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1 Foreign expansion and concernsin 2006 about growth

1.1 Strategic expansion for diversification and economies of scale

Landsbanki’ s history spans three centuries. The bank, which was established by an act of
parliament and started operation in 1886, was for parts of its early history both a commercial
bank and the national bank of Iceland. Through most of its history the bank remained wholly
owned by the state, but in 1997 incremental privatization was started, culminating at the end
of 2002 when the government’ s remaining 48,5% stake was sold to a group of private
investors. The bank remained however focused on its home market until the turn of the 21st

century.

Starting in 2000 Landsbanki gradually expanded its operations abroad. The bank’s strategic
reason for geographic expansion was to achieve more diversification, geographically and
across sectors as well as greater economies of scale. The Icelandic economy has historically
been focused on afew key industries and this was reflected in the bank’ s lending portfolio. As
the I celandic market went through an important phase of consolidation, creating stronger and
more stable financia institutions, the banks thus had to look abroad for further growth
opportunities. Importantly, if the banks wanted to devel op profitable fee-generating services
which did not require an expansion of the existing balance sheet, the domestic market offered

rather limited opportunities for growth and diversification of risk.

By the turn of the century Iceland had been a member of the European Economic Areafor 8
years and a number of key state owned enterprises had been privatized or were in the process
of being sold. The economy had been diversifying from being almost totally dependent on its
fishing industry and aluminium exports to a growing importance of services. Long-term
prospects for the economy were good, due to arich resource base in fishing and power

generation as well as ayoung labor pool, with employment and education levels among the
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highest in the OECD. From the early 1990s governments had thus emphasized liberalization
and diversification of the economy and by 2000 financial services were both the focus of
privatizations and viewed as a potential growth industry. A token of this was the complete

privatization of the banking industry in 2002-2003.

In 2005 the Prime Minister, Mr. Halldor Asgrimsson of the Progressive Party, commissioned
astudy on prospects for establishing an international financial services center in Iceland, with
members from the private sector, universities, industry associations, permanent secretaries
from the PM’ s office and key ministries, aswell as the Central Bank governor. The study

report, issued in 2006 stated:

“The domestic financial industry has grown much more rapidly than GDP over the
last decade and been a significant contributor to economic growth, progress and
improved standard of living. The committee finds that in addition to a higher state of
evolution of this part of the economy, which will continue to contribute to growth of
the economy, there is a chance to take advantage of the opportunity to develop further
an international financial industry in Iceland which would contribute at |east equally
to economic growth, if the authorities will work diligently towards this goal.

Financial industry is a high value added sector; incomes within this industry are high
and the educational standard of employees on the average higher than in other
industries. As of now, about 3% of the workforce is employed in the financial sector
but these workers earn 6% of total salary incomes of domestic workers. Likewise, the
share of the financial sector in GDP has grown to about 8% in the span of afew years
and surpassed the share of the fishing industry in 2005. The committee strongly
advicesthat if the government should advance policiesin order to attract international

financial servicesto Iceland, all such actions and decisions should be designed to
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promote services which are likely to enrich society and further enhance Iceland’s

reputation internationally.”*

The committee also concluded that in order to promote successfully the development of an
international financial industry in Iceland, key elements of such a strategy would include
further liberaization in full accordance with EEA regulation and improvementsin the tax
system to make Iceland a more competitive base for financial firms. Good access by firmsto

the government bureaucracy and open dialogue was also considered to be an important factor.

In April 2007 the incoming coalition government announced increased emphasis on high-tech

industry and the financial sector, inits policy statement:

“The Government wants to create optimum conditions for ongoing growth, exports
and international expansion by Icelandic companies, i.e. through measures to boost
the hi-technology sector...One implication of the transformation of |celand's business
sector in recent years has been to increase the importance of various international
service activities, including financial services. The Government aimsto ensure that
such activities can continue to grow in Iceland and break new ground in competition
with other market areas, and that companies expanding abroad will continue to see
benefits in being headquartered in Iceland. A priority will be to strengthen the
Financial Supervisory Authority to enable the Icelandic financial markets to enjoy

complete confidence.”?

