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Research Update:

Ratings On Iceland's Housing Financing Fund
Affirmed At 'BB-/B'; Outlook Stable

Overview

e In our view, |Iceland s 100% st at e-owned nortgage | ender HFF benefits from
an integral link with the governnent.

e W continue to assess the institution's role for the governnent as
inmportant, primarily reflecting the consequences its default could have
for the governnent and the donestic capital market.

» Therefore, we consider that there is a high likelihood that the
governnment of Iceland would provide tinely and extraordi nary support to
HFF in the event of financial distress.

* W are therefore affirming the 'BB-/B ratings on HFF.

« The stable outl ook reflects our expectation that HFF s current
st and- al one creditworthiness remai ns unchanged, and that the |ikelihood
of the governnment of Iceland providing tinmely and sufficient
extraordi nary support to HFF in the event of financial distress remains
hi gh.

Rating Action

On July 22, 2015, Standard & Poor's Ratings Services affirmed its 'BB-/B
I ong- and short-termforeign and |local currency issuer credit ratings on
I cel and' s Housi ng Fi nanci ng Fund | budal anasj odur (HFF). The outl ook is stable.

Rationale

The ratings on HFF are supported by our view that there is a high Iikelihood
that the governnent of |celand would provide tinmely and extraordi nary support
to the institution in the event of financial distress. HFF is 100% st at e- owned
and there is an ultinate, but not tinely, government guarantee on its
obligations. W continue to assess HFF' s stand-al one credit profile (SACP
which reflects its credit quality without factoring in extraordinary

gover nment support) at 'b-'.

On July 17, 2015, we raised our long-termsovereign ratings on lceland to
'"BBB' from'BBB-'. However, under our criteria for rating GREs, this has no
i mpact on our ratings on HFF.

At present, HFF' s future role and operations remain unclear. In May 2014, the
project conmittee appointed by Iceland's Mnister of Social Affairs and
Housing called for a reformof the Icelandic housing system Under the
proposals the committee put forward, we expect the governnent to gradually

di sconti nue HFF' s operations over the nediumterm
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Under the existing system HFF provides nortgage | oans, as do comercia

banks, and, to a |l esser extent, pension funds. The new approach provides for

t he establishment of specialized nortgage conpanies financed through issuance
of covered bonds, which will only be allowed to provide nortgage | oans. The
proposal s specify that HFF will cease lending and its portfolio will be
allowed to expire. Meanwhile, the government woul d establish a new state-owned
housi ng | oan conpany, which woul d operate on the sane terns as ot her

speci al i zed nortgage conpanies and, unlike HFF, will not benefit froma state
guar ant ee.
Even t hough our base case assumes that the proposals will be broadly enacted,

t he governnent has taken no tangi ble steps toward i npl enmenting the proposals
since they were presented in May 2014. During that tinme, HFF has continued to
operate, even though its nmarket share in new | ending has been low (just 8%in
2014).

Under the current arrangenents, the government puts certain restrictions on
HFF' s activities. HFF can only offer indexed |loans up to I|celandic krona (I SK)
24 mllion (about $180,000). G ven the rising wages and property prices in

I cel and, we consider that the institution is beconing increasingly
unconpetitive conmpared with comercial banks, which can offer |arger anounts
and noni ndexed | oans.

Nevert hel ess, we see HFF as having an inportant role for the governnent of
Iceland, primarily based on the consequences for the government and the
donmestic capital nmarket of a default by HFF. HFF s outstandi ng bonds anpunt to
about 40% of lceland' s GDP and nearly 80% are held by Icel andi c pension funds.
A default could therefore entail |osses for the pension funds; we do not
expect the governnent to viewthis as politically acceptable. HFF' s default
coul d al so undermni ne confidence in other conpanies that benefit fromsinilar
guar ant ees by the government.

We assess HFF's link with the government as integral. W do not expect it to
stop being 100% st at e-owned. As a state agency, HFF is not subject to
bankruptcy proceedings and is exenpt fromtaxation. The governnent has

provi ded support to HFF through capital injections three times during

2010- 2014, contributing a total of nore than |SK50 billion. W understand that
it has budgeted for an ISK5 billion capital injection in 2015, followed by a

I SK3.2 billion contribution in 2016. The governnent al so provides an ultinate,
but not tinely, guarantee on HFF' s outstandi ng debt.

