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18 June 2012
S1-84754

Ministry of Foreign Affairs
Raudararstigur 25
150 Reykjavik

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

Reference is made to your letter of 6 June 2012, where the opinion and
assessment of the Central Bank of Iceland is requested as to whether,
and if so how, the new banks, which were established following the
economic collapse, could have financed the obligations of the
Depositors' and Investors' Guarantee Fund (TIF). This was occasioned
by a statement in the brief of the European Commission in the case of
the EFTA Court no. E-16/11.

The Central Bank is of the opinion that the statement in question, that
the “... new and financially sound banks ...” could have undertaken the
obligations referred to, is incorrect, because these obligations would
have meant the banking system would not have been able to function,
and it would have been impossible to respond to this.

This opinion is divided into two parts. Firstly, the question is
examined as to whether the public authorities could, from a formal
perspective, have made arrangements as proposed in the statement
concerned. Secondly, an assessment is made as to whether it would
have been possible to provide the necessary funding at the time the
events took place.

In examining the former point, it must firstly be borne in mind that
~ upon the establishment of the new banks, a valuation was made by an
independent party of the assets and liabilities transferred to them. The
Financial Supervisory Authority also set requirements concerning their
minimum capital ratio and liquidity requirements, in addition to certain
conditions regarding risk management, corporate governance etc.
Among the conditions set by the Financial Supervisory Authority was
a minimum capital ratio of 16%, and 12% Tier 1 capital.

The preparations were carried out in 2009. The new banks' balance
sheets were not finalised until the latter half of 2009, and that of
Landsbankinn not until December 2009. In September 2009, the



insolvent estates of the old banks had not yet decided whether they
would exercise their pre-emptive rights to share capital in the new
banks.

According to the new banks' balance sheets at year-end 2009, their
assets amounted to ISK 2,536 billion and their equity to ISK 340
billion. The obligations of TIF resulting from deposits of Landsbanki’s
branches in the Netherlands and the UK amounted to, according to the
premises stated in the Foreign Ministry's letter, the equivalent of ISK
707 billion. or around 28% of the banks' total assets. It is therefore
clear that if they had been made to pay TIF's obligations, the
conditions for their operating licences would not have been satisfied,
since the obligation was more than double the banks' equity. The
banks' capitalisation would have obviously been so weak that it would
have prevented their borrowing or an additional equity contribution.

The majority of the banks' assets was in ISK. Their effective foreign
currency balance was just under ISK 90 billion at year-end 2009, or
close to 25% of the bank's capital base. From this it should be evident
that no foreign assets existed which the banks could have sold for ISK
in order to finance the guarantee fund.

At the end of September 2009, the three new banks' liquid funds,
according to the Central Bank's Rules, amounted to some ISK 300
billion. Liquidity requirements, however, were increased since, among
other things, there was known to be high uncertainty concerning their
asset portfolios and certain claims had yet to be written down. It was
also known that a large portion of deposits had to be available, since
large depositors held only short-term deposits. As a result, the amount
which could be considered liquid funds was considerably lower.

The Central Bank of Iceland has a copy of the reply of the Financial
Supervisory Authority, to this same query, dated 11 June 2012, Having
regard to the above, the Central Bank in other respects seconds the
account provided in the response of the Financial Supervisory
Authority.

In the Central Bank's estimation, those actions which are proposed in
the statement would have exhausted completely all the liquid funds
and equity of the new banks and would have required additional
funding, which was not available. It must therefore be deemed that the
financing concerned, i.e. amassing amounts equivalent to EUR 1.322
billion, on the one hand, and GBP 2.254 billion on the other, in ISK,
would have been completely impossible at the time the events took
place.

As previously mentioned, when these events took place, TIF’s
obligations resulting from deposits in Landsbanki’s branches in the
UK and the Netherlands amounted to ISK 707 billion. For purposes of
comparison, it could be pointed out that this amount was equivalent to
47% of Iceland's GDP in 2009 while, by comparison, 47% of the
Eurozone GDP amounted to EUR 4,160 billion and a similar
proportion of the UK GDP amounted to GBP 3,700 billion.

It should therefore be obvious that financing of this magnitude would
have been completely impossible for the new banks, and this would
probably be the case for any bank whatsoever. It must be borne in



mind that the new banks had no possibilities of obtaining credit. They
had no access to foreign credit markets and in fact this remains
negligible. As a clear example of this, one of the new banks, Arion
Bank hf., concluded an issue of covered bonds in May this year, of
which it managed to sell a total of ISK 1.22 billion to institutional
investors. It should be evident that the size of such issues which the
new banks can manage, even three years after the events took place, is
minuscule compared with the amounts which are involved in the
statement under discussion here. No other Icelandic bank has
attempted such a bond issue during the time which has elapsed since
the economic collapse.