While successive governments had promoted policies to encourage further growth in high-

technology and the financial sector, the domestic economy offered somewhat limited

! Alpj6dleg fjarmé astarfsemi & Islandi, Nefnd forsadisrédherra um alpj6dl ega fjarmél astarfsemi,
October 2006, found at http://www.forsagti sraduneyti.is/medialfrettir/Skyrda.pdf

2 policy Declaration of the Government of the Independence Party and the Social Democratic Alliance
2007, found at http://eng.forsaetisraduneyti.is/news-and-articles/nr/2646

2/25/2009 3:47:24 PM



Draft - Report by Landsbanki’s Management Board on developments leading up to the banking crisis - Draft

opportunities for diversification. Landsbanki balanced international strategy was thus aimed
at diversifying the asset base and creating a European bank, with strong roots in the Icelandic
economy, offering integrated financial servicesto medium-sized corporations, institutional

investors and individuals.

111 Heritable bank acquisition and growth

During the period 2000 — 2007 Landsbanki made several small and medium sized acquisitions
in the UK, Ireland, Luxembourg and France, focused on implementing a balanced growth
strategy, for atotal value of approximately EUR 520 m. (taking into account the full purchase
price of these assets.) The strategy consisted of acquiring small, efficiently run companies or
platforms that would support long-term organic growth. In each case the bank retained
existing management and added key employees with relevant experience in order to promote
new services while cultivating existing product lines and customer relationships. All the
while, Landsbanki group was able to offer centralized risk control, compliance, audit and
accounting, aswell asjoint support for IT and marketing. In addition to external growth the
bank also grew organically through an expanding branch network in the UK, Holland,

Norway, Finland, Canada and Hong Kong.

Landsbanki’ sfirst foreign acquisition was Heritable Bank in London. The acquisition was
initiated in 2000 and completed in 2002, for atotal consideration of GBP 25.9 m. Heritable
was founded in Glasgow in 1877 and rel ocated to London in the 1950s. The bank had
traditionally been involved in bridging finance and asset finance. At the time of the
acquisition Heritable' s balance sheet was approximately GBP 175 m. In the years following
the acquisition Heritable focused primarily on its Structured Property Finance business, which
involves lending to residential and to a lesser extent commercial property development, both

in the form of senior and mezzanine debt.
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Starting in 2003, Heritable introduced a number of new business lines, as the bank also began
taking wholesale deposits, with retail deposits being added in 2004. Typical customers for the
wholesale deposit business were local authorities, building societies, corporations and

universities, while the retail savings business offered competitive returns on savings accounts

to account holders, providing service by telephone or postal mail.

Starting in 2004 Heritable ventured into the mortgage lending business, focusing on buy-to-
let, self certified and status mortgages. 1n April 2005 Heritable acquired Key Business
Finance Corporation, which speciaized in short term financing to law firms. Following this
transaction the balance sheet of Heritable grew to GBP 450 m. and eventually approached
GBP 1 bn. In 2006 the bank launched its Asset Finance business, focused on financing of
small ticket items such as vehicles (approximately 60% of the business) as well asindustrial

equipment, telecoms etc.

112 Other major acquisitions

Following itsinitial expansion abroad, Landsbanki grew both organically and by acquisition.
In April 2003 the bank acquired the business of Bunadarbanki L uxembourg for atotal
consideration of EUR 15.3 m. The Luxembourg branch offered private banking, wealth
management and other banking services, primarily to clientsin Iceland, Scandinavia and

Northern Europe.

In February 2005 Landsbanki started assembling the pieces of a corporate and investment
banking platform with the acquisition of British stockbroker Teather & Greenwood for a

consideration of GBP 42.8 m.

