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Standalone credit assessment lowered to caa1 from b2

London, 20 February 2013 -- -- Moody's Investors Service has today downgraded to Ba1 stable from Baa3
negative the senior unsecured debt and issuer ratings of Iceland-based Housing Financing Fund (HFF). Moody's
rating action was triggered by the lowering of HFF's baseline credit assessment (BCA) to caa1 from b2, and
follows the change in outlook for the government of Iceland (Baa3 senior) to stable from negative on 7 February.

The change in HFF's BCA concludes Moody's review that was initiated on 5 October 2012, reflecting (1) the
weakening of HFF's asset quality; (2) Moody's expectation of continued weak profitability; and (3) HFF's poor and
further deteriorated capital ratio, which fell to 1.4% from 2.3% during H1 2012. The downgrade of HFF's senior debt
to Ba1, stable, from Baa3 negative reflects these stand-alone pressures offset by the continued high level of
support from the Icelandic government.

The stable outlook on the senior unsecured debt and issuer ratings reflects the strength of and links to HFF's
owner, the Icelandic government, notably the guarantee following from the fund's legal status, as well as the
actions and intentions of the government.

RATINGS RATIONALE

RATIONALE FOR THE BCA

The lowering of HFF's BCA reflects the strong likelihood of further systemic support being required to maintain
HFF as a going concern given Moody's expectation that (1) HFF's deteriorated asset quality will continue to weigh
on its credit strength; (2) both pre-provision and net profitability will remain weak; and (3) notwithstanding the ISK
13 billion government capital injection announced late 2012, HFF's capitalisation remains low at approximately 3%
at year-end 2012, and will likely deteriorate again in 2013, due to operating losses and additional need for write
downs. HFF's full reliance on market funding makes the fund sensitive to deterioration of investor confidence,
which may be influenced by the fund's low capitalisation or, over time, the removal of the government-implemented
capital controls, which have been in place since December 2008.

HFF's weakened asset quality is demonstrated by loans in payment suspension or in default increasing to 14.7%
of gross loans at end-December 2012, from 14.6% at year-end 2011, albeit that the rate of deterioration has
slowed down. The stock of repossessed properties on HFF's balance sheet increased by 46% at year-end 2012
relative to year-end 2011, and is expected to increase further in 2013. Of the entire stock of properties 41% were
rented out at end-December 2012, and the remainder are at different stages of the sales process. However,
Moody's believes there is a low probability that properties can be sold in the near future, especially outside the
greater Reykjavik region in which commercial bank lending is concentrated. HFF's establishment of a rental
company in January 2013, which will specialise in renting out part of the repossessed properties, is only a minor
mitigation to the risk that HFF is increasingly exposed to non-performing real estate on its balance sheet.

Moody's says that HFF's recent net losses reflect the increased costs related to the management of problem
loans and repossessed real estate, the low operating profitability of the loan book taking into account funding costs,
and large loan loss provisions. In H1 2012, general operating expenses increased by 52% year-on-year to
ISK939.4 million, reflecting increased costs of properties available for sale and counselling for households. The low
operating profitability of the fund further reflects low historical loan margins, and is deteriorating due to the fund's
inability to prepay funding when borrowers prepay their loans, creating a negative spread. We recognise that HFF
is working to mitigate the effect of some of these underlying causes, but do not deem a sustainable reversal of the
negative trend in profitability likely in the short to medium term. The fund reported an ISK3.1 billion loss in H1 2012,
including ISK3 billion in loan-loss impairments.

Following the H1 2012 loss, HFF's capital ratio fell to 1.4%. The Icelandic government announced late 2012 its
intention to recapitalise the fund with ISK13 billion, to report an approximately 3% capital adequacy ratio at year-end
2012. We expect this recapitalisation to be implemented and reflected in HFF's annual statements, which are



2012. We expect this recapitalisation to be implemented and reflected in HFF's annual statements, which are
generally published by the end of March. In view of (1) HFF's deteriorated asset quality, which will likely lead to
substantial additional loan loss provisions, and (2) poor profitability, and hence limited ability to quickly replenish
capital through internal means, Moody's deems the 3% capital adequacy ratio as very poor, and subject to likely
renewed deterioration in 2013 and beyond. We expect, however, that the fund will continue to receive additional
capital support in future, in line with the fund's long-term objective of a 5% minimum total capital ratio.

RATIONALE FOR THE ISSUER RATING

The downgrade of HFF's senior unsecured and issuer ratings mainly reflects HFF's weakened standalone
creditworthiness, as highlighted above. Following the downgrade, HFF's ratings benefit from six notches of uplift,
taking into account the existence of a form of guarantee of HFF's liabilities and the credit strength of its
owner/guarantor, the government of Iceland. However, HFF's rating now deviates from that on the Icelandic
government.

HFF's legal status -- as a Treasury C-type institution fully owned by the Icelandic government -- ensures that the
government is responsible for full payment of its liabilities. The guarantee does not satisfy all of Moody's
requirements to permit full credit substitution, in particular because there is no explicit guarantee on timely
payment, giving rise to a potential risk of non-timely payment if HFF were to fail to meet its obligations, which,
combined with the weakening in HFF's stand-alone credit quality, supports the rating differential to the Icelandic
government.

