, véetné postovného za obvyklou zasilku)

Ufedni véstnik EU, fady L + C, pouze ti§téné vydani 22 Ufednich jazyk( EU 1100 EUR roéné

Ufedni véstnik EU, fady L + C, ti§téné vydani + roéni DVD 22 Ufednich jazyk( EU 1200 EUR ro¢né

Utedni véstnik EU, fada L, pouze ti§téné vydani 22 Ufednich jazyka EU 770 EUR ro¢né

Ufedni véstnik EU, fady L + C, mé&siéni DVD (souhrnny) 22 Ufednich jazyk( EU 400 EUR ro¢né

Dodatek k Utednimu véstniku (fada S), DVD, jedno vydani tydné mnohojazy¢né: 300 EUR ro¢né
23 ufednich jazyk( EU

Utedni véstnik EU, fada C — Vybérova Fizeni jazyky, kterych se tyka 50 EUR ro¢né
vybérové fizeni

Ptedplatné Uredniho véstniku Evropské unie, ktery vychazi v uUfednich jazycich Evropské unie, je k dispozici
ve 22 jazykovych verzich. Zahrnuje fady L (Pravni pfedpisy) a C (Informace a oznameni).

Kazda jazykova verze ma samostatné predplatné.

V souladu s nafizenim Rady (ES) &. 920/2005, zvefejnénym v Ufednim véstniku L 156 ze dne 18. ervna 2005,
které stanovi, Ze organy Evropské unie nejsou doCasné vazany povinnosti sepisovat vSechny akty v irstiné
a zvefejnovat je v tomto jazyce, je Ufedni véstnik vydavany v irském jazyce prodavan zvlast.

Predplatné dodatku k Ufednimu véstniku (fada S — Dodatek k Urednimu véstniku Evropské unie) zahrnuje znéni ve
vSech 23 ufednich jazycich na jednom mnohojazyéném DVD.

Predplatné Uredniho véstniku Evropské unie opraviiuje na pozadani k obdrzeni riiznych pfiloh Ufedniho véstniku.
Predplatitelé jsou na vydavani pfiloh upozorfiovani prostfednictvim ,ozndmeni c&tenafdm“ zvefejfiovaného
v Ufednim véstniku Evropské unie.

Prodej a predplatné

Predplatné rtiznych placenych periodik, jako naptiklad predplatné Uredniho véstniku Evropské unie, |ze ziskat
u nasich distributor(l. Seznam distributorl se nachazi na této internetové adrese:

http://publications.europa.eu/others/agents/index_cs.htm

EUR-Lex (http://eur-lex.europa.eu) nabizi pfimy a bezplatny pfistup k pravu Evropské unie. Tyto
internetové stranky umoznuji nahlizet do Ufedniho véstniku Evropské unie a obsahuji rovnéz
smlouvy, pravni predpisy, judikaturu a navrhy pravnich predpisu.

Vice informaci o Evropské unii naleznete na adrese: http://europa.eu

Urad pro publikace Evropské unie
2985 Lucemburk
LUCEMBURSKO