In September 2005 Landsbanki added another piece by acquiring the European securities

company Kepler Equities SA (previously known as Julius Bér Brokerage). Initially
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Landsbanki acquired 81% of the total sharesfor a consideration of EUR 81.6 with an
agreement to acquire the remaining shares, held by employees, over afive-year period. With
officesin Amsterdam, Frankfurt, Madrid, Milan, Paris, Zurich and Geneva and asalesteam in
New York, Kepler provided Landsbanki with an extended platform from which to develop a

Pan-European corporate and investment banking presence.

In November 2005 Landsbanki acquired 50% share in the Irish stock-broking and corporate
finance firm Merrion Capital for an initial consideration of EUR 55.3, agreeing to acquire the
remaining 50% over the next three years for a price to be determined by future profits. The
Merrion acquisition created a new opportunity in the Irish financial services market, with an
emphasis on corporate finance, wealth management and fund management services and
complemented the acquisition of Kepler and Teather & Greenwood. These businesses were
thus instrumental in expanding the bank’ s investment banking, wealth management and

brokerage platform.

In August 2006 Landsbanki acquired a Guernsey-based bank, Chesire Guernsey Ltd. for a
consideration of GBP 1.2 m in addition to the approximately GBP 20 m net asset value of the
company. This alowed Landsbanki afast-track entry into the offshore banking sector as well
as apossibility to develop further its deposit program, including internet based deposit

accounts.

Finally, in May 2007 Landsbanki offered to buy al sharesin British investment bank and
brokerage firm Bridgewell for a consideration of GBP 60.3 m. The acquisition was compl eted
in August 2007. Bridgewell was merged with Teather & Greenwood to form Landsbanki
Securities UK, which instantly became the second largest brokerage firm in the UK by

number of clients, behind JPMorgan Cazanove.
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In August 2005 the investment firm Burdaras, largely owned by Landsbanki and Straumur
Investment Bank was split in two and the entities merged with the two major owners. Among
the assets allocated to Landsbanki was a 19.8% share in Swedish investment bank D.
Carnegie & Co AB, which Landshanki sold in April 2006 for EUR 235 m, realizing capital
gains of approximately EUR 110 m. Other assets allocated to Landsbanki from the Burdaras
split were sharesin Intrum Justitia AB., Straumur Investment Bank Ltd. and Marel hf.
Landsbanki also owned a number of subsidiariesin Iceland, including SP Fjarmognun, an

automobile and equipment leasing company.

1.1.3. Growth of Landsbanki London Branch

Landsbanki London Branch received its official branch license in March 2005. At first the
branch specialized in leveraged |oan financing through participation but subsequently moved

aso into originating leveraged loans.

In late 2006 the branch also launched an Asset Backed L ending unit, staffed with a core team
consisting of experienced bankers out of GMAC Financia Services. The Asset Based
Lending unit worked with teams in London, Birmingham, Manchester and Frankfurt. Later
Landsbanki also formed a strategic aliance with Wachovia where the bank acted as an agent

for Wachovia s clientsin Europe.

In 2006 London Branch launched the I cesave product, Internet based savings accounts, while

back-office operations were outsourced to the Newcastle Building Society.

In October 2007 the branch launched its Capital Markets Products Unit (CMPU), which was
focused on add-ons to Landsbanki’ s equity brokerage business through securities financing,
structured products and equity derivatives. The aim of the CMPU was to offer clients advice

and products to meet specific requirements in financing or increasing yield on equity
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portfolios or to hedge interest and FX exposure. A fixed income unit was launched several
months earlier, in June, while a Trade Finance unit was al so launched and operated closely

with the Hong Kong representative office.

The bank aso opened branch offices in Amsterdam, The Netherlands in March 2006; Oslo,
Norway in March 2007; Halifax, Canadain June 2007 and Helsinki, Finland in 2007. Out of
these offices the Amsterdam office was by far the most important. It was headed by
experienced bankers recruited from the Royal Bank of Scotland and started out as a branch
for lending, then began taking wholesale deposit and finally initiated aretail deposit
operation, under the |cesave brand. The offices in Norway and Canada focused on lending
portfolios which had been serviced from Iceland, while the Helsinki office was primarily a

brokerage business.

