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Research Update:

Long-Term Ratings On Iceland's Housing
Financing Fund (HFF) Lowered To 'BB-' On
Housing System Proposals; Outlook Stable

Overview

* A governnent-appoi nted project conmittee on the organizati on of the
housi ng system has proposed to gradual ly di sconti nue HFF' s operati ons.

e W now consider the |ikelihood of the governnent of |celand providing
timely and sufficient extraordi nary support in the event of financial
di stress to be high instead of extrenely high

W are therefore lowering the long-termrating on HFF to 'BB-' from'BB'.

« W continue to assess HFF' s stand-al one credit profile at 'b-'

e The outlook is stable, reflecting our view of balanced risks to the
ratings.

Rating Action

On July 22, 2014, Standard & Poor's Ratings Services lowered its |long-term
foreign and | ocal currency issuer credit ratings on |budal anasjodur (Housing
Fi nanci ng Fund; HFF) to 'BB-' from'BB . At the sanme tinme, we affirmed the
short-termratings at 'B'. The outlook is stable.

Rationale

The downgrade reflects what we see as HFF' s dininishing public-policy role
followi ng the recommendati ons of the project comittee on the organi zati on of
housi ng systemin |celand. W now assess HFF' s role for the governnment as

i mportant rather than very inportant, under our criteria for rating
government-rel ated entities (GREs). Therefore, we believe there is a high

i keli hood--conpared with extrenely high previously--that the governnent of

I cel and woul d provide tinely and sufficient extraordi nary support to HFF in
the event of financial distress.

We currently expect HFF' s operations to gradually discontinue follow ng the
housi ng policy proposals put forward by the project conmttee appointed by
Iceland's Mnister of Social Affairs and Housi ng. W understand that these
proposals are to address the need for linmting persistent |osses posted by the
HFF in recent years, as well as pronote the devel opment of an active renta

mar ket. They al so answer the requirenents of the European Free Trade

Associ ation Surveillance Authority (ESA), which has on nultiple occasions
expressed concerns that sone operations of HFF entail state aid and do not
conply with the rules of the European Econonmic Area (EEA) agreenent, denanding
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changes to the scope of HFF s operations.

Under the existing system HFF provides nortgage | oans, as do comercia
banks, and, to a | esser extent, pension funds. The new approach calls for the
est abl i shnent of specialized nortgage conmpanies, which will be allowed to
provi de nortgage | oans only, and finance themthrough i ssuance of covered
bonds.

The proposals specify that HFF will cease lending and its portfolio will be
allowed to expire. A new state-owned housing | oan conmpany will be established.
The entity will operate on the sanme ternms as other specialized nortgage
conpani es and, unlike HFF, will not benefit froma state guarantee.

In our view, HFF's public policy role has dimnished follow ng the proposals
and we have revised the assessnent of its role for the government to inportant
fromvery inportant, as our criteria define these terms. Qur view of HFF' s
important role is primarily based on the consequences that HFF' s default could
have for the governnent and the donestic capital narket. As of end-2013, HFF's
bonds anpunted to about 47% of Iceland s 2013 CGDP, with about two-thirds held
by Icel andic pension funds. The institution's default could therefore entai

| osses for the pension funds, which is unlikely to be politically acceptable
for the governnent in office. HFF' s default could al so underm ne confidence in
t he conpani es benefiting fromsimlar guarantees by the governnent.

We continue to assess HFF's link with the governnent as integral. The
institution remai ns 100% st at e-owned and we do not expect this to change. As a
state agency, HFF is not subject to bankruptcy proceedings and is exenpt from
taxation. The government has provi ded support to HFF through capita

i njections on three occasions during 2010-2014 totaling nore than |cel andic
krona (I1SK) 50 billion. The governnent al so provides an ultinate, but not
timely, guarantee on HFF' s outstandi ng debt.

The new proposal s on the organi zation of the housing systemare likely to be
considered in parlianent in the comng nmonths. So far, the tineline for their
i mpl enentati on remai ns uncertain. W understand, however, that HFF is |ikely
to continue extending sone |oans--especially to the residents of rural areas
of I|cel and--before the new specialized nortgage conpani es becone operational

Whil e many uncertainties renmain, our base case assunmes a gradual and orderly
di sbandi ng of HFF over several years. W expect HFF' s operations to be

downsi zed so as to reduce fixed costs, while the government will only provide
capital injections sufficient to ensure tinely honoring of HFF' s obligations.
The governnent has al so recently acknow edged that it will continue to

guar antee HFF's debt.

We continue to assess HFF' s stand-alone credit profile (SACP) at 'b-'.
We have revised our view of HFF' s risk position and now consider it to be

noderate. This reflects our expectations of a slight inprovenment in its asset
quality, as well as the renpval of uncertainty around the financing of the
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government's proposal to offer debt-relief neasures; these neasures will take
the formof wite-downs of private individuals' indexed nortgages. However, we
continue to believe that HFF' s asset quality will likely remain pressured as a
nmeani ngful part of the portfolio is either in payment suspension or overdue
past 90 days. In addition, nore than half of the total private individual |oan
portfolio has undergone sone form of restructuring, including |onger
anortization periods or links to a wage index rather than the initia

inflation index. On the positive side, no new names have been added to the

| argest problem | oans, and we believe the situation is starting to stabilize.

At the sanme time, we have also revised our view of HFF's funding profile to
bel ow average to reflect its reliance on the capital markets w thout any
central bank access. HFF has nmmintained stable access to the donestic bond

mar ket since the onset of the financial crisis in 2008, despite very high

i mpai rments and an eroding capital base. This has been possible, in our view,
due to the close link to the governnent and the outstandi ng guarantee, and
does not signify a stand-al one strength. W assess HFF' s liquidity position as
adequate, taking into account the expected contractual cash flows from
prepaynments and anortizing | oans, and the cash liquidity buffer. W expect
that HFF will receive state support, if needed, to neet any liquidity needs.

We continue to assess HFF' s business position as adequate despite the likely
upcom ng parlianentary decision to gradually wind the fund down. W believe
the wi nd down coul d put pressure on revenues, especially net interest incone,
but expect that the state woul d support a gradual and orderly process.
Further, we expect this will hasten the reduction in HFF' s dom nant market
share in the nortgage nmarket in |cel and.

Capitalization remains very weak based on our projected risk-adjusted capita
rati o, which we expect to remain around 2% over the next two years. The
government injected 1SK13 billion in 2012 and I1SK4.5 billion in 2013 to
strengthen HFF's very low regulatory ratio of 3.4%but a significant portion

was consumed by high provisions. W believe that HFF will |ikely see further
| osses in 2014 and 2015, although smaller than in previous years, and we
expect the governnent will provide nore capital injections.

Outlook

The stable outl ook reflects our expectation that HFF' s current stand-al one
credi tworthi ness remai ns unchanged, and that the |ikelihood of the governnment
of lceland providing tinely and sufficient extraordinary support to HFF in the
event of financial distress remains high (albeit revised down from extrenely
hi gh) .

We could lower the ratings if we revised the SACP downward, for exanple as a
result of further significant |oan |osses or policy-induced wite-downs

wi thout tinely conpensation fromthe state.

We could raise the rating if HFF was to significantly reinforce its currently
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very weak capital adequacy, for exanple through a capital increase.

On July 18, 2014, we revised the outl ook on the |long-term sovereign ratings of
Iceland to positive. However, under our criteria for rating GREs, the ratings
on HFF will not change if we raise the long-termlocal currency sovereign
credit rating on Iceland by one or nore notches, all else being equal.
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