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Select Committee of Tynwald
on Kaupthing Singer & Friedlander

and the Depositors’ Compensation Scheme

The Committee sat in public at 1.32 p.m.
in the Millennium Room,
Legislative Buildings, Douglas

[MR WATTERSON in the Chair]

Procedural

The Chairman (Mr Watterson): Good afternoon. We are meeting this afternoon to take our
next session of oral evidence, and just by way of introductions to the Committee, I have Eddie
Lowey MLC on my right; to my left, John Houghton MHK; our Clerk, Roger Phillips; our adviser,
Phil O’Shea. My name is Juan Watterson. I am the Chairman of the Committee.

Today we are joined by Mr Trevor Foster, and later on in the afternoon we will be taking
evidence from Mr Gudni Adalsteinsson. Mr Adalsteinsson will give evidence by telephone and,
for practical reasons, this is not in public. However, we intend to pursue this by video-
conferencing and that video-conference interview will be, hopefully, put up on our website, and
certainly will be transcribed and put on the website as usual.

We are pleased to be able to meet face to face with representatives of the KSF Group who had
responsibilities and oversight in respect of the operations of the Kaupthing Group on the Isle of
Man. Our review, as many will know, is being conducted in two parts. The first part of this review
is focusing on the reasons for the collapse of KSF in the Isle of Man and the related actions and
responsibilities of the directors, regulators and other material stakeholders.

We have so far had evidence from the Financial Supervision Commission, the company
directors and the Treasury Minister. Last week we met representatives of the depositors’ and
creditors’ groups who, obviously, remain aggrieved by the failure of the Isle of Man entity, and we
wish to understand the reasons for the collapse and the potential lessons for the Isle of Man. We
intend, going forward, to bring back the local directors of the firm and the Financial Supervision
Commission.

Can I just ask, before we start, that if anybody has a mobile telephone with them can they
please ensure it is switched off, or in flight mode.

EVIDENCE OF MR T FOSTER

Q776. The Chairman: Can I welcome you, Mr Foster, and if you would like to give an
opening statement...

Mr Foster: In terms of an opening statement, my name is Trevor Foster. I was the Head of
Banking at Kaupthing, Singer & Friedlander in London from July 2006 to 31st January 2009.

My principal responsibility in London was responsibility for the assets of the bank, i.e. the
loans, overdrafts etc of our clients, which comprised activities in commodity, finance, real estate,
corporate banking and private banking. I was not a director of the UK bank, but I was a non-
executive director of the holding company here in the Isle of Man from February 2008 until 30th
January 2009, when I was asked to resign my position as non-executive director, because I was
made redundant by the administrators in London on 31st January 2009.

It saddens me to be sat here, but clearly what I am here to do is help the Committee better
understand and see what lessons can be learned going forward, so whatever I can do to help, I will.
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Q777. The Chairman: Thank you very much. Would you mind just giving us a background of
your history in banking — the sort of qualifications you have and the experience you have had prior
to your joining the Isle of Man bank?

Mr Foster: Yes. I had a 33-year career in banking: 23 years with Barclays Bank, seven years
with HBOS and obviously the latter period with Kaupthing Singer & Friedlander, so that, I guess,
was an uninterrupted 33 years in banking. Obviously, I left banking on 31st January 2009 and
decided, maybe, that I would take time out from banking, so I have pursued other interests
subsequently.

In terms of my qualification, yes, I was professionally qualified, in terms of the Associate of
the Chartered Institute of Bankers, which I think I obtained in April 1979. My experience would
have been both as a front-line banker to clients and also acting, engaging in a head-office capacity
in terms of risk management, in terms of giving approvals.

At Kaupthing Singer & Friedlander in London when I joined them, as I mentioned, my
principal responsibility was to look after the banking book. I was also part of the credit committee
where, in the absence of the chief executive, I would normally stand in as chairman of the credit
committee, so I think I have had a fairly long track record in banking.

Q778. The Chairman: In terms, then, of your involvement on the Isle of Man, could you give
us a bit of a feel for the work that was involved there, the company that you were a director of, and
what that generally entailed, from a...

Mr Foster: In terms of the Isle of Man, in relative scale it was a small component of the
Kaupthing Group — obviously an important part but a relatively small part. When I first joined
Kaupthing — I was not actually on the board, my colleagues in London were on the board — in
terms of the actual business of the Isle of Man, then I think, from my perspective, it was more of a
deposit-taking treasury kind of operation than, maybe, a lending institution, albeit its lending book,
which is where my background traditionally is, did grow on the back of some additional private
banking activity, both on-Island and off-Island.

In terms of the business and in terms of my involvement, I was obviously trying to engage with
the executive of the Isle of Man to support other colleagues as to how we moved the business
forward under Kaupthing’s stewardship. Clearly, during my period within the bank, Kaupthing
Singer & Friedlander (Isle of Man) became a subsidiary of Iceland during that period, which
obviously then meant that we needed to consider what the correct make-up of the board was. I
think, at the time of its demise, I was the only UK non-executive director.

Why was I the only non-executive director from on-Island? Well, I think in the period
immediately before, the responsibility for the asset lending on the Island was transferred to a
colleague in London, but that colleague actually resigned from the bank, so I stayed on the board
to try and assist where I could with the operations alongside the other non-executive directors.

Q779. The Chairman: Were you a director of both the bank and the holding company, or was
it just the holding company?

Mr Foster: I was a non-executive director of the holding company.

Q780. The Chairman: Thank you. Can you recall how many times you would have come
over to the Isle of Man and had meetings during the period that you were on, which was almost a
year?

Mr Foster: That is true, yes, although even though I was not formally on the board, clearly as a
different pair of eyes into the business, my views were sought in terms of how we may do business
on-Island. So four times, maybe one or two more — not necessarily always for board meetings.

Q781. The Chairman: You were the key contact between Kaupthing Isle of Man and
Kaupthing London. Is that...?

Mr Foster: I think in terms of a key contact, from Mr Doherty’s perspective, his line manager
obviously disappeared just prior to the demise of the Isle of Man and therefore, naturally, Mr
Doherty would link in to me. But in terms of the core business of the Isle of Man, which I am
saying is the treasury, the deposit activities, I think any day-to-day contact would have been either
with the Group treasurer in Iceland or the UK treasurer or his team in London.
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Q782. The Chairman: That Iceland Group treasurer is Gudni Adalsteinsson, who we are
talking to next.

Mr Foster: Correct.
Q783. The Chairman: Could you give us the UK treasurer?
Mr Foster: The UK treasurer was Pablo Vergara.

Q784. The Chairman: Thank you.
In terms of the Isle of Man operation, what did it rely on you for? It was just that set of eyes
and that —

Mr Foster: In a personal capacity? (The Chairman: Yes.) I think, in terms of looking at
Trevor Foster and what he was trying to assist the Isle of Man and Mr Doherty with, was how we
could potentially grow the assets on the Island, then clearly, as part of any normal non-executive
responsibility, I acted as a sounding board in terms of the transition from being a subsidiary of the
UK to a subsidiary of Iceland.

I would like to think, round the board table, we would talk about any business issues, as they
affected the Isle of Man.

Q785. The Chairman: What was the logic of moving from a UK subsidiary to an Icelandic
subsidiary?

Mr Foster: I believe that the decision was made around taxation advantages, but my memory
is hazy because it was actually beginning to happen before I came onto the board, so I was not
necessarily in detailed discussions.

Q786. The Chairman: But you were very much involved during May 2008, which is the sort
of time when the Financial Supervision Commission on the Isle of Man was starting to get a bit
jittery about the situation in Iceland and was looking to reduce exposure within the Group and
went on to be within Iceland. Can you talk to us a bit about that period of time and what your
recollections are of the company’s perspective and its dealings with the FSC at that time?

Mr Foster: Are we talking now of the Isle of Man’s discussions with the FSC?
The Chairman: That is right, yes.

Mr Foster: I think, in terms of the discussions that took place between the executive directors
of the Isle of Man and the FSC, then I understand that they were vigorous, robust, that there was a
desire to reduce the Isle of Man’s exposure to Iceland, and therefore, as I understand it, the
executive directors of the Isle of Man discussed how that could be achieved at length within
Kaupthing, both in Iceland and in London.

In terms of those day-to-day discussions, I was not actively involved but, clearly, as part of the
assets and liabilities committee that we operated in London, it was reported on at that normal
monthly board meeting of that committee into which the executive directors reported what was
going to happen, or what they believed was going to happen, which is that the liabilities, i.e. the
deposits, would be ‘transferred’ — if that is the right word — from the Iceland parent company to
London so that the liabilities, the deposits, would rest in London. From a Group perspective,
clearly the overall liquidity of the Group was unaffected; it was the domicile.

I guess, from a Kaupthing perspective, going back to May 2008, I think it is relevant for the
Committee to understand that I think in September 2007, on the back of the... When one came
back after the summer break in September 2007, the world in London did appear to be tightening
and, therefore, as a smaller bank, our liquidity and the nature of our liquidity was coming under
some pressure. So I guess in London we had been careful in managing our asset growth and our
liquidity, and the balance of our liquidity between wholesale deposits and retail deposits. So when
we get to May 2008, that was on the back of a period when, from a London perspective, the UK
treasurer and myself were obviously trying to ensure that liquidity was under reasonable control.

So, obviously — forgive me if this is too long an explanation — from the Group’s perspective,
we were wanting to work with the Isle of Man authorities to come up with a solution that did not
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necessarily reduce the Group liquidity, and to the best of my knowledge that was in line with what
the Isle of Man authorities were seeking.

Q787. The Chairman: And that is where this Repo arrangement came into place, to some
extent?

Mr Foster: I believe so, yes.
The Chairman: Mr Lowey.

Q788. Mr Lowey: I am an unsophisticate, so some of my questions may seem banal to you,
sir, but explain to me, then, the Isle of Man, in the last year of the Bank, actually grew in its
deposits, so although things may have been tightening in London, in the Isle of Man liquidity and
cash were growing. You were aware that the Isle of Man FSC were worried about the exposure to
Iceland. How did that happen, then, that we allowed the upstreaming of the money from the Isle of
Man to another subsidiary of the same Icelandic bank in London? We were concerned about the
connection with Iceland. By putting that money... upstreaming it to London, which was again
still —

Mr Foster: Within the same family.