12. I nvestor concerns and Landsbanki’s response

In the fall of 2005 and into early 2006 foreign investors and bankers expressed concern with
the general economic outlook in Iceland and potential instability. To a certain extent thiswas
adueto lack of accurate information or misinformation. These concerns were addressed
publicly and in meetings with analysts by the banks, the bankers association and the
government. Valid concerns about fundamentals were also addressed by Landsbanki by more

tangible measures.

Although many of the criticisms regarding the banking system were valid, and subsequently
addressed, others were based on misconceptions owing to Iceland’ s relatively recent
appearance on international capital markets. Landsbanki and its peers thus started
emphasizing information flow regarding Iceland’ s economic position, and in particular

enviable long-term prospects for the domestic economy, based on its rich resource base,
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consisting of abundant fishing grounds as well as strong hydro-electric and geothermal

potential.

The country also sported a favorable demographic profile, with arelatively young labor pool
and employment and educational levels well above the average among peer economies.
Another source of strength was the fully funded pension system with aratio of 1.33:1in terms
of pension fund assets to GDP. Moreover, from the turn of the century the economy had been
gradually diversifying from being amost totally dependent on the fishing industry and
auminum exports, to a growing importance of servicesincluding the financial sector.
Milestones along this path were membership of the European Economic Area, achieved in
1992, successful privatization of key state owned enterprises, including the three major banks

and increased foreign and domestic investment in export industries.

12.1. Warning signs and reaction

Following the strong expansion by Icelandic banks and other domestic companies abroad
internationally in 2004-2005, market analysts and the financial media had begun focusing on
perceived weaknesses in the I celandic economy and its financial sector. Financial analysts
thus expressed concern about the domestic economy’ s ability to adjust to short-term
disequilibrium and consequently the banks' ability to cope with the impact of economic

fluctuations on funding and operations.

Asameasure of increased concerns, in early fall 2005 the Icelandic banks' CDS spreads thus
started rising, gradually at first and then sharply in the early months of 2006 from a low of
about 15 bp., to almost 100 bp. by March 2006. Another catalyst for increasing risk aversion
came on February 21 2006 when Fitch Ratings changed the ratings outlook for Iceland’s
sovereign debt from positive to negative and on March 6 when Merrill Lynch published an

analyst report voicing concerns about the outlook for Icelandic banks.
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Some of the criticisms of the banking system were in fact well founded and L andsbanki

subsequently addressed them through various strategic measures:

Reduced reliance on capital market funding with increased geographical

diversification and increased deposit base focused on fixed-term international

accounts

e Strengthening of liquidity position with more stringent internal guidelines on liquidity
and development of deposit initiatives

e Reduced equity exposure and clear division of hedged positions and nominee
accounts as well as divestiture of parallel equity holdings with largest shareholders

e Addressing the information gap by a pro-active approach with target audiences to

improve information dissemination as well as accessibility, quality and transparency

Following these actions the concerns that had been voiced previously, subsided. Following is

amore detailed account of these actions.
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1211. Reduced reliance on capital market funding

One of the points raised by bond analysts and investors, was that the | celandic banks were
relatively dependent on wholesale financing. Aswe discussin more detail in the chapter on
the history of |cesave, Landsbanki had already in the fall of 2005 started preparations to set
up adeposit program in other EEA countries, in order to diversify and reduce risk on its
funding side. The objective was to attract longer term retail deposits and reduce the amount of
long-term borrowing needed to support the banks funding. The first |cesave program was
launched in the UK in October 2006. Y ear-to-year in 2006 deposits increased by 104% and

the deposit-to-loan ratio increased from 34% to 47.5%.