It might seem tempting to conclude that the state, as the majority or
even sole owner of the new banks, could have assisted them. Two
options could have been considered. Firstly, financing them
domestically with bond issues by the Treasury. The figures concerned
here, however, must be regarded as of such magnitude that this would
have been completely impossible. It must be remembered that at this
time uncertainty was high concerning the cost to the public sector
resulting from the financial collapse. The prospect was for public debt
to soar to well over 100% of GDP. The Treasury's additional bond
issuance, which was necessary in part due to the establishment of the
banks, was considered to be pushing the limits of what was possible.
Significant borrowing by the Treasury in excess of this would have
threatened both the sustainability of the Treasury's debt position and
the budget deficit targets which were part of the Economic Recovery
Programme agreed by the Icelandic government and the International
Monetary Fund (IMF).

Foreign financing markets were closed to the state, in part due to the
Icesave dispute and a freezing order imposed by the UK government,
The actions of the UK government were particularly onerous and
played a role in allowing the Icelandic state only access to bilateral
loans from the Nordic countries and the IMF, on the condition that
these funds would not be used for payment of claims made on TIF. In
fact, it could be pointed out that credit markets were practically closed
to the Icelandic state right from the beginning of 2008, even though its
credit rating at that time was very high; this rating would subsequently
plummet in the wake of the economic collapse. Not only were
international credit markets therefore completely closed to the
Icelandic state, in every traditional sense, this applied also to the
Icelandic banking system.

Although the Treasury eventually did manage to complete an offering
on foreign financial markets, which was in fact the Treasury's largest
issue since 2006, the amount of this issue came nowhere near to
bridging the gap concerned in the statement. The purpose of that issue
was, in particular, to extend Treasury financing, in order to strengthen
the country's currency reserves in preparation for sizeable foreign
maturities in late 2011 and to build confidence on markets abroad in
the Treasury's payment capacity. A larger borrowing for another
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purpose would have completely destroyed the state's possibility of
gaining permanent access to foreign financing.

The above-mentioned facts clearly demonstrate that it is completely
unrealistic to imagine that TIF could have financed itself at the time
when the events took place. Its possibilities could, at best, have been
similar to that of the Icelandic state, with its guarantee, or the Icelandic
banks at this time.

In view of the above, the Central Bank is of the opinion that the
statement referred to in your letter, and concerning which an opinion
was requested, is incorrect on all principal points because the
obligations which would have resulted from responding in the manner
indicated in the statement would not only have made the new banking
system unable to function, it would have been impossible to establish
it if such had been attempted under the burdens anticipated in the
statement.

Respectfully yours,

CENTRAL BANK OF ICELAND

Arnor Sighvatsson [sign. ] Ragnar Ami  Sigurdarson,
Deputy Governor District Court attorney [sign.],

Alternate Chief Legal Counsel
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Efni: Svar vid fyrirspurn i tilefni af greinargerd Framkvamdastjérnar
ESB til EFTA-domstélsins { mali nr. E-16/11 (ESA og
Framkvemdastjérn ESB gegn Islandi).

Visad er til bréfs réduneytisins, dags. 6. juni 2012, bar sem 6skad er
eftir umsdgn og mati Sedlabanka Islands 4 bvi hvort og b4 hvernig
hinir nyju bankar, sem settir voru 4 laggirnar eftir efnahagshrunid,
hefdu  getad  fjarmagna®  skuldbindingar  Tryggingarsjods
innsteedueigenda og fjarfesta. Er bad 1 tilefni af fullyrSingu i
gremargerd framkvaemdastjérnarinnar { mali EFTA-démstélsins nr. BE-
16/11.

Sedlabankinn er peirrar skoSunar ad fullyrding s sem um redir, um
ad hid nyja og trausta bankakerfi (... nmew and financially sound
banks... ) hefdi getad axlad ber skuldbindingar sem visad er til, sé
réng vegna pess ad peer skuldbindingar heféu gert bankakerfid
ostarfheeft, en Gmogulegt hefdi veri® ad bregdast vid pvi.

Umsogn bessi skiptist § tvo pmtti. | fyrsta lagi er skodad hvort
stjornvold hefdu formlega s¢8 getad tekid 4 mélum eins og lagt er upp
med { fullyrSingunni sem um r®dir. [ 88ru lagi er lagt mat 4 pad hvort
mdgulegt hefdi verid ad veita naudsynlega fjarmuni 4 peim tima sem
atvik 4ttu sér stad.