Nevertheless, HFF's Ba1 rating -- one notch below the Icelandic government -- reflects the very high likelihood that
the Icelandic government would honour HFF's liabilities in full and on time, given (1) the government's interest and
continued involvement in HFF's operations, as demonstrated by the government's repeated recapitalisations of the
institution; and (2) the substantial role HFF's bonds play in Iceland's mortgage market, where the fund reported an
approximately 50% share of new lending at end-June 2012, an increase from its pre-crisis level, and bond market
(40%, according to the Central Bank).

WHAT COULD MOVE THE RATINGS UP/DOWN

An upgrade of HFF's ratings in the short term is unlikely, given the stable outlook. Longer term, upwards pressure
could develop if there is (1) a material improvement in the fund's asset quality; (2) the fund's ability to generate
operating profits is restored; and (3) the fund's capitalisation improves to better match its risk profile. A positive
change in the sovereign rating would place upwards pressure on HFF's rating, though a change in line with the
government's rating would not be a foregone conclusion.

The fund's ratings could come under further downwards pressure if (1) the credit strength of its owner were to
deteriorate; (2) worse-than-expected loan performance exerts greater pressure on the bank's financial
fundamentals; (3) capitalisation, including capital injections, deteriorates further; and (4) the likelihood of the fund to
fulfil upcoming bond maturities is impaired.

PRINCIPAL METHODOLOGY

The principal methodology used in this rating was Government-Related Issuers: Methodology Update published in
July 2010. Please see the Credit Policy page on www.moodys.com for a copy of this methodology.

Headquartered in Reykjavik , Iceland, Housing Financing Fund reported total assets of ISK876.6 billion (EUR5.5
billion) at 30 June 2012.

Unless otherwise stated, all figures shown are from HFF's annual and interim reports, as well as monthly
overviews.

REGULATORY DISCLOSURES

For ratings issued on a program, series or category/class of debt, this announcement provides certain regulatory
disclosures in relation to each rating of a subsequently issued bond or note of the same series or category/class of
debt or pursuant to a program for which the ratings are derived exclusively from existing ratings in accordance with
Moody's rating practices. For ratings issued on a support provider, this announcement provides certain regulatory
disclosures in relation to the rating action on the support provider and in relation to each particular rating action for
securities that derive their credit ratings from the support provider's credit rating. For provisional ratings, this
announcement provides certain regulatory disclosures in relation to the provisional rating assigned, and in relation
to a definitive rating that may be assigned subsequent to the final issuance of the debt, in each case where the



to a definitive rating that may be assigned subsequent to the final issuance of the debt, in each case where the
transaction structure and terms have not changed prior to the assignment of the definitive rating in a manner that
would have affected the rating. For further information please see the ratings tab on the issuer/entity page for the
respective issuer on www.moodys.com.

For any affected securities or rated entities receiving direct credit support from the primary entity(ies) of this rating
action, and whose ratings may change as a result of this rating action, the associated regulatory disclosures will
be those of the guarantor entity. Exceptions to this approach exist for the following disclosures, if applicable to
jurisdiction: Ancillary Services, Disclosure to rated entity, Disclosure from rated entity.

Please see www.moodys.com for any updates on changes to the lead rating analyst and to the Moody's legal entity
that has issued the rating.

Please see the ratings tab on the issuer/entity page on www.moodys.com for additional regulatory disclosures for
each credit rating.
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CREDIT RATINGS ISSUED BY MOODY'S INVESTORS SERVICE, INC. ("MIS") AND ITS AFFILIATES ARE
MOODY'S CURRENT OPINIONS OF THE RELATIVE FUTURE CREDIT RISK OF ENTITIES, CREDIT
COMMITMENTS, OR DEBT OR DEBT-LIKE SECURITIES, AND CREDIT RATINGS AND RESEARCH
PUBLICATIONS PUBLISHED BY MOODY'S ("MOODY'S PUBLICATIONS") MAY INCLUDE MOODY'S CURRENT
OPINIONS OF THE RELATIVE FUTURE CREDIT RISK OF ENTITIES, CREDIT COMMITMENTS, OR DEBT OR
DEBT-LIKE SECURITIES. MOODY'S DEFINES CREDIT RISK AS THE RISK THAT AN ENTITY MAY NOT MEET
ITS CONTRACTUAL, FINANCIAL OBLIGATIONS AS THEY COME DUE AND ANY ESTIMATED FINANCIAL LOSS
IN THE EVENT OF DEFAULT. CREDIT RATINGS DO NOT ADDRESS ANY OTHER RISK, INCLUDING BUT NOT



