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Research Update:

Republic of Iceland FC Ratings Affirmed On
Nordic Support; LC Ratings Lowered To
'BBB-/A-3'; Outlook Negative

Overview

e The threats to Iceland's external financing requirenents have receded.
* W are therefore affirmng our 'BBB-/A-3" foreign-currency sovereign
credit ratings on Icel and.
* Iceland likely would have linted additional flexibility to service
| ocal -currency debt if not for current and capital account controls.
e W are lowering our long-termlocal-currency rating to 'BBB-' from' BBB'.
* W are renoving both the foreign- and | ocal -currency ratings from
CreditWatch negative. The outlook is negative, reflecting the risks to
I cel and' s economi ¢ recovery and debt reduction

Rating Action

On May 17, 2011, Standard & Poor's Ratings Services affirnmed its 'BBB-/A-3'

I ong- and short-term foreign-currency sovereign credit ratings on the Republic
of lceland. At the same time, we |owered the |long-term ]l ocal -currency
sovereign credit rating to 'BBB-' from'BBB and affirnmed the 'A-3'" short-term
| ocal -currency rating. W renoved the ratings from CreditWatch, where they
were placed with negative inplications on April 13, 2011. The outlook is
negative. The transfer and convertibility assessnment is unchanged at 'BBB-'.

Rationale

We renoved the ratings on Iceland from Credi t Watch because we believe the

i medi ate threat to Iceland' s external financing gap has receded. W | owered
the long-termlocal -currency rating and assigned a negative outl ook on both
the foreign- and | ocal -currency ratings because of Iceland s high external and
fiscal debt burdens, which we believe could grow were it not for the capita
controls that limt residents' capacity to invest overseas and nonresidents
ability to exchange krona hol dings for foreign exchange.

Iceland relies on official funding to close its external financing gap through
the end of this year. Although the Icelandic electorate rejected, for a second
time, the governnent-negotiated |Icesave agreenent with the U K and the

Net herl ands at a referendumon April 9, 2011--which had put Iceland's | M-
program at risk--we believe that the | M and Nordic countries will continue to
provi de funding. The Icelandic authorities and the | M- have reached an
agreenent - -subj ect to approval by the Executive Board on conpletion of the
fifth review -and the Nordic governnents are about to extend or have already
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extended the availability of their bilateral |oans in support of Iceland's
program This arrangenent should conplete Iceland s external financing
requi renents over the next few years

The flexibility of Iceland s prosperous econony supports our investmnent-grade
rati ngs on the soverei gn. W expect the |celandic econonmy to grow again in
2011 after having contracted nore than 10% during 2009-2010. W expect
positive terms of trade and nore optim stic domestic sentinment to support a
noderate recovery in the near term while planned energy-intensive investmnment
projects are also likely to increase investnments and exports from 2012
onwards. In addition, we expect the restructuring of household and

cor por at e-sector bal ance sheets to accel erate during the next 12 nonths as a
few key court cases related to lending in foreign currency are resol ved.
Uncertainty in Iceland' s | egal framework has depressed the new banks'

wi | lingness to | end.

On the back of expected positive growh and continued fiscal consolidation, we
estimate that the government will reach a primary surplus in 2011, enabling

t he general government debt burden to start to decline in 2012. Including the
| M= and Norwegi an |l ending to the central bank, gross general government debt
peaks at 128% of GDP in our forecast, while net debt peaks at about 82% of

GDP. Qur forecast includes additional support for |budal anasjodur (Housing

Fi nanci ng Fund) and the few remai ni ng savi ngs banks.

Outlook

The negative outlook reflects the likelihood of a downgrade if the government
debt burden increases further, either because the econony stalls, the fisca
position reverses, or the capital account |iberalization fails.

The econonic recovery in lceland is fragile and could be hurt by a nunber of
factors, such as weaker external denand, worsening terns of trade, |oss of
conpetitiveness (because of a return to wage growth outstripping productivity
growm h), or further delays in private-sector bal ance sheet restructuring.
Government debt could also increase further if significant fiscal slippage
results frompolitical instability, higher-than-expected needs to further
support the banking sector, or substantial currency depreciation as the
capital controls ease. W likely would | ower our ratings on Iceland if net
government debt |evels increase significantly.

On the other hand, if the private-sector debt restructuring nmakes good
progress in the next 12 nonths, the Icelandic enterprises start to invest
again, and the reforned financial system functions nore effectively, growth
shoul d pick up and result in better fiscal outcones and a faster reduction in
government debt. These factors likely would inmprove confidence and allow a
swifter lifting of capital controls. In this case, the investnent-grade

rati ngs on |celand would stabilize.
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Additional Contact:
Sovereign Ratings;SovereignLondon@standardandpoors.com

Conplete ratings information is avail able to subscribers of RatingsDirect on
the G obal Credit Portal at www gl obal creditportal.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)
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20-7176-3605; Paris (33) 1-4420-6708; Frankfurt (49) 69-33-999-225; Stockholm
(46) 8-440-5914; or Mscow 7 (495) 783-4009.
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