Vid skodun & fyrra atridinu ber i fyrsta lagi ad lita til pess ad vid
stofnun nyju bankanna for fram mat 6hads adila 4 eignum og skuldum
sem fluttar voru § pa. Fjdrmalacftirlitid gerdi einnig kréfur um lagmark
eiginfiarhlutfalls, lausafjarkrofur auk pess sem nyju bankarnir purftu
ad upplylla viss skilyrdi um dhattustyringu, stjérnarhaetti o.fl. Medal
beirra skilyrba sem Fjarmélacftirlitid setti var 16% eiginfiarhlutfall,
bar af 12% sem samanst6d af eiginfjarpatti A,

bessi undirbiningur for fram & arinu 2009. Eﬁzahagsrekangar nyju
bankanna voru ekki komnir { endanlegt horf fyrr en 4 seinni hluta 4rs
2009 og efnahagsreikningur Landsbankans var ekki tilbtinn fyrr en {
desember 2009, 1 september 2009 hdfou protabt gémlu bankanna enn
ekki akvedid hvort peir myndu nyta kauprétti i nyju bonkunum.

Samkveemt efnahagsreikningum nyju bankanna i arslok 2009 voru
cignir peirra 2.536 makr. og eigid & beirra nam 340 mokr
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Skuldbindingar tryggingarsjédsing vegna innstedna 1 GtibGum
Landsbankans i Hollandi og Bretlandi namu, skv. forsendum i bréfi
utanrikisraduneytisins, krénugreidsiu ad fijarhed um 707 ma. kr., eda
um 28% af heildareignum bankanna. bvi er 1jost ad ef peim hefdi verid
gert ad greida skuldbindingar tryggingarsj6dsins hefdi skilyrdi fyrir
starfsleyfi ekki verid fyrir hendi enda skuldbindingin meira en tvofalt
eigid fé bankanna. Augljoslega hefdi eiginfjarstada bankanna ordid
svo veik ad pad hefdi komid { veg fyrir lantdkur beirra eda aukid
eiginfjarframlag.

Meirihluti eigna bankanna var { islenskum krénum. Virkur
gjaldeyrisiofnudur var teeplega 90 makr. i lok 4rs 2009 eda teplega
25% af eiginfjrgrunni bankanna. Af bvi mé vera ljést ad ekki voru til
stadar erlendar eignir sem bankarnir hefSu getad selt fyrir kronur svo
unnt veeri ad flarmagna tryggingarsjodinn.

Lausafjarstada nyju bankanna priggja skv. reglum Sedlabankans var
um 300 makr. { lok septemaber 2009. Kréfur um laust £€ voru hins
vegar auknar bar sem vitad var m.a. a0 mikil ovissa rikfi um
eignasafni® og eftir var ad fera nidur vissar ke6fur. Einnig var vitad ad
mikill hloti innldna burfti ad wvera til reidu bar sem storir
innstadueigendur voru aleins med innlén til skamms tima. Pvi var um
a0 reda téluvert legri farhaed sem matti telja til lauss fjar.

SeBlabanki [slands hefur undir hondum svar Fjérmalaeftirlitsing um
hid sama, dags. 11. juni 2012, Ad teknu tilliti til pess sem hér hefur
verid sagt vill Sedlabankinn ad 60ru leyti taka undir bad sem fram
kemur { svari Fjarmalaeftirlitsins.

Pad er pvi mat Sedlabankans, ad par algerdir sem lagdar eru til i
fullyrSingunni hefdu purrkad algerlega upp allt laust f& og eigid £&
hinna nyju banka, og kallad & aukna fjarmdgnun, sem ekki var fyrir
hendi. bvi verdur ad telja ad fijarmégnunin sem um radir, b.e. ad safna
fjarhedum ad jafnvirdi annars vegar 1,322 milljardi evra og hins vegar
2,254 milljd:3um breskra punda, i islenskum krénum, hafi verid med
Sllu 6moguleg 4 peim tima sem atvik 4ttu sér stad.

Sem fyrr segir nam skuldbinding tryggingarsjodsins vegna innstaedna i
utibtum Landsbankans i Bretlandi og Hollandi 707 millj6rum
islenskra kréna begar atvik gerBust. Til samanburdar ma nefna ad
fjarhedin nam 47% af vergri landsframleiSstu Islands 4rid 2009. Til
samanburdar ndmu 47% af vergri landsframleidslu evrusvadisins 4rid
2009 4.160 milljordum evra og samsvarandi hlutfall af
landsframleidslu Bretlands nam 3.700 milljordum punda.




bvi md vera ljést ad fjarmSgnun af beirri steerdargradu hefdi verid nyju
bonkunum med 6llu éméguleg og 4 bad liklega vid um hvada banka
sem er. Reétt er ad hafa { huga ad hinir nyju bankar hofdu ekkert
lanstraust. Adgengi peirra ad erlendum l4namorkudum var ekkert og er
raunar enn hverfandi. Sem demi ma nefna pa lauk einn af nyju
bonkunum, Arion banki hf., { mai sl. vid skuldabréfautbod, mef
sériryggdum  skuldabréfum, par sem seld voru skuldabréf til
fagfjarfesta fyrir 1,22 milljard islenskra kréna. Ljdst ma vera ad sterd
sliks utbods sem er 4 feeri nyju bankanna, jafnvel bremur drum eftir ad
atburdir attu sér stad, er hverfandi i samanburdi vid b4 fjarhed sem
reett er um { fullyrdingunni sem hér um raedir. Enginn annar islenskur
banki hefur reynt slikt skuldabréfatitbod 4 peim tima sem 1idinn er frd
cfnahagshruninu.

