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Research Update:

Republic of Iceland Ratings Kept On
CreditWatch Negative On Continuing
Uncertainty About International Financing

Overview

e The availability of sufficient external financing to support Iceland's
economni ¢ adj ustnment and capital -account |iberalization programrenains
uncertain as the nation heads toward a referendumon the |cesave
| egi sl ation on March 6, 2010.

* W are keeping our 'BBB-/A3' foreign currency ratings and our 'BBB+/ A-2'
| ocal currency ratings on Iceland on CreditWatch with negative
inplications for a further three nonths until the end of April 2010.

e W expect to resolve the Credi tWatch status when we obtain greater
clarity on the availability of external financing, which may only occur
after the referendum

Rating Action

On Jan. 29, 2010, Standard & Poor's Ratings Services said its 'BBB-/A-3" |ong-
and short-termforeign currency ratings and its 'BBB+/ A-2' |ong- and
short-termlocal currency ratings on the Republic of Iceland remain on
CreditWatch where they were placed with negative inplications on Jan. 5, 2010.

Rationale
The CreditWatch status indicates the likelihood of a downgrade if we see that
political uncertainty is increasing and external liquidity pressures are

likely to persist in the wake of President O afur Ragnar Ginsson's veto of
the "lcesave Act,"” which parlianent passed |ate |ast year

At the time of the CreditWatch placenent, we expected to have greater clarity
by the end of January on the inplications of the President's veto on the
political will to enact other nmeasures to restore investor confidence as well
as information about the availability of official external financing. However,
a decision on continued financing fromthe International Mnetary Fund (1 M)
and the Nordic governments to underpin |Iceland s econon c adjustnent policy
has taken | onger than we antici pated.

The provision of external credit has been thrown into doubt by the refusal of
Iceland's President to sign a |aw that woul d have extended a state guarantee
on bilateral |oans fromthe governnments of The Netherlands and the U K to the
I cel andi ¢ Deposit Guarantee Fund. The purpose of these |oans was to pay back
The Netherlands and the U K. for conpensating depositors of the Dutch and
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British branches of Icesave, part of the failed |Icel andic bank Landsbanki

Resol ution of the lIcesave issue is a condition for ancillary bilateral funding
fromthe Nordic nations, which is part of Iceland s | M- agreenent. As a result
of the veto, we expect disbursenents on the remaining $2.3 billion under the

| M= programto be del ayed. Moreover, the paraneters of the program m ght have
to be reworked, possibly including higher prinmary surplus targets. The | M-
financing is, in our view, key to bolstering the central bank's foreign
exchange reserves (currently about €2.5 billion) and facilitating an eventua
easing of capital controls put in place in Novenber 2008.

Whet her or not the Icesave legislation will beconme law is now going to be
decided by the Icelandic electorate in a referendumon March 6, 2010. Opinion
pol s suggest that a significant majority of the public remains opposed to the
legislation and a rejection at the referendum appears likely. In 2009,

I cel and' s parlianent passed simlar |cesave | oan guarantee |egislation, which
was signed by the President. This legislation stipulated that the guarantee
woul d not be open ended, and we believe it is partly for this reason that the
Dutch and British governnments rejected it.

If the referendumwere to be rejected, further political negotiations could
still lead to a conpronise acceptable to all three nations, possibly
facilitated by a neutral nediator. W consider that the upcom ng genera
elections in the U K could increase the risks to a potential conprom se. W
also think it is conceivable that the Nordic governnents might continue to

di sburse the bilateral |oan tranches without a formal new agreenment between

I celand and the Dutch and British governnents, which would unl ock

conpl ementary | M- financing. |Indeed, the first Nordic tranche was disbursed in
nm d- Decenber 2009, follow ng cabinet's agreenent on the lIcesave bill. This was
despite di sbursenment being subject to parlianmentary approval, which only
followed at the end of the nonth and was subsequently vetoed by the President.

We believe that any devel opnments that |lead to secure external financing could
bring the Icel andic governnent's adjustnent and financing program back on
track and stabilize the rating, as would an unexpected "yes" vote at the
referendum Failure to generate a conpromi se that woul d secure continued
external financial support, possibly exacerbated by a collapse of the ruling
coalition, would hanmper the already difficult environnment for policy
formul ati on and inplenentati on and i ncrease the risk of continued econonic

di sruption and anot her currency depreciation

Debt | everage in Iceland s private sector is still very high, in our view and
publ i c-sector borrowi ng needs are significant. In our opinion, if externa
l[iquidity were to dry up, it would further danpen confidence in Iceland s
econom c prospects, elevate risks to its still fragile financial sector, and
m ght trigger additional needs for governnent support for the country's
banki ng system
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CreditWatch

We expect to resolve the CreditWatch status before the end of April 2010, once
there is greater clarity about the prospects for resuming nultilateral and
bilateral external financing flows and the political will to enact other
neasures to restore investor confidence. If we see that a political inpasse
persists or if we consider Iceland s access to official external financing to
be nore than just tenporarily inpaired, we could | ower our ratings on Iceland
by one or two notches. A political conmprom se securing continued access to
external funding or a surprise referendum outcone approving the |Icesave

| egislation could lead to an affirmation of the ratings at the current |evel.

Related Research

* Republic of Iceland Foreign And Local Currency Ratings Placed On
CreditWatch Negative Follow ng |Icesave Veto, Jan. 5, 2010
» Sovereign Credit Ratings: A Primer, May 29, 2008

Ratings List

Credi t WAt ch/ Qut | ook Action

I cel and (Republic of)
Sovereign Credit Rating

For ei gn Currency BBB-/ Vit ch Neg/ A- 3
Local Currency BBB+/ Wat ch Neg/ A- 2

I cel and (Republic of)

Seni or Unsecured BBB+/ Wat ch Neg/ - -
Seni or Unsecured BBB- / Wat ch Neg/ - -
Short - Ter m Debt A- 2/ Wt ch Neg
Commer ci al Paper A- 3/ Wat ch Neg

Ratings Affirmed

I cel and (Republic of)
Transfer & Convertibility Assessnent
Local Currency BBB-

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
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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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