Mr Lowey: Absolutely. How was that reducing the exposure?
The Chairman: Of the Isle of Man company.

Mr Lowey: Yes.

Mr Foster: The UK business was a UK subsidiary. It was governed by the FSA. It had its own
balance sheet, it had its own assets, it had its own liabilities. The management of the balance sheet
in London was undertaken by London and, in terms of our UK liquidity position in terms of the
pressure I alluded to, the make-up of the UK balance sheet, I felt, was actually getting stronger
because the vulnerability that I think a lot of banks have had to the wholesale market, we were
growing our retail deposits, not just on-Island here, but in the UK through Kaupthing Edge. At the
same time, we were significantly calming down our asset growth in London. Therefore, I would
suggest that, during 2008, the make-up of our liquidity in London was actually better and stronger.

As to why the FSC were okay with it being in London, as opposed to Iceland, that is not a
question I can answer; but from a UK perspective at that time, the deposit that the Isle of Man had
with London was an important deposit, but obviously amongst a basket of deposits, and I think
also, in terms of our liquidity, let’s say at the end of September, at that time our liquidity position,
or our cash position, was very strong.

Q789. Mr Lowey: I still come back to the point... You were aware, Mr Foster, that the FSC,
the local organisation here, was concerned about the exposure to Iceland. Upstreaming this sum of
money, which I am told is not abnormally large in banking circles, you allowed it to go to another
sibling of the main bank in the UK. Notwithstanding it is another jurisdiction, it is still a sibling
with a direct link to its mother in Kaupthing in Iceland. You did not think that was out of the
ordinary?

Mr Foster: From my perspective, no, and I guess my perspective also is... You have got to
understand I was sitting in London and believed I was aware of the UK London position so
therefore I was —

Q790. Mr Lowey: You were strengthening. It was improving from the October before.

Mr Foster: Most certainly.

Q791. Mr Lowey: But the Manx basket of funds that were put into the bank would help it
even more, wouldn’t it?

Mr Foster: I think that, in terms of trying to find a solution to the Iceland question, from the
Kaupthing Group’s perspective, to move the funds to the UK was —
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Mr Lowey: It did not make much difference.

Mr Foster: Well, it was fine. It does not make, in terms of the overall, but I think it is
important that we remember that, at that time, the UK would say we were trying to be stand-alone
from our parent. We can all debate if a parent suffers, do the children suffer? I think you probably
know that if a child suffers, maybe the parent can suffer as a result of what has happened.

Mr Lowey: Guarantees.

Q792. The Chairman: Shall I just put it into a bit of context? The exposure from the Isle of
Man company’s perspective to the UK was significant; however... can you then put that into a
context of London’s exposure to Iceland?

Mr Foster: London’s exposure to Iceland... I am not sure I could come up with a number. I
certainly could reflect and try to come back to you on that but, sorry, I do not know what the
exposure would have been in May 2008 or even at the demise of KSF in London.

Q793. The Chairman: 1 had about £120 million to £150 million as a figure. Does that
sound — ?

Mr Foster: If it was around that figure, then it would be a small part of the London balance
sheet.

The Chairman: Mr Houghton.

Q794. Mr Lowey: Sorry, just one final question for Mr Foster.

You knew there was a guarantee from Kaupthing to the Isle of Man bank — I am sure you must
have if you were a director of the holding company — was there a similar guarantee to the UK
undertaken? In other words, a guarantee from Kaupthing to the London —

Mr Foster: To the London...? (Mr Lowey: Yes.) I believe there was, but factually...
Obviously, I am in open session. I believe there was. That would have been my understanding,
yes.

Mr Lowey: Thank you.

Q795. The Chairman: Just to come back on that point, I have found the thing. It was actually
in Mr Adalsteinsson’s statement. He said:

‘KSF (UK) was a relatively small bank and therefore could not lend more than about £120 million to £150 million to
each counterparty, which would include the Icelandic parent.’

That sound about right to you?

Mr Foster: Absolutely, but just to understand, it was not necessarily the case that the London
business was lending that amount of money to many clients. As I said, the banking book that I had
responsibility for, just south of let’s say £4 billion, that would have been many, many hundreds of
clients. So from an asset perspective, we would not have normally lent clients anywhere close to
£100 million.

Q796. Mr Houghton: Thank you, Chairman.

Mr Foster, you have indicated that your role in London was obviously in the banking assets of
the United Kingdom bank. Did this mean that you were also closely involved in the lending
activities book by the Isle of Man operation?

Mr Foster: The Isle of Man credit process was on Island, so I had no on-Island credit
authority.

Q797. Mr Houghton: But off Island?

Mr Foster: Off Island, in London, then yes.
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Q798. Mr Houghton: You were closely involved.
Mr Foster: Indeed.
Q799. Mr Houghton: So you were watching the Isle of Man’s movement off Island, closely?

Mr Foster: To that extent, yes, absolutely, which largely came under the private banking. The
majority of the assets that the Isle of Man held were loans primarily to private clients, and
therefore the responsibility for private banking in London, not for all of the period of my non-
executive responsibility, but for a good portion of it, would have been under my control. During
that period responsibility for the private banking assets switched to the gentleman I mentioned
earlier, who subsequently resigned from the bank, so...

Q800. Mr Houghton: Was there a reason why he resigned from the bank? Any reason given?
It was rather timely, wasn’t it?

Mr Foster: No, I think that is probably stretching what I understand the position to be.
Q801. Mr Houghton: What was your understanding at the time?

Mr Foster: I think that the Head of Wealth at that time perhaps had come from a significantly
larger organisation and maybe the culture and the more hands-on needs of a smaller institution did
not perhaps suit, so I do not think that —

Q802. Mr Houghton: Is that the understanding of the principal parties in the bank, and were
they satisfied with that understanding, if it was?

Mr Foster: That is my understanding of his departure, but I have not spoken to the gentleman
concerned since he left. I think, in terms of that short period, to the best of my knowledge it would
be a red herring, if I am allowed to say that, Mr Houghton.

Q803. Mr Houghton: Thank you.
To your knowledge, was the lending portfolio managed by the Isle of Man of good quality and
arranged on sensible terms for both returns and security?

Mr Foster: I would believe that to have been the case, yes.

Q804. Mr Houghton: Did you review the liabilities data, both in respect of the United
Kingdom but also the Isle of Man, for which you were a director?

Mr Foster: The balance sheet management in the UK, obviously we would look at that and
examine that through the assets and liabilities committee, of which I was a member; and, similarly,
obviously when we met as a board on Island, then we would clearly review the financial

information of the Isle of Man, yes.

Q805. Mr Houghton: Were you involved at all in the re-booking of Isle of Man deposits back
from Iceland to London?

The Chairman: The Repo arrangement.
Mr Foster: No.

Q806. Mr Houghton: None at all. Did you have any involvement in the establishment of the
Repo structure?

Mr Foster: No.

Q807. Mr Houghton: Were you adequately involved in this arrangement as an Isle of Man
holding company director?
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Mr Foster: Adequately is... I am not sure how to interpret the word ‘adequately’. I think I was
certainly satisfied that the arrangement that we were undertaking seemed to be at that time.

Q808. Mr Houghton: Should you have been more closely involved in that area?

Mr Foster: No, I do not believe so because, as part of the assets and liabilities committee in
London, I was clearly aware of what the proposal was, looking at it from the UK perspective, so
therefore, sitting as a non-executive director, I do not think I would have asked any harder,
different questions.

I think a lot of the discussion and conversation was about how we make this happen to satisfy
the on-Island authorities. It was not necessarily about should it be in London.

Q809. The Chairman: So, as a non-executive director, you did not see that Repo agreement,
as part of your role?

Mr Foster: I cannot say that I saw the Repo agreement, but what I can say is that I understood
what the Repo transaction was.

Q810. The Chairman: Okay, that is fine.

What we have been faced with all the way along is that everything was going absolutely fine
until it very dramatically was not.

You spent an executive away day, on 29th September 2008, planning for the future. This
implies that you were rather planning for growth and business as usual. I suppose the question
comes... At what point did you start to feel that things were unravelling with regard to the
situation in Iceland?

Mr Foster: I think, in terms of the meeting — the away day scheduled for 29th September 2008
— it was not necessarily a meeting to plan for growth. It was a meeting to discuss the fact that it
was a tough world but that in London we felt we had done a positive job, in terms that our capital
was considered to be strong, our profitability was good and our liquidity was perceived to be much
stronger than it had been, and the make-up of that liquidity was felt to be better. Indeed, we had
short-term cash on deposit with the Bank of England so that, if we needed to, we could act.

Q811. The Chairman: That was about £1 billion?

Mr Foster: I believe it was £1 billion. It may have been higher, but it was a significant sum.

I think, in terms of the nature of the discussion that morning, it would be unfair for me to say it
was about expansion. It was about where should our priorities be.

From my own perspective, at that time I was due to take on responsibility for the asset finance
business, which was under a different stewardship at that time. I was in the process of assuming
responsibility for north of 100 people and several divisions, so that was an important action point
for me.

In terms of that particular meeting, it did not last as long as we all thought because we were
interrupted with the news that Glitnir, which was the third largest bank in Iceland, had been part
nationalised. That, I think it is fair to say, took us aback, and clearly we did not conclude the day
because Iceland is a relatively small country and we felt that there were obviously Icelandic
implications.

But on 29th September, until that news, clearly the impact of that was to put the Iceland issue
which had been... In previous times in the press, when the Icelandic krona came under attack — it
was prior to my joining the bank — at the end of 2005, early 2006... In terms of that week — the
29th was the Monday — the Iceland story did hit the press. Twenty-four-hour news is interesting
because you have 15-minute updates on Sky and you have it on BBC News every 15 minutes,
where if the news is not new then it is the same, and it was.

It is, however, also fair to say that, at that time, other banks and other financial centres were
also the subject of airplay. From 29th September to 8th October is not a long time in one’s life, but
it seemed a long time in my life at the time, but I think in terms of... I would say that, at the end of
that week, 3rd October, when I went home on the Friday, it was a week that we got through with
the press etc. The weekend press is always interesting.