LIMITED TO: LIQUIDITY RISK, MARKET VALUE RISK, OR PRICE VOLATILITY. CREDIT RATINGS AND
MOODY'S OPINIONS INCLUDED IN MOODY'S PUBLICATIONS ARE NOT STATEMENTS OF CURRENT OR
HISTORICAL FACT. CREDIT RATINGS AND MOODY'S PUBLICATIONS DO NOT CONSTITUTE OR PROVIDE
INVESTMENT OR FINANCIAL ADVICE, AND CREDIT RATINGS AND MOODY'S PUBLICATIONS ARE NOT AND
DO NOT PROVIDE RECOMMENDATIONS TO PURCHASE, SELL, OR HOLD PARTICULAR SECURITIES.
NEITHER CREDIT RATINGS NOR MOODY'S PUBLICATIONS COMMENT ON THE SUITABILITY OF AN
INVESTMENT FOR ANY PARTICULAR INVESTOR. MOODY'S ISSUES ITS CREDIT RATINGS AND PUBLISHES
MOODY'S PUBLICATIONS WITH THE EXPECTATION AND UNDERSTANDING THAT EACH INVESTOR WILL
MAKE ITS OWN STUDY AND EVALUATION OF EACH SECURITY THAT IS UNDER CONSIDERATION FOR
PURCHASE, HOLDING, OR SALE.

 

ALL INFORMATION CONTAINED HEREIN IS PROTECTED BY LAW, INCLUDING BUT NOT LIMITED TO, COPYRIGHT
LAW, AND NONE OF SUCH INFORMATION MAY BE COPIED OR OTHERWISE REPRODUCED, REPACKAGED,
FURTHER TRANSMITTED, TRANSFERRED, DISSEMINATED, REDISTRIBUTED OR RESOLD, OR STORED FOR
SUBSEQUENT USE FOR ANY SUCH PURPOSE, IN WHOLE OR IN PART, IN ANY FORM OR MANNER OR BY ANY
MEANS WHATSOEVER, BY ANY PERSON WITHOUT MOODY'S PRIOR WRITTEN CONSENT. All information
contained herein is obtained by MOODY'S from sources believed by it to be accurate and reliable. Because of the
possibility of human or mechanical error as well as other factors, however, all information contained herein is provided
"AS IS" without warranty of any kind. MOODY'S adopts all necessary measures so that the information it uses in
assigning a credit rating is of sufficient quality and from sources Moody's considers to be reliable, including, when
appropriate, independent third-party sources. However, MOODY'S is not an auditor and cannot in every instance
independently verify or validate information received in the rating process. Under no circumstances shall MOODY'S have
any liability to any person or entity for (a) any loss or damage in whole or in part caused by, resulting from, or relating to,
any error (negligent or otherwise) or other circumstance or contingency within or outside the control of MOODY'S or any
of its directors, officers, employees or agents in connection with the procurement, collection, compilation, analysis,
interpretation, communication, publication or delivery of any such information, or (b) any direct, indirect, special,
consequential, compensatory or incidental damages whatsoever (including without limitation, lost profits), even if
MOODY'S is advised in advance of the possibility of such damages, resulting from the use of or inability to use, any such
information. The ratings, financial reporting analysis, projections, and other observations, if any, constituting part of the
information contained herein are, and must be construed solely as, statements of opinion and not statements of fact or
recommendations to purchase, sell or hold any securities. Each user of the information contained herein must make its
own study and evaluation of each security it may consider purchasing, holding or selling. NO WARRANTY, EXPRESS
OR IMPLIED, AS TO THE ACCURACY, TIMELINESS, COMPLETENESS, MERCHANTABILITY OR FITNESS FOR ANY
PARTICULAR PURPOSE OF ANY SUCH RATING OR OTHER OPINION OR INFORMATION IS GIVEN OR MADE BY
MOODY'S IN ANY FORM OR MANNER WHATSOEVER.

 

MIS, a wholly-owned credit rating agency subsidiary of Moody's Corporation ("MCO"), hereby discloses that most issuers
of debt securities (including corporate and municipal bonds, debentures, notes and commercial paper) and preferred
stock rated by MIS have, prior to assignment of any rating, agreed to pay to MIS for appraisal and rating services
rendered by it fees ranging from $1,500 to approximately $2,500,000. MCO and MIS also maintain policies and
procedures to address the independence of MIS's ratings and rating processes. Information regarding certain affiliations
that may exist between directors of MCO and rated entities, and between entities who hold ratings from MIS and have
also publicly reported to the SEC an ownership interest in MCO of more than 5%, is posted annually at
www.moodys.com under the heading "Shareholder Relations — Corporate Governance — Director and Shareholder
Affiliation Policy."

 

For Australia only: Any publication into Australia of this document is pursuant to the Australian Financial Services License
of MOODY'S affiliate, Moody's Investors Service Pty Limited ABN 61 003 399 657AFSL 336969 and/or Moody's Analytics
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"wholesale clients" within the meaning of section 761G of the Corporations Act 2001. By continuing to access this
document from within Australia, you represent to MOODY'S that you are, or are accessing the document as a
representative of, a "wholesale client" and that neither you nor the entity you represent will directly or indirectly
disseminate this document or its contents to "retail clients" within the meaning of section 761G of the Corporations Act
2001. MOODY'S credit rating is an opinion as to the creditworthiness of a debt obligation of the issuer, not on the equity
securities of the issuer or any form of security that is available to retail clients. It would be dangerous for retail clients to
make any investment decision based on MOODY'S credit rating. If in doubt you should contact your financial or other
professional adviser.


