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Research Update:

Republic of Iceland FC Ratings Affirmed On
Near-Term Stability; LC Ratings Lowered To
'BBB/A-3'; Outlook Negative

Overview

e W consider that the near-termrisks to Iceland s econony have subsi ded.
W believe Iceland's external liquidity will remain weak, but stable, as
exchange controls will remain in place and partly conpensate for del ayed
of ficial disbursenents.

W are therefore affirm ng our 'BBB-/A-3" foreign currency credit ratings
on I cel and.

 However, prolonged application of foreign exchange controls will, in our
view, restrict lceland s nonetary and fiscal flexibility and investnent
pr ospects.

« Consequently, we are |lowering our local currency credit ratings on
Iceland to 'BBB/A-3' from'BBB+/A-2'. W are renoving all the ratings
from CreditWatch where they were placed with negative inplications on
Jan. 5, 2010.

* The negative outlook reflects the risk of a downgrade if the |cesave
negoti ati ons were to break down, undermi ning |celand s prospects for
external financing and exacerbating external liquidity pressures.

Rating Action

On March 30, 2010, Standard & Poor's Ratings Services affirned its 'BBB-/A-3

I ong- and short-term foreign currency sovereign credit ratings on the Republic
of lceland. At the same time, the long- and short-term/local currency
sovereign credit ratings were lowered to 'BBB/A-3'" from'BBB+ A-2'. The

rati ngs were renoved from Credi t Watch where they were placed with negative

i mplications on Jan. 5, 2010. The outl ook is negative.

The transfer and convertibility assessnment is unchanged at ' BBB-'.

Rationale

The rating affirmation reflects our view that Iceland s near-termfinanci al
outl ook has stabilized since the electorate resoundingly rejected |egislation
at a referendumin early March that woul d have required Iceland to conpensate
The Netherlands and the U K for their deposit insurance outlays after the
failure of Icelandic Internet bank |cesave.

In our view, the government coalition is likely to remain in place for the
remai nder of this year, reducing the risks of a policy vacuum The current

Standard & Poor’s | RatingsDirect on the Global Credit Portal | March 30, 2010



Research Update: Republic of Iceland FC Ratings Affirmed On Near-Term Stability; LC Ratings Lowered To
'BBB/A-3"; Outlook Negative

account has swung into a surplus and the currency has appreci ated 4% agai nst
the euro since the beginning of January. Mreover, the central bank has cut
its policy rates twice this year and official foreign currency reserves have
remai ned broadly stable.

We believe the authorities will now opt to keep exchange controls in place for
| onger than envi saged when they were first inposed after Iceland s banking
systemcol |l apsed in | ate 2008. This should hel p preserve external liquidity

that coul d ot herw se have come under pressure by the likely delay of future
di sbursements fromthe International Mnetary Fund (1 MF) and Nordic

governnments. However, we still consider a successful second | M- review
possi bl e over the next few nonths. However, exchange controls will not be a
long-termsolution to Iceland's fragile external liquidity situation. They are

likely to progressively weigh on investnent prospects, which we believe are
critical to economc recovery. Neverthel ess, we see that, at 6.5% GDP shrank
| ess severely last year than we expected and the econony is likely to
stabilize in 2010.

We expect the lcesave negotiations to continue after general elections in the

U K. and The Netherlands, and a nutually agreeable conpromse will likely be
found later this year. We believe none of parties would like to see the
negotiations fail. However, the lack of a fixed deadline may prolong the

negoti ati ons, during which Iceland may need to keep capital controls in place.
Lifting them w thout secured external financing sources could lead to

depreci ation pressure, which could result in renewed problens in the financial
sector. This is because the population remains highly indebted, including in
forei gn currency.

The di sbursenent of the $2.3 billion remaining under the | M programis, in
principle, not linked to the resolution of the Icesave conflict, and we
believe that Iceland has broadly fulfilled the program s conditionality on
fiscal adjustment and financial sector restructuring.

W believe that the I MF nmight release the funds |inked to the second review,
even if only sone of the bilateral |oans agreed with Nordic countries are al so
made available, so as to bolster Iceland s central bank foreign exchange
reserves ($3.7 billion in January 2010) and to cofinance the adj ustnent
program However, the Nordic governments have signaled their reluctance to

di shurse unless a solution to the Icesave dispute is found. In the neantine,

I celand' s gross external financing needs have reached about 130% of its
forei gn exchange reserves and current account receipts, which is much higher
than the 'BBB nedian (1149%.

Despite strong external financing pressures and a governnent debt ratio that
qguadrupl ed to 124% of CGDP between 2007 and 2009, |celand' s prosperous and very
fl exi bl e econony supports an investnent-grade rating, in our view Iceland s
GDP per capita renmains alnost four times higher than the 'BBB' nmedian, and its
political institutions facilitate swift and decisive policy action to prevent
defaul t.
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Outlook

The negative outl ook indicates our opinion that downside risks to Iceland's
creditworthiness remain. If the |Icesave negotiations with the U K and The
Net herl ands were to break down, this would underm ne |celand s prospects for
external financing, exacerbating external liquidity pressures and liniting
grow h opportunities because the capital account will remain closed.

Such a scenario could cause us to lower the rating on Iceland by one or two
not ches, as woul d econom ¢ policy decisions that |ead to another sharp

deval uati on. An unexpected deterioration of political stability, jeopardizing
Iceland's capacity to react in a tinmely nmanner to econom ¢ shocks, would al so
be detrinental to the country's creditworthiness, in our view. An orderly and
lasting stabilization of Iceland s external accounts and the inplenmentation of
a credible programto reverse the high government debt ratio could stabilize
the ratings in the 'BBB category.

Related Criteria And Research

e Use O CreditWatch And Qutl ooks, Sept. 14, 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
For ei gn Currency BBB-/ Negative/ A-3 BBB-/Watch Neg/A-3
Seni or Unsecured BBB-/ Negat i ve BBB-/ Wat ch Neg
Commer ci al Paper A-3 A- 3/ Wat ch Neg
Downgr aded; CreditWatch/ Qutl ook Action
I cel and (Republic of)
Sovereign Credit Rating
Local Currency BBB/ Negat i ve/ A- 3 BBB+/ Wt ch Neg/ A- 2
Seni or Unsecured BBB BBB+/ Wat ch Neg
Short - Ter m Debt A-3 A- 2/ Wt ch Neg

Rat i ngs Unchanged
I cel and (Republic of)
Transfer & Convertibility Assessnent BBB-

Additional Contact:
Sovereign Ratings;SovereignLondon@standardandpoors.com
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Conplete ratings information is available to RatingsDirect on the d obal
Credit Portal subscribers at www. gl obal creditportal.comand RatingsDirect
subscri bers at ww. 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 O fice (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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