I came back on the Monday not really believing that our position during the previous week had
been... We knew it was difficult, but we had gone through it. The weekend press was difficult
from an Iceland perspective. On Monday the 6th, which was when I was having scheduled
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meetings, taking on responsibility for the asset finance book and the people, there would be some
changes necessary, so I think probably it was towards the end of Monday the 6th that I became
aware that the deposit situation, the Kaupthing Edge... I think there was clearly a lot of concern
during that period as well. Landsbanki, which was the second largest bank in Iceland, was
making... It had moved from Glitnir; it was on to Landsbanki. It was also about Kaupthing. We
were the largest bank. I think there was a general feeling around that Landsbanki probably would
not survive the week of the 6th and, indeed, I think that it had been suggested to me by my chief
executive that Kaupthing in Iceland would be the last commercial bank, or investment bank,
standing to help to manage the affairs of Iceland.

Q812. The Chairman: So on the 6th, when you started noticing that things were slipping — in
terms of the deposit leakage from the bank, in terms of your responsibilities, both in the UK and
on the Isle of Man — what steps were you taking then to identify trends or trying to shore that up?

Mr Foster: I think, in terms of Monday the 6th, it would have been towards the back end of
that day when I became aware.

As I said in my written submission... I have tried to find this out, whether that was fact as to
whether it was that day when the Iceland Prime Minister went on national TV to comment that
they were looking for help from old friends, but if they could not get it from old friends they were
looking for help from new friends, and then it had been suggested that they were in discussions
with Russia to potentially give some support. That was on worldwide TV — it was on Sky, it was
on BBC News — so that was when I...

In terms of whether I am looking at it from a London or an Isle of Man perspective, yes, the
closer to Monday was not a good day, but the treasurer — yes, I think it was the treasurer I spoke to
on the Monday — had said it had been a difficult day but we had got through it.

So Tuesday was a new day, and Tuesday was a continuation. Again, from my perspective, the
focus was still on... There was a lot of staffing impacted in London on the asset finance, just to
understand. Tuesday was a tough day, I learned towards the end of the day, but that, with help...
and my understanding of help was with the rounded help, which I am assuming would have been
the UK Treasury, the UK FSA, and with what I was told was going to be some additional liquidity
support from Iceland that we had got through it. So on Tuesday I believed, when I went home
fairly late on that day, that we were coming in on the Wednesday to continue.

Clearly, what had happened is that Landsbanki had been nationalised. Forgive me, I cannot
recall the actual date that Landsbanki was put into a process. We came in in the morning to learn,
to the best of my knowledge, throughout the bank that the deposit base of the UK business had
been assigned to ING, and that I am assuming it is the UK Treasury had become our creditor,
which was a complete shock.

Q813. The Chairman: So all the way up until the Wednesday morning, KSF was still
lending?

Mr Foster: I think it fair to say that the week of the 6th... In terms of our asset growth, that
was pretty flat, so therefore the amount of new lending we were doing was very, very, very
modest, but obviously we were meeting any existing obligations.

Forgive me, was there another part to —

Q814. The Chairman: No. So the lending had tailed off that week?

Mr Foster: The lending was definitely deemed calmed down — so it was flat, yes — obviously
to try and cope with any outflow from the liabilities side of the balance sheet.

Q815. The Chairman: Did you feel, over that week, that there was a growing disconnect, or
perhaps, to put it another way, a breakdown in effective communication between you and your
superiors about what was going on within the bank?

Mr Foster: T think that, being reflective now of that period, it is fair to say that the
communication between myself and the board was pretty low.

I guess, if I am trying to be balanced in understanding that from the board and the
management’s perspective, if there were challenges, then these were challenges that they
obviously wanted to try and deal with and keep... Confidence is obviously vital, as we have seen,
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and therefore, if I am trying to be constructive about, maybe, the communication to myself, then it
was probably trying to keep the tight communication, but...

The Chairman: Because you were not getting a lot —

Mr Foster: T was not part of an inner circle that was on a day-to-day... on the Tuesday, being
aware of what was happening by the minute. No, I was not.

Q816. The Chairman: From an Isle of Man non-executive director point of view, you felt you
had kept yourself sufficiently informed in order to do an effective job as the non-executive of the
Isle of Man company?

Mr Foster: I think that it would have been an interesting question... If someone had said, “We
want our cash back’ on that day, it may well have proven to be a difficult task for the UK to have
delivered. It was not a question that was asked, to the best of my knowledge, and in terms of my
responsibilities, whilst I would say that my belief was shaken towards the end of Tuesday, it was
really only Wednesday when I was taken aback by what almost appeared to be action, for
whatever reason, taken by the authorities.

Q817. The Chairman: My understanding was that they did try and get their money back, but
that is not something that you recall?

Mr Foster: That is not something that I recall, and in terms of communication on Island on
either the Monday or the Tuesday, I do not recall having a conversation with any of the executive
or the non-executive directors on the Isle of Man.

Q818. Mr Lowey: Hindsight is wonderful. It was not just the Icelandic influence, because
Northern Rock had happened in the UK prior.

Mr Foster: Yes.

Q819. Mr Lowey: So to hear you say that there was not a run on your bank, I find strange,
where with the Icelandic which, as you rightly say, had been exposed to a lot of media exposure,
not just that particular week but for months — the overstretch, the overheating, the Paxman thing
on ‘Newsnight’... So you were under constant pressure.

I am just trying to get the scenario right. You were under constant pressure the week you had
your away day on the 29th, and you discovered that one of the banks had gone under, a major bank
in Iceland. The other one was just about... Landsbanki had just gone under, and I understand, from
my experience anyway, that Kaupthing could have felt strengthened by that, in the fact that they
were the last one standing and therefore they would be the vehicle, in normal times, to hold the
thing together and be used as the instrument.

Mr Foster: Yes.

Q820. Mr Lowey: I follow that quite clearly, and then I come to the exposure bit.

You have mentioned the Bank of England having money. You had deposits in banks that you
could then go and borrow, if needs be, for a rainy day, like an insurance. Meanwhile, the Isle of
Man directors were not aware of any of the turmoil that was going on in London, and when they
asked, they were not told. Did they ask?

Mr Foster: There was no communication directly, to the best of my recollection, between
myself and any of the executive management on the Isle of Man or the on-Island non-executive
directors in any of the period, say 29th September to 8th October.

Q821. Mr Lowey: So nobody did?

Mr Foster: I could stand to be corrected on that, but I do not believe so.

Mr Lowey: We are not trying to catch or lay elephant traps.

Mr Foster: Absolutely.
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Mr Lowey: No, we are not. I am certainly not.

Q822. Mr Foster: I think, if I can just pick up on the Northern Rock, do not forget Northern
Rock happened — again, if my memory is correct — in September 2007, and I think —

Mr Lowey: Yes, indeed. I have the history on that.

Mr Foster: — in terms of the deposits, in terms of the run, then clearly there was the
compensation scheme in place that protected individual depositors, which I think at some stage
was increased from £30,000 sterling to £50,000 sterling.

What I would also say is that I am well aware that, for those lucky enough to have had deposits
above those sums, then the practice of opening multiple bank accounts with different banks was
probably more commonplace than even I had thought, and therefore a lot of people would have
leant on the support of the UK.

Q823. Mr Lowey: Let me put one final question. Again, I am not trying to apportion blame or
anything.

Was it unreasonable that the local bank directors did not ask, “What is going on in London,
boys?’ considering that it upstreamed a lot of their money? I know that local banks here do
upstream to their parents, wherever they may be. Do you not think that that is a reasonable thing to
ask?

Mr Foster: I think, to the best of my knowledge, the local management treated their
responsibilities locally very, very seriously, and, in terms of the information flow, I think the Isle
of Man management would have, hopefully, been privy to, that would have been current, certainly
to the end of September, which is eight days before we went under. So if they had asked the
question of the UK, then I would have anticipated certainly that it would have been a positive
reaction.

Q824. The Chairman: You state in your evidence that you were not aware of the intervention,
about the first order with the Bank of England and the setting up of the trust fund, until that went
public.

Mr Foster: This was on 3rd October?
The Chairman: Yes.
Mr Foster: I was not.

Q825. The Chairman: Is that something you would have expected to have known about,
given your responsibilities for the UK bank?

Mr Foster: I would have thought, as part of the executive committee, albeit not a director... It
was disappointing how I found out about it.

Q826. The Chairman: Were you party to the e-mail of the 8th by Armann Thorvaldsson,
telling of the difficulties surrounding the UK and the two weeks of talks?

Mr Foster: That was sent to me at the same time that it was sent to all staff, so we clearly were
expecting it.

Q827. The Chairman: So it came as much of a surprise to you, that comment that they had
been working over the last two weeks with others, including the parent and the FSA, to explore, I
quote, ‘a large number of possible options to ensure the future of KSF (UK)’?

Mr Foster: T have been thinking about this, as well, for obvious reasons.

If I am being generous, then two weeks was the week we were in and the week before, the end
of September. It has come as a complete surprise if we were discussing anything before 29th
September, or whenever we were having the off-site. If it comes back to the 6th and 7th, I suspect
— in keeping the communication pretty tight within the UK business in terms of trying to retain
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confidence — maybe discussions were taking place at that time as to what solutions could be
forthcoming, but I was not party to those discussions.

Q828. The Chairman: Finally, perhaps, in terms of a theme, anyway, we have seen a copy of
the guarantee from Kaupthing HF to Kaupthing Bank in the Isle of Man. Was it your
understanding that this was an on-call, unlimited facility between the parent and the Isle of Man?

Mr Foster: I cannot recall. I cannot answer that question because I do not know the answer to
that.

Q829. The Chairman: You do not recall any due diligence about... because it was put in
place —

Mr Foster: In terms of when Kaupthing is put into the Isle of Man, then the focus, when I was
on the board, was London to the Isle of Man, so I am not sure of the relevance now of the
Kaupthing Iceland guarantee to the Isle of Man. You have lost me.