Al though HFF's future is still unclear, we expect a gradual and orderly

di shanding of the institution over several years. W anticipate that until it
enacts the new housing arrangenents the governnent is likely to try to linit
HFF' s operations, aimng to contain the ultimte fiscal cost of supporting the
institution. W expect the governnent will only inject sufficient capital to
ensure that HFF honors its obligations in a tinely manner. For instance, even
though it planned to contribute ISK3 billion in capital in 2014, the injection
was cancel l ed once it becane apparent that one-off itens had enabled HFF to
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report a full-year profit.
We continue to assess HFF' s stand-alone credit profile (SACP) at 'b-'.

In our view, the economic risk of operating in Iceland has reduced because we
expect to see |lower future | osses. W expect new | oan-1o0ss provisions in the
banki ng systemto total 15 basis points (bps) to 20 bps of outstandi ng | oans,
excludi ng | oan reval uati ons, over the coming two years. W al so now anticipate
that the effects of the financial crisis that started in 2008 on banks' credit
profiles will be limted in future. Therefore, we have raised our anchor--the
starting point for a rating--to bb+.

That said, HFF is unlikely to fully benefit fromthe inproving conditions.
Borrowers are prepaying their |oans while HFF has very margi nal new | endi ng
activity. The | oan balance is therefore shrinking and profitability eroding
because the proceeds from prepaynents are being invested in liquid assets that
offer a | ower income. In 2014, core earnings by our neasures were -|SK1.2
billion and we expect further deterioration in the next two years: we expect
the pace of prepayments to stay constant or even accel erate.

Reported earnings were positive, but significantly boosted by one-off

nmeasures, such as the reversal of inmpairments against clainms on the estates of
the fail ed banks and significant positive reval uations of investnent property.
G ven our view that prepaynments and linited new | ending are |ong-term probl ens
for HFF' s busi ness operations, we have revised its business position to

"moder ate" from "adequate."

Qur assessnent of other factors that contribute to the SACP, such as capita
and earnings (very weak) and risk position (nmoderate), remmin unchanged. In
our view, HFF has sustained a very |low capitalization |evel, as neasured by
our risk-adjusted capital ratio. W expect this ratio to be about 2% for the
next two years. We factor in |osses for the coming years, offset by a
reduction in HFF' s bal ance sheet, which would have a conbi ned neutral effect
on capital

We expect that if HFF experienced a significant deterioration in capital from
the 2014 regulatory |l evel of 4.5% the Icelandic government would |ikely
provide it with capital injections; this has occurred in previous years. W

al so anticipate that asset quality will continue to inprove and HFF wi ||

report | ower nonperforming |oans and |l osses in line with our estimates for the
| cel andi ¢ banki ng system at 20bps of |oans annually. Losses could be even

| ower, as both wages and house prices are likely to increase. This would
underpin collateral values and repaynent capacity.

We consider HFF's funding profile as bel ow average, based on its reliance on
the capital markets w thout any central bank access. Although HFF has not

i ssued bonds since 2012 due to hi gh prepaynents and | ow new | endi ng, we
consider that its ability to access the donmestic bond market remains stable
despite very high impairnments and an eroding capital base. In our view, this
is muinly due to HFF' s close link with the governnent and the outstanding
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gover nment guarantee and does not signify a stand-alone strength. W assess
HFF' s liquidity position as adequate, taking into account the expected
contractual cash flows from prepaynents and anorti zing | oans, and the cash
liquidity buffer. W expect that HFF woul d receive state support to neet any
[iquidity needs, although we do not currently anticipate that it will need
such support.

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. W do not expect to take a rating
action on HFF if we raise or |lower our long-termlocal currency sovereign
credit rating on Iceland by one notch, all el se being equal

We could lower the ratings on HFF if we revised the SACP downward, for
exanple, as a result of further significant |oan | osses or policy-induced
write-downs without tinmely conpensation fromthe state. W could al so | ower
the ratings if we concluded that the effects of a potential HFF default for
t he governnent and the capital markets have reduced, which would reduce the
incentive for the government to provide tinmely and extraordi nary support to
the institution. This could occur, for instance, if the volume of HFF' s

out st andi ng bonds declined markedly.

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