Einhver kynni ad alykta sem svo ad rikid, sem stor eda eini eigandi
nyju bankanna, hefdi getad komid beim til adstoSar. Tvennt hefdi
komid ftil greina. Annars vegar flarmOgnun  innanlands med
skuldabréfattbodum rikissjéds. Telja verdur ad paer sterdir sem hér
um r&dir hefdu verid svo haar ad slikt hefdi verid med sllu Oémogulegt.
Lita verdur til pess ad 4 bessum tima rikti mikil évissa um kostna®
hins opinbera af fjarmalabruninu. Horfur voru 4 a8 skuldir hins
opinbera getu fari® umtalsvert yfir 100% af landsframleidsly, a8
Icesave-skuldbindingunni  fratalinni.  Aukin  skuldabréfattgafa
rikissj60s, sem naudsynleg var m.a. vegna stofnunar bankanna, var
talin vid mork hins mogulega. Lantaka rikissjés umtalsvert umfram
bad hefSi teflt sjélfbeerni skuldastédu rikissjods i tvisynu og beim
markmiSum um halla 4 rikissjédi sem var hluti af efnahagsamtlun
stjorvalda i samstarfi vid Alpjédagjaldeyrissjédinn.

Erlendir lansfjarmarkadir voru lokadir rikissjo8i, medal annars vegna
Icesave deilunnar og adgerda breskra stjérnvalda (e. freezing order).
Voru adgerdir breskra stjérnvalda sérstaklega pungberar, og 4ttu sinn
batt i bvi ad islenska rikinu budust einungis tvihlida lin fra
Norurldndunum og Alpjodagjaldeyrissjé8num, sem skilyrt voru vid
pad ad peir farmunir yrSu ekki notadir til greidslu & bvi sem
tryggingarsj6Surinn var krafinn um. Raunar ma bendas 4, ad

lénamarkadir voru pvi sem nest lokadir islenska rikinu alveg fra

arsbyrjun 2008, og pad pé lanshefismat hafi 3 beim tima verid afar
hatt, en paB mat 4atti svo eftir ad hridfalla { kjslfar efnahagshrunsins,
Alpjodlegir lanamarkadir voru bvi ekki einungis algerlega lokadir
islenska rikinu, { 6llum hefSbundnum skilningi, heldur 4tti bad enn
frekar vid um islenska bankakerfid.

bott rikissj6di tekist um sidir ad ljtka vid Gtbod 4 erlendum
fjarmélamérkum, sem reyndar var stzersta Gtgéfa rikissjods sidan arid
2006, var fjarhad beirrar tgafu ekki nalagt pvi a8 bria bad bil sem

fullyrdingin lytur ad. Tilgangur tgdfunnar ba var einkum s4, a8 lengja.

i fjarmégnun rikissjods, { pvi skyni a8 styrkja gjaldeyrisforda landsins



fyrir verulegar endurgreidslur af erlendum lénum sidla 4rs 2011, og
byggja upp traust 4 greidslugetu sjodsins & erlendum mérkudum.
Steerri lantaka 1 68rum tilgangi hefdi med &llu eydilegt moguleika
rikissjods til pess ad 68last varanlegan adgang ad erlendu lansfé.

Pa syna ofangreindar stadreyndir glogglega ad fullkomlega Graunsatt
er ad tryggingarsjodurinn hefdi sjdlfur getad fjarmagnad sig 4 peim
tima pegar atvik gerdust. Moguleikar hans hefdu i besta falli geta
ordid svipadir og islenska rikisins, med abyrgd bess, eBa islenskra
banka 4 pessum tima,

Vegna bess sem ad framan er raki® er Sedlabankinn beirtar skodunar
ad sa fullyrding sem visad er til { bréfi raBuneytisins, og sem leitad er
umsagnar um, sé¢ i Sllum meginatri®um rdng, vegna bess ad bamr
skuldbindingar sem leitt hefOu af pvi a8 bregdast vid med peim heetti
sem fullyrdingin kvedur & uvm hefSu ekki adeins gert hid nyja
bankakerfi éstarfheeft, heldur hefBi verid ogerlegt ad koma bvi 4 fot
undir beim kvédum sem fullyrSingin gerir 143 fyrir.

Virdingarfylist, )
SEDLABANKI ISLANDS
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