Q830. The Chairman: On the basis that when things ended there was a shortfall within
Kaupthing in the Isle of Man.

The next call, of course, is on its parental guarantee to Iceland, and it is just about the due
diligence that had happened about the validity or otherwise of the guarantee which has since been
called into question.

Mr Foster: Can you remind me of the date of the guarantee?

Q831. The Chairman: It was before your time on the board, so you have dealt with it as
historic and as something that —

Mr Foster: The guarantee was in existence at the time I joined the board. In terms of what
diligence was done on the Isle of Man about the creditworthiness or otherwise of the guarantee, it
is difficult for me to comment.

The Chairman: Mr Houghton.

Q832. Mr Houghton: Just one final one, really. Do you have any cause to believe that the Isle
of Man directors, both of the Bank and the holding company, failed to fulfil any or all of their
statutory responsibilities?

Mr Foster: From the interaction that I had at a personal level with either the executive
directors or the on-Island non-executive directors, then I always found they took their duties very
seriously and the board meetings were conducted in a formal way. Anything that was raised was
aired fully and, to the best of my knowledge and belief, I think that, as far as I can determine,
certainly I would have expected them to be carrying out their duties in the way that I always found
they did, which were in accordance with the standards one would expect.

Q833. The Chairman: I suppose I would just wrap up with one more question. With the
benefit of hindsight and having looked at all this in the cold light of day — and I am sure it is
something that has given you much cause for thought after the event, being wrapped up in what
must be an emotionally trying time for you personally, as well as professionally — is there anything
that you think, with the benefit of hindsight, you would have done differently or that would be a
useful lesson learned?

Mr Foster: I think that, in terms of my period in banking and whatever modest success I may
have achieved in banking, it was always because I gained the confidence and trust of clients. I
think as the world has got increasingly sophisticated, and with the advent of technology and
communication and the thirst for knowledge via the screen or the phone, it is very difficult for me
to say what one thing you could change.

I think to produce more regulation to try to prevent what happened would have been... That is
a challenge for anyone in terms of your conclusions. I think, unfortunately, I suspect that
Kaupthing became collateral damage on the back of a tension that probably arose between the UK
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and Iceland authorities over maybe a different bank to Kaupthing, rather than Kaupthing itself. So,
in terms of lessons learned, it just shows that confidence is so important.

But I think also the pendulum can swing so quickly, as we saw with Northern Rock — people
within an hour outside in Newcastle, when it was on the back of an incident elsewhere, in London
— so that word ‘confidence’... I do not know how you can legislate and reach a conclusion for that.
There is not much wisdom in that response, in terms of trying to learn lessons.

I am sure I have created another question there.

Q834. Mr Lowey: No, it is not a question, really; it is a rhetorical one, if it is a question. So
you would say, ‘Don’t put your daughter in the financial world, Mrs Worthington’?

Mr Foster: No, I certainly would not. I have got two boys; I would support them in whatever
they want to do. I think, in terms of the financial services world, clearly, at a personal level, this
has had a massive impact on myself and the family and we are trying to rebuild from that. It has
clearly had, I am sure, a dramatic and devastating effect for a lot of on-Island depositors.

Let’s not forget that, hopefully, with a bit of luck and a following wind, the administrators in
London I think now are forecasting 75p in the pound, if we are lucky, in the UK. In my 33 years of
banking, I have not come across any administration or receivership that has delivered that as a
return, so that is maybe a thought I will leave hanging.

Q835. The Chairman: Is there anything else you want to add?

Mr Foster: No. I think I have said I do obviously understand the difficulty that this Island will
have suffered as a result of that, and I felt I wanted to come here and give you my best thoughts,
and that is what you have had. If I can help in any way in the future, just call.

The Chairman: Mr Foster, thank you very much for joining us today. The Committee will
now retire to sit in private. Thank you very much.

The Committee adjourned at 2.33 p.m.
and resumed its sitting in private at 3.32 p.m.
in the King Orry Suite, Government Offices, Douglas

Procedural

The Chairman (Mr Watterson): Thank you very much for joining us virtually this afternoon.
I would just like to go round the table and introduce everybody so that you know who it is you are
talking to. My name is Juan Watterson. I am the Chairman of the Select Committee looking into
the collapse of Kaupthing, Singer and Friedlander (Isle of Man). To my immediate left here is
John Houghton MHK. To my far left is Roger Phillips, who is the Clerk to the Committee. To my
immediate right is Eddie Lowey MLC, a member of the Committee; and to my far right, Mr Phil
O’Shea, who is a special adviser to the Committee.

You may be aware that our investigation is looking specifically, at this point, at two parts of its
remit, which are the cause of the collapse of Kaupthing, Singer and Friedlander, and the role of the
Financial Supervision Commission in ensuring proper management of KSF (Isle of Man) Ltd to
protect depositors’ funds.

We have taken evidence so far from your colleagues, the Isle of Man directors. We have just
come from an evidence session with Mr Trevor Foster, and you are, for our purposes, completing
that set.

Evidence of Mr Gudni Adalsteinsson
viavideo link from London

Q836. The Chairman: Can I begin, then, by asking if you have an opening statement that you
would like to make before we get into a few questions?
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Mr Adalsteinsson: Not really. Just for the record, I was a member of the board of directors of
Kaupthing Holdings (Isle of Man) Ltd from February 2008, through the collapse of the bank and
until the middle of August 2009.

I took on that directorship as part of my role of being the Treasurer of Kaupthing Bank HF, the
parent company — the company group, so to say — and that is the reason why I was appointed to the
board in the Isle of Man. So I was not on the board of the bank itself, but actually the holding
company sitting above that.

Q837. The Chairman: Could you perhaps tell us a bit about who reported to you and whom
you reported to, in terms of fitting into that group picture?

Mr Adalsteinsson: Yes. I was one of the five senior managers of the bank. I reported directly
to the group CEO, who was based up in Iceland.

My role was then to supervise different parts of the group, effectively, being the head of the
treasury. Under the treasury was effectively the funding desk, the internet retail deposit-gathering
platforms, money market sales, money market trading, and so on and so forth — basically all the
typical treasury operations.

They were located in different parts of the world. We had operations in Iceland, the UK,
Luxembourg, Sweden, and even Norway, so it was a kind of a global role that I had. But this, of
course, being a global role, also meant that effectively the position I had sat with Kaupthing Bank
HF up in Iceland, even though some of the staff that I had with me also had lines into the local
subsidiaries, so the bank was basically a composite, set up as a group, which was then put together
with either branches or subsidiaries.

Q838. The Chairman: Could I ask why it was decided that the Isle of Man company should
be a direct subsidiary of the parent in Iceland, rather than, as it was, a direct subsidiary of the UK
firm?

Mr Adalsteinsson: Yes. I understand that this was... Part of it had to do with taxation, which I
am not that familiar with, but we thought it would be more streamlined to have Kaupthing, Singer
and Friedlander (Isle of Man) report directly to the parent company.

The plan was, of course, to try to have the balance sheet as aggregated as possible, and hence
being able to transfer funds more freely between different parties than if it had all been in
subsidiaries of a subsidiary. This would make it easier to transfer funds up to Iceland, if needed —
which, of course, is the reason for an operation like the Isle of Man — but we still thought that the
business model of Kaupthing, Singer and Friedlander (Isle of Man) was such that it, from an
operational point of view, should belong to London. Most of their clients came from there. You
could also say that a lot of the businesses that they have set up were done in co-operation with the
London office, or KSF in London, so even though it belonged to the parent company up in
Iceland, the operational duties and the service was done through London.

Q839. The Chairman: Can you tell us a bit about your involvement during May 2008 and any
discussions with the Financial Supervision Commission on the Isle of Man about the exposure of
the Isle of Man through to the group and to Iceland generally, the concerns that they had and how
you understood those?

Mr Adalsteinsson: Yes. I think it was in May that I had a meeting with John Aspden from the
FSC. In retrospect, I think it was actually good that we had that meeting. I would like to believe,
and I said this in the written replies I sent you earlier, that I tend to believe that the FSC in the Isle
of Man had a very good knowledge about the operations of Kaupthing, Singer and Friedlander
(Isle of Man). They were not at all being kept in the dark or did not really know the details of the
operations. I would much rather like to think they knew exactly how things were being lined up.

We had, of course, streamlined the deposit from the Isle of Man up to the parent company, as
we did with many other branches or subsidiaries. John had learned from Aidan that the regulator
had concerns about the Icelandic situation, which I could kind of realise, to some extent, so we had
this meeting in London. I cannot remember when in 2008 that was held, but eventually the FSC
wanted the Isle of Man to limit their exposure to Iceland and worked along with the management
in the Isle of Man to formulate those types of recommendations. So when, unfortunately,
Kaupthing, Singer and Friedlander (Isle of Man) collapsed, I do not think it came out as any
surprise where the money was being held. I think this was all out in the open and quite well
known.

175 TKSF



755

760

765

770

775

780

785

790

795

800

805

810

SELECT COMMITTEE, THURSDAY, 4th MARCH 2010

Q840. The Chairman: The main solution to that problem in May that was put forward was the
Repo agreement. Was that something you had direct dealing with?

Mr Adalsteinsson: The Repo agreements were done between the Isle of Man and KSF in the
UK. I did not have direct involvement in that, so the details of those transactions are not
completely clear to me, but I know, kind of, overall, what exactly it was that was being done.

The Chairman: Mr Houghton, do you want to ask some questions?

Mr Houghton: Thank you.
Thank you, Mr Adalsteinsson. Can I ask... In the review documents, provision was made for
the document to be signed by a signatory, the guarantor.

The Chairman: The guarantee.
Mr Houghton: Yes.

The Chairman: If we can follow up anything up to the actual collapse before we go on to do
the collapse and then the guarantee afterwards. I am just trying to structure a logical progression, if
that is alright.

Mr Adalsteinsson: That is fine with me, yes.

The Chairman: I think we have probably covered up to about May, unless anybody has got
anything up to about May?

Q841. Mr Lowey: Could I ask you, sir, up to May, the Isle of Man undertaking was very
profitable, still growing, and new products were being proposed. Was the parent company happy
with this situation regarding the development of the local... Kaupthing (Isle of Man)?

