Serial No. 2008/94

IN THE HIGH COURT OF JUSTICE OF THE ISLE OF MAN

IN THE MATTER of THE COMPANIES ACT
1931

and

IN THE MATTER of KAUPTHING SINGER &
FRIEDLANDER (ISLE OF MAN) LIMITED

and

IN THE MATTER of THE JOINT PETITION OF
KAUPTHING SINGER & FRIEDLANDER (ISLE
OF MAN) LIMITED and THE FINANCIAL
SUPERVISION COMMISSION dated the 9th
day of October 2008

THIRD AFFIDAVIT OF DAVID C. LOVETT

I DAVID C. LOVETT of AlixPartners Limited, North Audley Street, London being

sworn make Oath and say as follows:

1. I am the same David C. Lovett who has previously sworn an affidavit in
this matter. As before, I am authorised by AlixPartners to make this
Affidavit,



2. Where the statements contained within this Affidavit are within my own
knowledge, they are true. Where the statements are derived from
information given to me, I state the source of that information and the
statements are true to the best of my knowiedge, information and belief.
Where T comment on the actions and intentions of the Isle of Man
Treasury, I have the authority of the Treasury Minister so to do.

3. I refer to my First and Second Affidavit sworn herein, by way of
background. Where defined terms were used in my First and Second
Affidavits, they shall be adopted and used herein.

Privilege & Confidentiality

4. To the extent that reference is made herein to documents not exhibited
hereto (or information derived from such documents), those documents
(or information) are either the subject of legal professional privilege
(which is not intended to be waived hereby) or confidentiality obligations
imposed upon AlixPartners by virtue of a Non-disclosure Agreement
entered into with the Liquidators Provisional. Nothing contained herein,
and in particular (but without limitation), the fact that such documents (or
information) are referred to herein is intended to waive privilege or breach
such confidentiality obligations.

5. To the extent that reference is made herein to advice provided to
Treasury, such advice remains confidential and privileged and nothing

contained herein is intended to waive such privilege or confidentiality.

6. There is now produced and shown to me marked “DCL1” a paginated
bundle of documents to which T shall refer herein. Save where otherwise
indicated, references to pages are to pages in that bundle.



Background

10.

11

12.

13.

As stated in my previous Affidavits, AlixPartners has been retained by the

Isle of Man Treasury to assess the situation pertaining to KSFIOM and the
impact of the appointment of a liquidator over KSFIOM, with, in particular,
a view to investigating the possibility of an orderly wind down or

restructuring of KSFIOM, as an alternative to a traditional liquidation.

On 27 November 2008, at the request of the Isle of Man Treasury, the
Petition was adjourned until 29 January 2009, to permit AlixPartners to
progress a review of the financial position of KSFIOM, with a view to
formulating proposals (if any) for the restructuring of KSFIOM.

On 15 January 2009, I swore my Second Affidavit herein.

In paragraph 14 of my Second Affidavit, 1 briefly outlined the aims of a
potential scheme of arrangement that was under consideration.

I explained, in paragraph 15 thereof, how it was proposed that such aims
be achieved.

In paragraph 19 of my Second Affidavit, 1 indicated that certain key
decisions and/or responses were required from (i) the Treasury; (ii) the
FSC; (iii) the Ligquidators Provisional; (iv) the banks which would otherwise
be required to contribute to the DCS; and (v) creditors.

The purpose of this, my Third Affidavit, is to update the Court and
creditors with regard to the matters identified in paragraph 19 of my
Second Affidavit and to provide further detail as regards the scheme of
arrangement (“the Scheme of Arrangement”) which, in light of the

feedback received, T understand from the Treasury is now intended to be



proposed (subject to certain outstanding legal and practical issues being

overcome).

The Potential Scheme of Arrangement

14.

15.

16.

17.

18.

As the Court will be aware, a scheme of arrangement is a compromise or
arrangement between a company and its creditors (or a class thereof)
which is sanctioned by the Court under section 152 of the Companies Act
1931 following approval of the said scheme by a majority in number
representing three-fourths in value of the creditors (or class of creditors as
the case may be), present and voting either in person or by proxy at a
meeting convened by the Court for the purpose of approving such a

scheme.

At pages 1 to 3 of Exhibit "DCL 1" can be found a document setting out

key elements of the potential Scheme of Arrangement.

AL pages 4 to 13 of Exhibit "DCL 1” can be found a document which is
intended to provide certain financial information as regards the effect of
the potential Scheme of Arrangement.

At pages 14 and 15 of Exhibit "DCL 1” can be found an illustrative
timetable for bringing the potential Scheme of Arrangement into effect.

