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Research Update:

Republic of Iceland Outlook Revised To Stable
From Negative On Icesave Bill; Ratings
Affirmed

Overview

e The Icelandic parlianent has approved the |cesave agreenent, a step that
will contribute significantly to securing crucial external financing
t hr oughout 2010.

* W are revising our outlook on Iceland s sovereign ratings to stable from
negati ve.

W are affirnming our 'BBB-/A-3'" foreign currency and ' BBB+/ A-2' | oca
currency ratings on the sovereign

e The stable outl ook bal ances the chall enges of the high public debt ratio
and renaining external vulnerabilities with our belief that Iceland s
econony and institutions have above-average flexibility to deal with
t hese chal | enges.

Rating Action

On Dec. 31, 2009, Standard & Poor's Ratings Services revised its outl ook on
the Republic of Iceland s sovereign ratings to stable fromnegative. At the
same time, we affirned our long- and short-term ' BBB-/A-3'" foreign currency
and ' BBB+/ A-2' local currency ratings on the sovereign. The 'BBB-' transfer
and convertibility assessnent was al so affirnmed.

Rationale

The outl ook revision is based on the successful passage through the Icel andic
parliament on Dec. 30, 2009, of l|egislation securing a sovereign guarantee
fromthe Republic for a |loan by the Dutch and U K governments to the

| cel andi c deposit guarantee fund. Wth this loan, Iceland is fulfilling its
obligation to conpensate depositors in |Icesave, a branch in The Netherl ands
and the U K of the failed Icelandic bank Landsbanki. W expect that the
president of the Republic will sign the bill into |law in due course.

VWil e parlianmentary passage of the "Icesave agreenent” will add significantly
to the general governnment's debt burden, it is a decisive step to unlock
further disbursements of up to €2.3 billion fromthe International Mpnetary
Fund (IMF) and frombilateral |oans from Nordi c governnents. These funds wil|l
alleviate Iceland's still weak external liquidity position by raising the
Central Bank's foreign exchange reserves (currently around €2.5 billion).

I ncreasi ng forei gn exchange reserves are an inportant precondition for I|celand
to |l oosen its capital account controls, which were inposed in |ate Novenber
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2008.

O her significant and encouragi ng devel opnents include the conclusion of the
restructuring of lceland' s failed banks and the passage of a tight 2010
budget, underpi nned by an anbitious nedi umterm consolidation franework with a
view to bringing lceland s 13% of GDP deficit (2009 estinmate) back to bal ance
by 2013. While we consider that this target nay be missed, the fiscal program
shoul d succeed in containing gross general governnent debt at 130% of GDP in
2010, after which we see it declining gradually. If the tight fiscal policy is
adhered to in 2010 and beyond, the peak of net government debt will remain in
our view close to 100% of GDP. These assunptions hinge on a successful capital
account liberalization that would not lead to a renewed plunge of the

I cel andic krona, as this would not only inflate the krona equival ent of the
governnent's foreign currency debt, but also undernine future growh and

t herefore revenue prospects. The | ong-del ayed passage of the unpopul ar |cesave
agreenent, whi ch has been hotly debated throughout 2009, will in our view
support investor confidence in the ability of the governnent to formul ate and
i mpl enent cohesive policies and secure necessary external financing, which
wi Il nake a disorderly opening of the capital account |ess likely and, other

t hi ngs being equal, should support the currency. The recapitalization of the
fail ed banks was concluded in Decenber 2009 and at 13% of GDP turned out to be
only half as costly to the Treasury as originally envisaged. Neverthel ess,
contingent liabilities remain substantial, as downside risks to asset quality
linger in the context of an overleveraged private sector, a deep recession

and record unenpl oynment. G ven the private sector's exposure to
foreign-currency |oans, further depreciation of the krona woul d exacerbate

t hese ri sks.

Outlook

The stabl e outl ook bal ances the chall enges of the high public debt ratio and
remai ni ng external vulnerabilities with our opinion that Iceland s econony and
institutions have above-average flexibility to deal with these chall enges. Any
clear signs that the prudent macro-approach of Iceland' s authorities m ght
weaken (for exanple, significant fiscal slippages or the breakdown of
Iceland's | M~ and Nordi c-supported adjustnent progran) could rapidly bring

I cel and' s sovereign rating under renewed downward pressure and the rating
could drop bel ow i nvest ment grade. Conversely, a successful continuation of
Iceland's hitherto appropriate policies, especially a snooth lifting of

capital controls and the inplenentation of a credible nedium to long-term
public debt-reduction strategy, would provide uplift to Iceland s rating.

I cel and has applied for EU nmenbership with a view to eventual ly adopting the
euro. Wiile nmonetary union would be a credit positive, as it would shield

I cel and' s econony from sone bal ance- of - paynent pressures, we do not at this
point factor it into Iceland' s sovereign rating. In our opinion, while |celand
woul d be well prepared to successfully conclude accession negoti ati ons,
donestic support and a required referendumresult remain highly uncertain and
will largely hinge on the flexibility of the EUto grant Iceland special
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wai vers fromthe common fisheries policy.

Related Research

e Criteria For Determining Transfer And Convertibility Assessnents, My 18,
2009
» Sovereign Credit Ratings: A Primer, My 29, 2008

Ratings List
Ratings Affirned; CreditWtch/ Qutlook Action

To From
I cel and (Republic of)
Sovereign Credit Rating
Forei gn Currency BBB-/ St abl e/ A-3 BBB-/ Negati ve/ A- 3
Local Currency BBB+/ St abl e/ A-2 BBB+/ Negati ve/ A- 2
Transfer & Convertibility Assessment BBB-
Conmrer ci al Paper A-3

NB: This list does not include all affected ratings.

Additional Contact:
Sovereign Ratings;SovereignLondon@standardandpoors.com

Conplete ratings information is available to RatingsDirect on the d obal
Credit Portal subscribers at www. gl obal creditportal.comand RatingsDirect
subscri bers at www. ratingsdirect.com All ratings affected by this rating
action can be found on Standard & Poor's public Wb site at

www. st andar dandpoors. com Use the Ratings search box located in the |eft
colum. Alternatively, call one of the follow ng Standard & Poor's nunbers:
Client Support Europe (44) 20-7176-7176; London Press Ofice (44)
20-7176-3605; Paris (33) 1-4420-6708; Frankfurt (49) 69-33-999-225; Stockholm
(46) 8-440-5914; or Mscow (7) 495-783-4011.
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