Mr Adalsteinsson: Yes. I think the answer to that question would be yes. It was a good
operation. It was growing modestly. We had invested and acquired the Isle of Man operation of
the Derbyshire not that long before, to increase the footprint in the Isle of Man even more, and that
was also the reason why I was put on the board of the holding company. We had plans to expand
the operations on the Island even further, so we had no reserves about the operation. The lending
book was very granular, I would like to believe, with a very low risk.

So it was definitely... If you look at the banks which we have seen in the last... We have
actually seen a lot of banks in the last 12-18 months... and I think if you look through the balance
sheet and through the assets, I would like to say that the Kaupthing (Isle of Man) operation’s asset
base was of stellar quality.

Q842. Mr Lowey: Did it surprise you that the local Financial Supervision Commission then
asked for less exposure to Iceland in May?

Mr Adalsteinsson: It did not, really. I would not say it surprised me. Of course, Iceland had
been in the news for a number of reasons — CTS, Bratsofen, on the sovereign, on the banks. There
were a lot of things that pointed the highlight to Iceland. So I was not really surprised that a
regulating body, being the ones who need to be very conservative, would say, ‘Well, I am not
going to read into it what is right and what is wrong, but just to be on the safe side of things, we
would like to increase [sic] the exposure to Iceland.” From where he was sitting, I could easily
relate to what he was asking for. It was not where we wanted to take the business, but I could
easily understand his request.

Q843. Mr Lowey: Can I then ask how was the exposure to Iceland reduced by taking it from
Iceland and putting it to the UK branch of the mother bank in Iceland?

Mr Adalsteinsson: The exposure then moved from being exposure to Kaupthing Bank HF in
Iceland and was then exposure to Kaupthing, Singer and Friedlander (UK) which, of course, was a
UK bank. That was the reason, I believe, why John Aspden said, ‘That is what I am looking for. I
am happy for the money to be held in a UK organisation, rather than an Icelandic one.’
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Q844. Mr Lowey: Thank you.
The UK operation is wholly owned by Kaupthing (Iceland), is it not?

Mr Adalsteinsson: Yes, it was wholly owned by Kaupthing Bank (Iceland) HF, but still it was
a subsidiary, with UK law, with a UK banking licence and a fully operational UK bank — so it did
not effectively... It was not an Icelandic bank, even though the ownership was up in Iceland.

Q845. The Chairman: Obviously, the Isle of Man was very much exposed to a parent or
sister, one way or the other. A significant amount — I think it was over half — of the Island’s base
was moved, basically, from Iceland to the UK. How much of that money then ultimately, from the
Isle of Man, would have flowed back through to Iceland?

Mr Adalsteinsson: I think most of it kind of went back, in the first instance, to Iceland through
a deposit agreement which KSF made with Iceland, but that was again... If you look at the risk of
the Isle of Man, it was different because, in between, you had KSF in London. KSF placed
deposits with the parent company all of the time. Sometimes we even placed deposits with them
and the exposure would be reversed, but it would go either way.

I think it is actually not uncommon that banks in the Isle of Man place their deposits with the
parent company, and I think before Kaupthing acquired Singer and Friedlander, most of the
deposits of Kaupthing, Singer and Friedlander (Isle of Man) were placed in the UK with the
parent. But, yes, the money went from KSF in London to Iceland. Some of it came back to London
again. There were multiple trades being done between Iceland and the UK.

Q846. The Chairman: Would you have an idea of the gross and the net position between the
parties?

Mr Adalsteinsson: It would be continually fluctuating, because there was all kinds of business
taking place between KSF and Kaupthing Bank HF.

In terms of credit risk, we have to make a difference of liquidity risk and credit risk. The credit
limit of KSF in London was quite small, as it was a small bank with a limited capital base, so they
could not lend to any party more than, I think it was £120 million approximately. Therefore...

Q847. The Chairman: Gross or net?
Mr Adalsteinsson: Pardon?
The Chairman: Would that £120 million or £150 million be gross or net?

Mr Adalsteinsson: That would be net, if I remember correctly. Well, I am not going to hang
my hat on that. There is probably somebody else who is more... I think it would have been net,
when I think about it. But that is kind of the biggest exposure limit that is in the typical risk guides
of banks. This is kind of the credit risk and, of course, KSF in London could not exceed that to
Iceland or to any other of their Kaupthing parties. In that sense the parent company would be
viewed as any other client.

Then there is this liquidity risk of where you place your deposits and there you have different
rules. Placing of deposits, or placing of liquidity, is not viewed the same as a credit risk and
effectively they could have placed most of their deposits with a single institution, if they had
wanted to.

They did place some with Iceland, some was resourced of Iceland using the UK as a Repo
station, where Iceland gave assets of it to KSF and they would hence give money back to Iceland.
They would then either repo the assets again out to a third party and get the money back, or they
would just keep the assets on a known balance sheet and hence fund this themselves. This was part
of their business and I believe they have done similar transactions with others like the Isle of Man.

Q848. The Chairman: Can you talk to us a bit about when you started realising that the Bank
was in trouble, when you first realised that and what signs or symptoms or information led you to
think that the Bank was starting to get into serious difficulties.

Mr Adalsteinsson: Yes, it was a bit of a gradual movement and, looking over the history, you
never kind of know really what was the grain that kind of filtered out, but I think what, basically, I
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could say the funding of the Bank was difficult and we could see the serious threats on Iceland and
isolated banks in Iceland rising quite dramatically.

There was most definitely nervousness around Iceland all the way through the summer of
2008, leading up to the autumn. I think after the default of this US bank, Lehman Brothers, there
was definitely a new regime in the world. Banks did not trust each other: they realised that, well,
they could go bust and they would be allowed to go bust and that, I think, changed the overall
confidence of the marketplace. After that, it was, kind of, every man for himself.

You could see, at that time, things started to drift apart, not only for Icelandic banks, but for
every bank in the world, so it was probably at the end of September, you could see that things
were starting to be very tough and you could say that, from 1st October, this kind of a final phase
began.

It began when KSF in London had a meeting with the FSA, who had worries about their
liquidity. They established a two-week programme to beef up the liquidity of the Bank which we
were a part of and then, of course, one thing led to another. There was this first supervisory notice
being given out, then the Icelandic authorities issued, on 6th October, this emergency legislation,
which was not particularly clear on if any of the banks would get taken over, if their foreign
depositors would be guaranteed to the same level as domestic ones and even changed the law of
the game, made depositors with a higher priority than senior bondholders and I think, effectively,
that decision by government did make the outside world even more nervous about what was
happening in Iceland and so this thing, you could say progressed, or escalated, and ended up in
administration of KSF. This was then the automatic trigger for the rest of the group.

Q849. The Chairman: So you were fully aware of the first supervisory notice on 3rd October?
Shall I rephrase that? When did you become aware of the first supervisory notice?

Mr Adalsteinsson: I became aware of this agreement, from the CEO of KSF in London. You
have to... around the time it was issued, I was not part of that conversation with the FSA. I believe
part of that document was that this should be kept secret from everybody but, of course, some of
the elements that were stipulated into that contract needed the help of the parent company to
implement and, with that, I learnt about it, but I did not see the whole document.

It was also quite strictly put forward by the FSA that this was a confidential document and
even though I had been part of the group that saw the document and had the conversation with the
FSA, I probably would not have been allowed to discuss it outside of that room but, again, I was
not part of - You have to keep in mind that this conversation was done in the UK between a UK
authorised bank, KSF in London and the FSA, so we were not sitting up in Iceland. Even though
we were part of the group, we were not part of that specific conversation.

Q850. The Chairman: But the bits that affected you, you were informed on 3rd October?
Mr Adalsteinsson: Sorry?

Q851. The Chairman: The elements of the agreement between the Bank in the UK and the
regulator, the elements that affected you, you were made aware of on 3rd October?

Mr Adalsteinsson: Around that day. Along with everything else I am saying here today, I am
kind of reciting from memory, because I do not have any of my documents, as I left them when I
left the Bank, so it would be around that. Was I notified immediately? I cannot remember, but it
was around those days.

Q852. The Chairman: How did you square that demand for secrecy, on the one hand, and
your position as a director of the company in the Isle of Man on the other?

Mr Adalsteinsson: Yes, I was the director of the company, Kaupthing, Singer and Friedlander,
the holding company, not the Bank itself, which was slightly different.

But still, the information I received was in full confidence between FSA and the KSF in
London. Even though I would have been allowed into that conversation and had full disclosure of
what took place there, I would not have been able to take that information out and share them with
anybody in the outer world.
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Q853. The Chairman: But perhaps not talking about the outer world, I am talking about your
fellow directors of the holding company within the Isle of Man. Did you not owe a duty of care to
them, to inform them of —

Mr Adalsteinsson: No, because I did not receive that information in the capacity of a director
of the holding company in the Isle of Man and I would have been in complete breach with
everything that was being said to the FSA, if I would have taken that information and passed it on
to a third party.

Let’s be absolutely clear about that and also if I would have used that information and given it
to anybody else, the chances are that information would have been used in such a way that it
would have completely damaged the plan that the FSA was trying to put in place.

Q854. The Chairman: But there is no doubt that that supervisory notice did undermine the
position of the Isle of Man company, because its deposits, inter-group deposits, did not have the
protection as those being afforded protection from 3rd October?

Mr Adalsteinsson: As I understood it, all the new deposits were put into some sort of new
vehicle and all deposits were kept in a separate format. I think, actually, the action plan that the
FSA proposed, was to... had the ultimate aim of rescuing the Bank, including rescuing the money
of all the depositors, including the Isle of Man.

Q855. The Chairman: But inter-group deposits were not afforded the same protection as
individual retail deposits that were going into this trust account at the Bank of England?

Mr Adalsteinsson: That could very well be, I do not know that, I have not... again, I do not
have the documents, I have never seen it, so I do not know that but, effectively, the FSA put this
notice into place to rescue the Bank, so to say.