At page 6 can be found details of the proposed payment schedule under
the potential Scheme of Arrangement. The key points to note from this

page are as follows:

a. It is proposed that there will be three scheduled dividends,
followed by further unscheduled dividends until all assets are

realised and dividends paid;



b. The dividends shown in the right hand column are anticipated
dividends which AlixPartners have estimated as likely to be
payable, based upon the information that has been made

available to us by the Liquidators Provisional;

¢. All creditors would be entitled to and would receive a pari passu
dividend, Whether such dividends would fall below, meet or
exceed the anticipated levels shown in the right hand column
would depend upon the sums available from asset realisations at
that time.

d. To the extent that a creditor who would otherwise be entitled to
make a claim under the DCS (Ma Depositor”) would, by way of
pari passu dividend, receive less than the applicable assured
lump sum shown in the left hand or middie columns (as
applicable) for any particular scheduled dividend, funds would
be made available by the Treasury to the Company by way of a
bridging facility ("Top Up Funding”) to ensure that the applicable
assured lump sum payments will be made, notwithstanding the
shortfall from asset realisations. The effect of this, is that all
Depositors will receive up to 3 assured lump sum payments that
will ensure that they receive no less than that to which they
would be entitled under the DCS;

e. The effect of making the assured lump sum payments to

Depositors is shown in the lower table on page 6; namely:

i. Within 3 months of the Scheme of Arrangement taking
effect, 54% of all Depositors (representing 24% by value
of total creditor claims) would have been repaid in full;



19.

20.

21,

i, Within 12 months of the Scheme of Arrangement taking
effect, 65% of all Depositors (representing 35% by value

of total creditor claims) would have been repaid in full;

iii. Within 2 years of the Scheme of Arrangement taking
effect, 71% of all Depositors (representing 49% by value
of total creditor claims) would have been repaid in full
and all claims which could otherwise have been made

against the DCS will have been satisfied in full;

Page 7 provides a comparison between how we would anticipate the
Scheme of Arrangement would perform and likely recoveries for creditors
in the event that the Scheme of Arrangement did not proceed, KSFIOM
went in to liquidation and the DCS was triggered. We have applied the
same assumptions to our calculations as to the anticipated outcome in the
proposed Scheme of Arrangement and the estimated overall dividend in a
liquidation to provide a fair comparison for creditors.

Therefore, it should be emphasised that our estimated overall dividend to
creditors of 65p/£ that is shown in these pages is by no means certain or
guaranteed. Depending upon the value of assets recovered, realised, and
the resolution of various outstanding issues (including claims to set-off),

the overall dividend to creditors may be greater or less than this estimate.

As can be seen on page 7, whilst the final estimated recovery for
individual creditors is the same in either case, we anticipate that under the
Scheme of Arrangement more Depositors would be paid in full quicker and
non-Depositor creditors and those Depositors with claims against KSFIOM
in excess of the amount they could otherwise claim under the DCS would
recejve prioritised and accelerated payments. This would be achieved by
the Scheme of Arrangement providing:



22.

23.

24.

25,

a. that where a Depositor receives the benefit of Top Up Funding,
the Treasury receives a right of subrogation with respect to that

Depositor to the extent of Top Up Funding received; and

b. that the recovery by Treasury under such subrogation rights
would be deferred until all creditors had received at least 60p/£
by way of pari passu distributions and all Depositors would have
received their full entitlement as if they had a claim under DCS.
Thereafter, a catch up payment to Treasury, as provider of the
Top Up Funding, would be due to bring all recoveries to 60p/£.
Thereafter, all creditors (including Depositors) would continue to

receive pari passu distributions.

Pages 8 to 12 provide some worked examples showing how such
payments would affect individual depositors with claims against KSFIOM of
(i) under £50,000; (i) between £50,000 and £75,000; (i) between
£75,000 and £100,000; (iv) between £100,000 and £150,000; and (v)
above £150,000. The effect upon Non-Depositor creditors would be
identical to that upon the above £150,000 category.

At page 13 can be found a high level comparison between what I believe
to be the features of the potential Scheme of Arrangement and the default
position of a liquidation and triggering of the DCS.

It is anticipated that the Depositors can expect the same final recovery
under either the liquidation/DCS or the proposed Scheme of Arrangement.

There are however, various advantages under the proposed Scheme of

Arrangement which should benefit the Depositors.

I should emphasise that whether or not the Scheme of Arrangement is
proposed will depend upon, amongst other things: (i) agreement being
reached with the banks that would otherwise be obliged to contribute in



the event of the DCS being triggered; (i) the approval of Tynwald to
Treasury financially supporting the provision of the Top Up Funding and

any consequential amendments to the DCS Regulations; (iii) indicative

support being received from all creditor constituencies; and (iv) the
Liquidators Provisional and the FSC agreeing jointly to promote the

potential Scheme of Arrangement.

26. In paragraph 21 of my Second Affidavit, 1 indicated that a further
adjournment of the winding up petition of at least 60 days would be
required to provide time for all outstanding issues to be resolved,
appropriate  documentation to be prepared and the necessary
application(s) to Court be made for the convening of a meeting of
creditors to consider and vote upon the proposed Scheme of

Arrangement.