The bank also diversified capital market funding by geography and funding programs,
lengthening the maturity profile. In late July of 2006 Landsbanki concluded a three-year EUR
600 m. syndicated lending facility with the participation of the largest playersin the banking
and bond market, priced at 32 bp. over EUR 3M LIBOR, followed on August 22 by the
bank’ sfirst US issue. Due to substantial demand the planned USD 1 bn. transaction was
increased to USD 2.25 bn. which was seen as strong evidence for the bank’ s ability to secure
ample funding. This transaction, priced at the equivalent of around 80 bp. over USD 3M
LIBOR rates, was also instrumental in confirming the downward trend for CDS spreads on
the major banks' debt. Thiswas the turning-point in regaining market confidence. The year

was then concluded with aEUR 375 m. Tier 1 issue.

Given another successful market issue in Canadain December 2006 the bank had successfully
diversified its funding geographically, lengthened its maturity profile and broadened the
investor group. These were significant and positive devel opments, in particular when coupled
with the launch of the new Icesave deposit accountsin the UK, which would radically alter

the bank’ s deposit-to-loan ratio and thus the funding profile in 2007-2008.
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By end of 2006 the bank had fully funded maturities through 2007 and liquidity was greatly
strengthened. Tier | capital had also been strengthened and capital ratiosimproved from the
year before. From this period onwards the bank also followed a modest dividend payment

policy in order to maintain a strong equity position and liquidity.

121.2. Strengthening of liquidity and internal guidelines

In 2006, as a consequence of the crisis, he bank imposed more stringent internal guidelines
regarding liquidity aimed at maintaining aliquidity position, net of haircuts, such that it could
sustain at least 12 months without access to capital markets, given amodest reduction in
business and limited recourse to sales of its portfolio of mortgages and other loans. The stress
test thus assumed that all liabilities due would be repaid at maturity and that a significant

share of deposits would be taken out.

Asapart of the new liquidity guidelines, a number of stress tests were also implemented and
routinely applied to the bank’ s liquidity position. These stress tests assumed that the bank had
no access to capital markets, faced zero growth in the loan portfolio and assumed either very
limited or moderate fund raising based on the loan portfolio as well as areduction in deposits.
These were conceptually based on the Bank Financial Strength Rating (BFSR) methodol ogy

promoted by Moody’s.

At agroup level the bank had thus implemented several liquidity management guidelines, to
meet criteriaimposed by management and to requirements set by different jurisdictionsin
which the bank operated. To whit, these guidelines included the Icelandic/FME liquidity
requirements, the BFSR guidelines set by Moody’ s (implemented in 2006), the UK/FSA
requirements (implemented in 2008) and the Dutch liquidity requirements which were

continuously met starting in April 2008.
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1213. Reduced equity exposure and division of hedged positions

To alleviate some investor concern about risk exposure, in 2006 period Landsbanki reduced
its equities exposure from 4-5% of total assets to less than 3% of total assets, by divesting of
assetsin listed companies as well asin Straumur-Burdaras Investment Bank. This was backed
by better information-flow to investors and analysts about the bank’ s true exposure to market
risk and in particular to separate out any equity positions which were held as a hedge against

market risk.

122 Growth of the banking system

In 2006 the banking system, as measured by assets of the three magjor banksin EUR, grew by
23%, from EUR 72.4 bn. to EUR 88.8 bn. In the following year total assets grew by 39% in

EUR. During the first six months of 2008 total assets increased shrank by 6% in EUR terms.

In 2006 Landsbanki’ s total assets thus grew in line with the growth of the three major banks
which as awhole grew by 23% in EUR. In fact, Landsbanki’ s share in the total assets of the
banking system remained stable through the 30 month period from year end 2005 until end of
Q208 - based on total assetsin ISK at year end 2005, 2006, 2007 and end of Q208
respectively, Landsbanki’ s total assets represented 26% - 27% of the total. Towards the last
part of this period in EUR terms the ratio of Landsbanki’ s assets to the total declined as
Landsbanki had the largest portfolio of krona denominated assets among the three major

banks.