They had reason to believe that the Bank, on safety grounds, it could fall and therefore had this
thing put in place to rescue the Bank in the scope of the next two weeks. So that rescue operation,
per se, was for the benefit of everyone involved, even though they were part of the new deposit at
Kaupthing or the old deposit at Kaupthing. I guess that is the reason the FSA stepped in.

The Chairman: Mr Houghton.

Q856. Mr Houghton: What are your views on the validity of the guarantee given by
Kaupthing HF to the Isle of Man subsidiary in 2007, as you were then involved in its preparation?
Can you recall that?

Mr Adalsteinsson: Yes, this was a guarantee that was given, if I remember correctly,
specifically in relation to the acquisition of the Derbyshire Building Society operation in the Isle of
Man. The guarantee was supposed to make up for any potential shortfall of the Kaupthing Singer
and Friedlander (Isle of Man) operations.

Q857. Mr Houghton: Was the request for the provision of a guarantee proposed by the Isle of
Man directors?

Mr Adalsteinsson: Was it proposed by directors? If I remember correctly —

Mr Houghton: Isle of Man.

Mr Adalsteinsson: — I think it was one of the conditions of the acquisition, when it was taken
over... when Kaupthing bought the Derbyshire operations. But, in fact, the guarantee itself is not a
very difficult document to understand.

Q858. Mr Houghton: Was the wording — just to clarify further — was the wording for the
guarantee, proposed by the Isle of Man directors, based on similar documents that were already in

place with Isle of Man banks? Do you know?

Mr Adalsteinsson: That I am not familiar with, but I seem to recall that the lawyers up in
Iceland had their fingerprints on the exact wording.
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Q859. Mr Houghton: The guarantee was signed by Ingélfur Helgason, who indicated that he
was then Chief Executive Officer of Kaupthing Bank. Can you confirm this and whether he was a
director also of the Bank?

Mr Adalsteinsson: Yes, Ingélfur Helgason was the CEO of Kaupthing Bank (Iceland), so he
was like, what would you call it, the local hat. As far as I remember, he had the same signatory
powers as the group CEO, or even the Chairman, so he was, as far as I remember, an authorised
signatory to bind the Bank.

Q860. Mr Houghton: Was he also a director of the Bank?
Mr Adalsteinsson: Yes, he was.

Q861. Mr Houghton: Just for our... thank you. In the review of documents, provision was
made for the document to be signed by a signatory, other than a director, and the executed
document indicated that the deed is executed by an authorised signatory. To your knowledge was
Mr Helgason an authorised signatory?

Mr Adalsteinsson: Yes, I mean otherwise he would have not been asked to sign the document.
It was definitely the intention and the aim of Kaupthing Bank HF and, of course, Kaupthing Singer
and Friedlander (Isle of Man) to do this guarantee and it was always obvious from a business
perspective that this guarantee was in place.

Q862. Mr Houghton: And, finally, do you have any reason to believe that the document was
not appropriately executed and should not be viewed as a valid claim? What is your opinion on
that?

Mr Adalsteinsson: Well, I have since then learnt that the winding-up committee of Kaupthing
Bank HF has rejected the guarantee, for what reason I do not know, but it is clear to my mind that,
from a business perspective, the way we treated it when the bank was up and running, it was
definitely a valid instrument and definitely in place. It was frequently mentioned as such.

Q863. The Chairman: Thank you. So you were surprised by the ruling of the court that that
guarantee was not a valid instrument?

Mr Adalsteinsson: Surprised, yes, but then again I think... Yes, definitely I was surprised. It
was the first time that I saw that this guarantee was put into question. I know that a lot of work
was being put into this guarantee, looking at it from a different angle at this being a potential
priority claim or not, but it was the first time I heard that it was considered to be invalid, so to say.
But again, when the bank was up and running, we believed that this was definitely, from a
business perspective, a completely clear and valid document and could be used as such.

Q864. The Chairman: Are you party to other documents within the group, similar guarantees
with subsidiaries in England and Germany? Is this a comparable document?

Mr Adalsteinsson: To be honest, I do not know. Kaupthing Bank did not issue many of these
types of guarantees. It did issue some specific guarantees to deposits that were raised in other
jurisdictions — these were quite specific ones — but, as far as I remember, this was the only kind of
blanket guarantee that was being issued.

The Chairman: Okay. Thank you.
Mr Lowey.

Q865. Mr Lowey: Other than to say the English subsidiary of Kaupthing, which is wholly
owned by Iceland, the parent, did it have a guarantee, to your knowledge?

Mr Adalsteinsson: No. It could have been for some smaller specific businesses or towards
some of their clients but as a guarantee, it was not in place. Kaupthing Bank HF did not guarantee
the overall business of the subsidiary in the UK in the way that it was worded in the Isle of Man
contract i.e. the whole shortfall, if that had occurred. Nothing like that was in place with London.
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Q866. The Chairman: On the actual day that the Isle of Man company decided to call in the
administrators, you were involved in a long conversation with the local directors, (Mr
Adalsteinsson: Yes.) of which we have transcripts of that meeting and that conversation.

During the course of that meeting you said that the company still remained solvent, and that
was about lunchtime on the Wednesday. On what basis and on what information were you making
that assertion?

Mr Adalsteinsson: Well, now, again we are talking about something that happened quite some
time before I... At that time, if I remember correctly, this was a conversation that happened after
KSF had been put into administration, if I remember correctly.

Q867. The Chairman: Well, there were telephone calls before it went into administration but
you are talking... I appreciate you are talking from memory and you would not have seen
necessarily the transcripts that we have seen. Is that a fair comment?

Mr Adalsteinsson: Yes, as I said, I do not remember if we had a conversation before KSF
came into administration or afterwards, but, anyway, what the plan... It was not obvious
immediately then if the default, the technical default of KSF, would mean a default with the parent
bank and therefore we had... We were expecting money to be coming in. We had actually been
raising money to support KSF in London and there were a lot of things, moving things that day
that were taking place and that was the reason why I recommended that we would like to wait and
see, instead of just going out and declaring that the Isle of Man operation was insolvent.

However, that day it became obvious that, after the Isle of Man called on the guarantee, we
could not honour — I think the call was for some £300 million — that the parent company did not
have sufficient funds and hence the Isle of Man operation was not solvent because a lot of the
funds were being kept by KSF.

Thinking about it also from a different perspective, looking at the situation in Iceland that day
after having emergency legislation, another bank being taken over, we also had a problem of
simply transferring money and that was also the problem we had with helping KSF, that the whole
transfer system between banks had collapsed. So —

Q868. The Chairman: That was through the central bank in Iceland?

Mr Adalsteinsson: It was through the central bank in Iceland but also a correspondent bank
that we were doing business with in London and other countries. Many of the banks were so afraid
of what was going to happen next in Iceland that they stopped transferring money to and from
Iceland.

Q869. The Chairman: The information then that you were using in order to assess whether
the Isle of Man was solvent or not, was that a real-time information that you were using, was your
bank... or were you relying on information that was hours or days old?

Mr Adalsteinsson: When... Can you -—
Q870. The Chairman: In your telephone conversations with the directors on the —

Mr Adalsteinsson: Yes, we were, basically, fully aware of what the situation could be and if
we could perhaps eventually raise enough money during the day so we could make up the shortfall
that the Isle of Man had in KSF. It was obvious from lunchtime, I think it was around lunchtime,
before lunch, that KSF had been taken into administration, that they were effectively, you would
say, they were gone, but we were about to receive money. We were in dialogue with the central
bank. We had secured money and so there was in our mind the chance that we could have found
money to make up for the shortfall that the Isle of Man had, due to the bankruptcy in London.

So we basically used the day to see if that was possible and, during that time, it became evident
that that would not be doable, there were other parts of Kaupthing that were also suffering and,
eventually, effectively no money was coming in that day after the stop of the operation of KSF.

Q871. The Chairman: You seem to imply in your written statement that you were aware that
the UK authorities were working with KSF (UK) to secure more liquidity. How does that match up
with statements made by the chief executive officer in London, just a week before the collapse,
that KSF (UK) was the most liquid bank in London?
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Mr Adalsteinsson: Well, I cannot really answer for his statement. I know only, from my own
part, that they had entered into, from a liquidity standpoint, what they basically categorised the
liquidity green, I think, orange and red. They had entered into the red zone at the end of September
— I think it was 30th September — and that meant effectively that they went to the FSA and made a
plan with them on how to increase the liquidity of the bank. When and why he made this
statement, which I actually never heard before, I am not really in a position to answer.

Q872. The Chairman: Do you believe that the Financial Services Authority or the UK
Treasury were hasty in their actions, in that the bank in the UK and Iceland could ultimately have
survived, had it not been for the actions of politicians in the UK?

Mr Adalsteinsson: Well, it is difficult to say because there were a lot of moving things.

I think KSF could have survived on a continuous basis.

I also understand, looking at the press reports coming out of Iceland around that time, that they
were probably acting in what they believed was in the best interests of UK customers, with a very
limited and somewhat mismatching of information coming from Iceland. So just thinking about
their own jurisdiction, they were probably doing what they believed at that time to be the only
reasonable exercise. You can easily see that, and I have been through documents that...

It is the enforcement of this first supervisory notice that was being duly monitored and I would
like to believe that things were moving according to plan until the politicians in the UK believed
that there were some funds... first of all, funds missing in KSF that had somehow been transferred
to Iceland, which was, of course, not right.

Then, afterwards, after the statements of the Icelandic authorities about treatment of deposits,
about this emergency legislation, that then the whole response and the whole attitude towards KSF
changed and, all of a sudden, instead of working with the Bank, things started to escalate quite
quickly. They needed things to be done right now or things would come to a stop, which they
eventually led to. Again, I think it was this whole situation with Iceland that made the FSA
nervous about what was really going on in Iceland and they probably just took the decision that
they thought was necessary at that time, which was to basically close down the shop.

Again — and I have said this in other places — there were other means that could have resulted
in less of a domino effect to Iceland and to other jurisdictions. At the same time they took KSF
operations into administration, they gave some £50 billion rescue package to banks in the UK in
the same morning, in the same hours. It would not have taken much time to include KSF in that
package or take pledges in the assets of KSF, or granted some sort of loan or whatever, but they
decided to take this quite extreme measure. They probably did not also realise the aftermath, but I
think they were... of course, for everybody it was a very stressful time and people did not really
know what was going to happen next. There was, as I say, a kind of every man for themselves.