27. At pages 14 and 15 can be found an illustrative timetable that 1 have
prepared with the assistance of the Treasury’s advocates, Gough & Co.,
showing the primary steps that are likely to be required to bring the
potential Scheme of Arrangement into effect. The dates contained therein
are merely indicative but are intended to assist creditors in understanding
the timescales involved. Efforts will be made, where possible, to shorten
periods between certain of the steps to ensure that the effective date of
the potential Scheme of Arrangement, if approved by the creditors, is as
s00n as possible.

SWORN at London

This [ day of January 2009

Before me:

A Commissioner for Qaths
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SCHEME OF ARRANGEMENT — KEY ELEMENTS

Effect of Scheme on Creditor Rights

1. Creditors would exchange current rights for Scheme Rights (which would be
defined in the Scheme Docwmment);

b3

Schente Rights would inchude:

a. The right to 3 dividend payments on scheduled dates (“the Scheduled
Dividends™);

b. The right to such further dividends after the initial 3 scheduled payments
as may become available from asset realizations (“the Further
Dividends™); and

¢.  Compensation rights that would otherwise arise under DCS will be met in

full through 3 assured payments (“Assured Payments”™) of which the
Scheduled Dividends may form part;

Top Up Funding and Assured Payments

3. Each of the Assured Payments would be supported by bridging finance (“Top Up

Funding™) to the extent that sums available to pay such amounts froin Scheduled
fecd o

Dividends were insufficient at the time of each Scheduled Dividend payment;

4. Amounts paid from Top Up Funding would be recovered by way of subrogation
from sums due to depositors, such recovery to be deferred until all creditors had
received a minimum dividend of 60p/L;

5. Banks that would otherwise be liable to contribute to the DCS would participate

in the provision of Top Up Funding alongside Treasury in broadly the same way

as they would contribute to DCS;

6. The amount available for Top Up Funding would net be affected by any
subsequent bank failure that triggered the DCS;

Interaction with Earvly Compensation Scheme

7. Sums paid to depositors under the Early Compensation Scheme would be
deducted from assured amounts due from the Scheduled Dividends;



Record Date — Set Off, Curvency Exchange, and Interest

8. A Record Date would be set for a date before the Scheme Mecting at which
creditors would be asked to vote to approve the Scheme;

9o The Record $ate would be trealed as the equivalent of the dade ol e making of «
winding up Order for the purpose of caleulating creditor entitlements, both for
voting and distribution purposes, accordingly:

a.  Automatic selfexecuting set-off would occur on the Record Date;

b, All forcign currency claims by or against KSFIOM would be converted to
Sterling on the Record Date;

¢.  Contractual interest (it any) would be applied to all claims by or against
KSFIOM up to and including the Record Date;

Interaction with DCS

[0, The DCS would be amended to provide that no claims could be made against the
DCS arising from default by KSFIOM.,

Eiffective Date of Scheme and Implementation of Moratorium

11. Upon approval of the Scheme by the requisite majorities and sanction by the
Court, the Court’s Order would be filed with the FSC and the Scheme would take
effect;

I2. Upon the Scheme taking effect, a moratorium would be imposed preventing
creditors from bringing proceedings against KSFIOM | save for the purpose of
enforcing Scheme Rights;

Conclusion of Winding Up

13. Upon the Scheme taking effect, the Winding Up Petition would be dismissed and
the Liquidators Provisional discharged from office;

14. Once approved by the Court, the fees and expenses of the Liquidators Provisional
would be payable by the Scheme Administrators from the assets of KSFIOM prior
to any dividend being paid;

Termination of Scheme

15. The Scheme would terminate once the Scheme Administrators concluded that all
realistic realizations had been achieved;



16. Creditors would be notitied in writing of termination of the Scheme.
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Item | Action When?
L o Resolve all outstanding legal issues
Draft: (i) Scheme Document, (it) Explanatory I February to
- ) e \ K Y I Y -
Statement, (iii) Proxy Forms, (iv) Notices, (v) Claim 23 March
Forms; (vi) Petition, and (viiy Affidavit(s) i Support
e Resolve position with Banks and draft underlying
participation agreement
o Obtain Tynwald conditional approval of Scheme and
conditional amendment to DCS
2 File Petition and Evidence in Support week
COneneing
30 March
3 Ex Parte Hearing for Directions (o Call Scheme Meeting week
commencing
6 April
4 Notices of Scheme Meeting to be sent to Creditors week
commencing
13 April
5 Adjudication of ¢laim forms for voting purposes
6 Record Date week
commencing
[T May (shortly
prior to Scheme
Meeting)
7 weme Meeting week
commencing
11 May
8 Draft and file affidavit reporting on outcome of Scheme woek
Meeting commencing
18 May
9 Sanction Hearing weelk
commeneing
25 May
10 File Court Order at 'SC - Scheme takes effect week
commencing,
25 May

/¢



(immediately

following,
sanction)

11

First Dividend/Lump Sum payment

July-/“August

/S