In the first months of 2007, following the crisis of 2006 and successful fund raising later that
year, the bank refrained from accessing the market. During this period CDS spreads continued

to decline and this provided an opening for the other banks to access the bond market.
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123. Regulatory framework
Landsbanki was regulated by the Financial Service Authority (FME) on a consolidated basis.
The bank’ s foreign branches in London, Amsterdam, Norway, Finland and Canada were also
subject to local reporting requirements, as well as the representation office in Hong Kong
which was subject to local regulations. Thus Heritable Bank and Landsbanki Securities UK
was regulated by the UK Financial Services Authority; Landsbanki Luxembourg was
regulated by the Commission de Surveillance du Secteur Financier (CSSF), Kepler Equities
branches in France, Spain, Holland, Italy and Germany was regulated by the French Autorité
des Marchés Financiers (AMF), with the branch in Switzerland aso being regulated by the
Swiss Federal Banking Commission (SFBC) and its USA operations by the Securities

Exchange Commission (SEC). Merrion was regulated by the Irish Financial Services
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Regulatory Authority, Landsbanki Guernsey was regulated by the Guernsey Financial
Services Commission. A framework agreement was in place with each subsidiary regarding
reporting on risk management and large exposures on a consolidated basis. Landsbanki placed
great emphasis on maintaining good relationships with regulatory agencies. In our experience
regulatory pracitices were similar across the different jurisdictions, yet more extensive and
comprehensive at the group home regulator level, i.e. by the FME. Asrecently stated by one
of the governors of the Central Bank of Iceland: “The Icelandic Financial Supervisory
Authority based its operations on European law, regulations and procedures and was given
good marks by rating agencies and the International Monetary Fund...The banks were
thoroughly scrutinized by international rating agencies and their favorable credit ratings

greatly facilitated the bank’ s foray into the bond market.”*

® Ingimundur Fridriksson, ‘ The banking crisisin Iceland in 2008', published on the bank’ s website in
early February 2009. Mr. Fridriksson was a member of the CBI’s governing board at the time of the
report’s publication, but resigned from his post effective on February 9 2009.
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2. Period of relative calm in 2006 — 2007

2.1. Strong operating performance

The period from the middle of 2006 until the late summer of 2007 can best be described as a
period of relative cam in financial markets and strong performance for Landsbanki. In 2006
net profits rose aimost 60% year-on-year, athough return-on-equity (ROE) dipped slightly,
from 46% in 2005 to 36% - still well above the bank’s peer group average within Northern
Europe. In terms of core operations, which exclude the effects of financial income and the
cost-of-carry for investments, Landsbanki’ s pretax profits rose 78% in 2006, while ROE

dipped from 30% to 26%.

Looking at the first half of 2007 ROE after taxes remained strong at 39% and for core
operations the ROE was 26%. Asfinancial income weakened in the second half of the year
net profits remained virtually flat in 2007 compared to 2006. Pre-tax profits for core

operations rose 20% year-on-year and ROE remained strong at 24% for the full year.

2.2 Economic conditions were benign

The period from late summer 2006 until late summer 2006 also was also marked by a
progressive decline in the bank’s CDS spreads, which had peaked at 85 ptsin February 2006
and fluctuated in the range of 55 — 65 pts during the early summer months. On July 27
Landsbanki completed a placement of EUR 600 m in the market, followed by aUSD 2.25 bn
placement, finalized on August 22nd. By early September CDS spreads were hovering around
60 pts but shortly afterwards the spreads begun a steady decline which continued unabated
until late August 2007. Market sentiment in early fall of 2007 was strongly influenced by the
developing crisisin credit markets and Kaupthing's announcement of its pending acquisition
of Dutch investment bank NIBC. Kaupthing's CDS spreads rapidly soared to above 100 pts

and continued their steady rise through the rest of 2007. Landsbanki’s CDS spreads also rose,
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first to alevel of about 80 pts. The spreads did not break the 100 pt barrier until Mid-

November.
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