So with perfect hindsight, of course, they should have acted differently, but sitting where they
were sitting at that time, I do believe they were trying to do their job as practically as possible and
this is what they ended up doing.

The Chairman: Mr Lowey:

Q873. Mr Lowey: You described perfectly the world situation at that time, where banks were
refusing to lend money to other banks, which created more pressure on a pressurised world.

Can I come back, really, to a key for me, anyway? These conversations, which were
confidential and you could not pass on to anybody, if I remember rightly you said they were
initiated by the bank to the FSA or was it the FSA that came to the bank? In other words, I need to
know who initiated these confidential conversations.

Mr Adalsteinsson: Yes, what was confidential was the actual supervisory notice, which I
understand is a formal document. If I recall correctly, the bank KSF (UK), when this red situation
in terms of liquidity came up, I think they then went, they notified the FSA that things were not
looking that well. Again, that was between the CEO of KSF in London and their treasury division.
I cannot really... I do not know it for a fact, but I think the initial idea came from the bank. Then I
know it was a very friendly conversation. They made a two-week plan of how to increase the
liquidity, sell off some assets etc, to bring up the liquidity buffer, and what I heard was that it was
basically just going according to plan.

It was then on 3rd October that this formal notice was given. That was exactly on the same day
as we heard in Iceland that Alistair Darling or Gordon Brown have actually called their
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counterparts in the UK, asking, ‘What has happened? Why have, all of a sudden, £1.5 billion been
transferred from the UK to Iceland?’ which is, of course, not true.
After that accusation had been made, the first supervisory notice was issued.

Mr Lowey: That’s fine.
The Chairman: Phil.

Q874. Mr O®hea: Just to be clear, then, as far as you are aware, there were discussions
between the UK board and the CEO and the FSA, that a plan for recovery had been agreed, and
that was being pursued during that period. Were you kept informed, essentially on a daily basis,
about the progress of that plan?

Mr Adalsteinsson: No. That was between KSF (UK) and the FSA. They completely ran that
process, again because it was a UK bank, so they dealt directly with their own supervisors on that
plan.

Q875. Mr Ohea: Surely, though, there would have been implications, from a group balance
sheet point of view, that you would have needed to be aware of and manage in your role as group
treasurer?

Mr Adalsteinsson: That particular plan, if I remember correctly, did not really require my
involvement. I think it was more of a plan of selling down some assets. If I remember correctly, it
did not really stipulate that we had to give them any amount or magnitude of funds. It was mainly
just transferring or converting assets into liquidity.

Q876. The Chairman: Not a great time to sell, though.

Mr Adalsteinsson: No, not a great time to sell them and also not a great time to receive the
proceeds. You have to think about that: these typical sales, if you would sell today you would only
get the proceeds after three days, and then stuff like that. But, yes, again, it was a tough time to
sell, but the management of KSF in London understood that they needed to do some unpopular
things to beef up the liquidity.

Q877. Mr O(hea: Again, as far as you are aware, were those steps progressing (Mr
Adalsteinsson: Yes...) or was there a stage when it effectively broke down?

Mr Adalsteinsson: No, as far as I was aware, we did not receive any alarming calls from KSF,
saying that they were not able to sell those assets and things were going in the wrong direction. So
what I have learned since then is that, yes, it was progressing and they were implementing some of
these items.

Some of these items were, of course, if I remember correctly, not such that you could easily
just do them and expect them in a couple of minutes; they needed to... there was a sale of a long
portfolio, etc, which usually takes a bit more time, but they had set themselves, and I believe
agreed with the FSA, that they would have two weeks to actually do that.

The Chairman: Mr Houghton.

Q878. Mr Houghton: Thank you.

You indicated in your written evidence that you felt the Isle of Man FSC was very much on top
of what KSF (Isle of Man) was doing and fulfilling their duties. On what basis do you make that
assertion?

Mr Adalsteinsson: Yes, again, I am making that assertion from the viewpoint of where I was
sitting at the time. We had recently gone through with John these transfers of funds and these
items of keeping the deposits up in Iceland, and he had come up with a recommendation of how he
wanted to see it. That was being executed, so I therefore tend to believe that he knew exactly
where the money of the bank was being held, and I am very doubtful that a man in a similar
operation in another jurisdiction could have, at that point in time, known exactly where the money
was being held.
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So we had gone through this exercise just a few months before, which meant that everybody
had needed to get up to speed in the operations of the bank. Therefore, I like to believe that he
was... he knew exactly, there were no surprises that came out of the bag when things were being
unveiled.

Q879. Mr Houghton: How did you keep in contact with them - by e-mail, telephone?

Mr Adalsteinsson: No, I had this one face-to-face meeting with him but, as a board member of
the holding company, it was perhaps not in my role to be specifically in direct contact with him.
We did all this communication through Aidan Doherty, the Managing Director in the Isle of Man,
and I understood they spoke quite frequently, especially around when this change was being
implemented in May 2008.

Q880. Mr Houghton: So when you say that, you did not have direct contact with Mr Aspden;
it was through Aidan Doherty?

Mr Adalsteinsson: No, I did not have direct contact with John, apart from one or two meetings
that we had face to face to go over the Icelandic situation. But I still like to believe that when we
had that meeting, he had been through the balance sheet of the bank, he had been through the
recommendations that he eventually made, so he knew, as far as I understood, quite well what the
operation was all about.

Q881. Mr Houghton: How did Mr Doherty keep you apprised of the matter as it was
progressing?

Mr Adalsteinsson: Aidan sent us, basically, e-mails and also called me quite frequently when
he was having this dialogue with John in May.

If I remember correctly, the ball went back and forth of how this should be changed, in which
format and in which way. It was not just a simple outcome; there was a bit of discussion taking
place but, of course, that would be the role of the MD of the bank itself to deal with the regulator. I
think it would be inappropriate if a member of the holding company had been having a direct
dialogue with the director of the FSC. I do not think that is the usual way of doing it.

Q882. Mr Houghton: Thank you.

Moving on slightly, in your written statement again, you mentioned the deposits held by the
United Kingdom, and the expected exposure of the United Kingdom to Iceland. Did you receive
regular management information that clarified where the Isle of Man bank placed its deposits, both
intra-group and externally, and where the United Kingdom similarly placed its deposits?

Mr Adalsteinsson: I did not see where KSF London would place their deposits. That is
something I would not see on any of my reports. We did, however, discuss at a board meeting of
KSF (Isle of Man) where the deposits were being placed. I also remember Aidan walking me
through the local rules about placing deposits, i.e. a certain percentage of the deposits needed to be
kept on the Island. But did I receive on a regular basis or a daily basis where the deposits were
being kept? No.

Again, also this is something that would probably have been part of the regular information
package sent to the board of the bank, I would guess. This would be a typical thing for the asset
liability committee of the bank to look at.

Q883. The Chairman: But you knew that most of the money of the Isle of Man bank was with
the UK?

Mr Adalsteinsson: Yes.
Q884. Mr Houghton: Thank you.
Having reviewed the evidence presented so far, do you have any specific concerns or evidence

of wrongdoing or failure to act by the KSF (Isle of Man) directors?

Mr Adalsteinsson: No.
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Q885. The Chairman: Some of the clients who were left over from the Derbyshire and were
taken on by the KSF felt that the information that they received was not very clear, that they were
being taken over by an Icelandic bank — the letter to them referred to a northern European bank.
Can you perhaps tell us why this was so woolly? Why was that not clear?

Mr Adalsteinsson: We did not send out any ‘woolly’ information. That is to start with.

The bank called itself a ‘northern European bank’ for the reason that its operations in Iceland
were only a small fraction of the overall revenues of the bank and also the assets of the bank. I
think Iceland accounted for something like 25% to 30% of the bank. So, therefore, the operations
and the growing part of the bank were abroad. Therefore the bank was being called a northern
European bank. I do not think anybody was being misled or tempted to believe that the bank that
bought the Derbyshire was not an Icelandic bank — not at all.

Q886. The Chairman: Another concern that was raised by the Depositors’ Action Group last
week was that they felt they were misled about the quality and the viability of having a UK home
regulator being replaced with an Icelandic home regulator and the knock-on effect for the parental
guarantee. Would you care to comment on that?

Mr Adalsteinsson: I can see where they are coming from. It is always a risk. I think the bottom
line is rather that there is always a risk if a bank keeps a lot of its deposits within a single counter-
party. There is always a single operational risk. Disregarding if it is Iceland, or KSF or UK,
wherever it is, there is always a risk, and I think that risk has been present in the banks of the Isle
of Man for quite a long time.

It is a risk, and I think also... that is probably the reason why a lot of banking operations in the
Isle of Man do exist. After all, I think that is kind of the facts, and the conclusion of that, probably
going forward, is that people who place their money with operators like that need to keep that in
mind when they make that assessment.

Q887. The Chairman: Do you think that any part of the KSF collapse is due to regulatory
failure, either in Iceland, the UK or in the Isle of Man?

Mr Adalsteinsson: No, I do not think it was a regulatory failure — not a failure per se.

I think you can, however, rephrase the question to say, ‘Are there things that we can learn from
this exercise?’” — and there are a number of things you can change. There needs to be a good strong
central bank; the banks cannot be so much bigger than their local central bank, etc, and the central
bank needs to be in the place. But was there, in any way, a lack of regulations or the regulations
not being exercised? Not at all and, again, I think the regulator in the Isle of Man was pretty
hands-on, in terms of knowing what was going on in that operation, so things did not come up as a
surprise to them.

Q888. The Chairman: So you would say that the collapse of the bank was more due to a
collapse in public confidence than any failure of regulation?

Mr Adalsteinsson: Yes, it was basically due to the fact that the environment lost confidence in
each other. Also the global banking system lost confidence in the Icelandic central bank being able
to support the Icelandic banking system, just like every other central bank was doing at that time.
There was a reason behind that and that kind of led to the downfall of the Icelandic banks at that
time, which took the operation in the Isle of Man with them.

Q889. The Chairman: You mentioned that there were a number of lessons that could be
learned from this and one of those was the size of the domestic bank compared to its national,
central bank. What other lessons do you think should be learnt from the collapse of the Kaupthing
group in general, but perhaps erring more on the Isle of Man experience?

Mr Adalsteinsson: Again, the importance of a central bank is crucial. Secondly, I think it is
beneficial that regulators do operate, I would say, more in co-operation with each other. My guess,
or my thoughts were that if one regulator knew something, he would share that information with
other regulators, because I thought they were all basically on the same boat, but I have learnt
differently.

So I would have thought that, since we know all these banking systems are quite interlinked, in
different ways and one area can easily lead to a default in another area — which we have seen in
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the case of Iceland — I would have expected that the regulators would keep each other more
informed about what they have done. Frankly, I would have thought that this first supervisory
notice, the existence of that document, should have been shared with the Isle of Man, even though
this would have had to be shared with them on the basis that they could perhaps not use that
immediately to their own benefit, which would then destroy the reason for the document — but I
would have thought there would be more information sharing between those parties. So that is
kind of where I am coming from.

Q890. The Chairman: So, it would appear that all the regulators might be in one boat, but the
FSA was rowing away in a life raft?

Mr Adalsteinsson: Yes, that is one way of putting it.

I also believe that since these banking systems are so interlinked, that the FSAs of the world
need to co-ordinate, to be able not only to act in the simple interest of their own jurisdiction, and
basically making the problems they have somebody else’s problem. So they need to think about
the overall situation.

I believe if, in early October 2008, there had been a call between Iceland, the UK and the Isle
of Man, then between them agreed on the right way forward — which would have benefited
everybody — I think the outcome would have been very much different from the situation we have
today.

Q891. The Chairman: So you think that had the regulators agreed a course of action, the bank
could have — and could have survived — that public confidence would have returned?

Mr Adalsteinsson: It is very difficult to say. What we have seen in the episode in Iceland is, of
course that, following the default of the banks, there was close to a complete national bankruptcy
in Iceland. It went from being a liquidity problem, as it was, which was the actual stab that killed
the banks, into being a quality problem, which we saw when one firm after another went bankrupt
in Iceland.

Could the Icelandic banking system have withstood that shock? It is very difficult to really
have a view on that. It would have been difficult, just by the magnitude of default in Iceland but,
of course, default also means that everything becomes unpayable and there is not this opportunity
of trying to extend the loans and waiting until things improve. So it is very difficult to pinpoint if
the banking system could have been saved, but it is obvious from countries where we have been
seeing, from the areas where we are seeing that recoveries are going to be high, like the Isle of
Man and KSF, that the asset quality was not the problem of the bank.

Q892. Mr O(Bhea: 1 just wanted to go back to one point that I think is important, to ensure
that we have a clear understanding on the committee, and this goes back to the point that the FSC
here took steps, in discussion with the FSA, to seek to satisfy themselves that there was a potential
control and, indeed, restriction on the amount of funds that could be placed by KSF in the UK with
the parent.

I think, in your evidence here this afternoon you were saying that, on the one hand that is so,
but implying there might be ways and means by which the London business was nevertheless able
to place additional funds with Iceland. I want this committee to understand how, on the one hand,
there is potential control and, really, a view that the London business would need to split its
liabilities around a number of counter-parties and, on the other hand, I think you are saying, in
reality, there were other significantly higher placements with Iceland?

Mr Adalsteinsson: Yes, I think you are correct there.

I think if we look where KSF in London placed their deposits, they actually did not place all
the deposits with Iceland, not by far. They placed it in different parts of the business and they did
not, I would say, automatically transfer the money up to Iceland like the business of Isle of Man
towards the parent used to be. Not at all.

It would have been very difficult, sitting in the Isle of Man, to make a... to oversee the
business of KSF and how much money they would continue to streamline up to Iceland. It was
made, yes, that the Isle of Man needed to place this £180 million, if I remember correctly, not
longer with Iceland, but with KSF. I do not think it was possible to attach to that some sort of
point that KSF was not allowed to do x, y or z with that money and have that money specifically
earmarked. I do not think that could have been physically possible to do.
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Q893. Mr OBhea: But the point is, that our understanding is that, under FSA rules, the UK
business was restricted in what it could place with the parent, and that amount was something of
the order of £150 million or thereabouts. You imply that, in reality, the amount placed through UK
business to the parent in Iceland was considerably higher than that. I think we need to understand
how that can be, if the FSA had placed a restriction?

Mr Adalsteinsson: Yes, again, this is a question of credit limits, of lending versus placing
deposits. The lending limit to any party, including the parent, from KSF was this £120 million,
whatever it was. The other measurements or restrictions applied to where KSF could keep the
money. I don’t think they could have kept all the money with one counter-party, I don’t think the
FSA would have been happy with that, but it would definitely be some constraints about the
concentration of deposits. That is not the same as lending.

You can also look at it from the flipside. Most of the banks in the Isle of Man keep their money
with one single counter-party, but they could never lend that counter-party all of the money. It is
the difference between liquidity risk or where you place your money versus credit limits. It is risk,
nevertheless, I agree with you.

Q894. Mr O®hea: For a bank that is taking in deposits, you know, holding a big deposit, it
then has to decide where it will place that money. If it lends, it has to decide where to lend that
money to lay off those deposits and our understanding is that that was restricted by the FSA.

Mr Adalsteinsson: No, there are rules in place in the UK where you place deposits, but they
basically do not apply... these are not the lending regulations.

If you use the same argument and you think about the operation of Kaupthing Singer and
Friedlander (Isle of Man), prior to Kaupthing’s involvement, all the deposits of Isle of Man were
kept up in London, so using that argument you would say, well, the only business of the Isle of
Man was to lend all the money to a single counter-party up in London.

Q895. The Chairman: I suppose that the point is, in terms of the London/Iceland situation,
what may have been happening is that London will place its deposit book of £1billion, say, with
Iceland and yet has something back worth £850 - £900 million and would still be within the FSA
rules. Is that a fair analogy?

Mr Adalsteinsson: Yes, you can look at the gross and the net. When you have assets against
lending, then it is different, then you cannot do transactions like that, but keep in mind that, I
would say, the Isle of Man was more exposed to Iceland, than KSF ever was. KSF placed their
money with more different counter-parties than exactly did Iceland.

Q896. The Chairman: So on a gross basis was KSF significantly upstreaming to Iceland?
Mr Adalsteinsson: On a gross basis...

Q897. The Chairman: Without taking into account the relevant securities that count against
that?

Mr Adalsteinsson: Yes, they were exposed to Iceland, simply because of the fact that they
operate as the Repo centre point of all the assets of the group, being from the Isle of Man or
Iceland or Sweden would be sent to KSF. KSF would repo them out to the outside world and
transfer the money back to the origin. So, yes, there would be exposure of all the group to KSF.
Just like any other Repo counter-party.

Q898. The Chairman: Right, but a lot of that was going up, again to Iceland, not London.

Mr Adalsteinsson: Not necessarily. Most of the liquidity, as I said, was being backed up by
assets. At one stage it was actually the middle of May, early May even, Kaupthing HF was a net
lender, a net provider of liquidity to KSF.

So it went both ways, so it was only after that liquidity situation with KSF improved — I cannot
remember when it was — that they started to place more of their deposits up in Iceland, but they
were quite tough on being sure that they would place the deposits somewhere they could easily
retrieve them again.
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Q899. Mr O(hea: Clearly the FSC here sought to gain comfort and clarification from the
FSA and had this view that actually it was restricted.

I guess and I am not sure whether you can answer this, whether there is a view that the FSA in
their response were not fulsome or wholesome in describing the difference between the net and the
gross activity?

Mr Adalsteinsson: I think the FSA has a clear document on how they review both net
exposures and gross exposures. I think it is fair to assume that they do that.

The Chairman: Mr Houghton? No.

Q900. Mr Lowey: My final question: you state you were not confident that the Icelandic
economy, banking, could have continued, notwithstanding the pressures being applied externally.
Is that because Iceland, as an economic unit, had become too dependent on banking?

Mr Adalsteinsson: It is for a number of reasons. As I said, I am not quite sure if the banks
could have survived this great collapse in asset quality of their balance sheet. It is just a question it
is possible to figure out.

A lot of the reasons why things went sour, also, is that the currency devalued instantly, making
a lot of the loan books in Iceland — I will not say worthless — but decrease in their value quite
rapidly, so these were a lot of things that added to the fact that things kind of ran off. There is also
this fact that Iceland is still running this single, this sole currency of theirs, which is the smallest, I
guess, the smallest monetary system in the world and that has created a bit of this problem, as
well.

Q901. Mr Lowey: Could I — I am not being disrespectful to Iceland — but Iceland has a long
tradition, has it not, of what I would call living with inflation?

Mr Adalsteinsson: Yes, Iceland used to be an inflationary country all the way up to — very
high inflation — up to 1992, 1993, and after that it was stable, it was down to I would like to
believe, that was lower than you would find in Europe. That kept on until, I would say, 2005 when
this big economic boom happened and, of course, inflation took off again.

But inflation, as such, is not going to kill the economy. It was rather that most of the
borrowings of the households and the businesses in Iceland were done in foreign currency
because, all of a sudden, the banks could provide them with loans in foreign currency and once the
Icelandic kroner devalued, the value of these loans doubled overnight, whereas, of course, the
assets stayed the same. This is the current problem of every household in Iceland and every
business and this has led to a line of bankruptcies. Could the Icelandic banking system have
survived that? It is very difficult to say.

The country itself is having problems surviving it right now, so the game is not even over, so I
cannot really say that we can decide.

The Chairman: Okay. Is there anybody else?
Thank you very much for joining us this afternoon and giving your evidence. It has been much

appreciated and, with that, we will round off. Thank you.

Mr Adalsteinsson: Thank you.
If there is anything else you need, then do not hesitate to let me know.

The Chairman: Unless there is anything else you wish to add, I think we are done. Thank you.
Mr Adalsteinsson: Thank you.

The Committee adjourned at 4.49 p.m.
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