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Research Update:
Icelandic Ibudalanasjodur (Housing Financing

Fund) Downgraded To 'BB+' On Deteriorating
Capitalization; Outlook Negative

Overview

e Two consecutive years of large | osses have reduced HFF' s capital ratio to
3.0% while asset quality remains under pressure.

e W are lowering our long- and short-termratings on HFF to 'BB+' and 'B',
respectively.

» W assess the fund's stand-alone credit profile to be 'B-".

« The negative outl ook indicates that the ratings could be | owered should
HFF' s capital base erode further, or should the creditworthiness of the
Republic of Iceland, its sole owner, deteriorate.

Rating Action

On June 14, 2010, Standard & Poor's Ratings Services lowered its |ocal and
foreign issuer credit ratings on |cel and-based | budal anasj odur (Housi ng

Fi nanci ng Fund) to 'BB+/B' from'BBB/A-3' and 'BBB-/A-3', respectively. W
renoved the rating from CreditWatch, where it was placed with negative

i mplications on Jan. 6, 2010. The outl ook is negative.

Rationale

The rating action follows our review of HFF's 2009 financial position and
performance, and reflects HFF' s weak capital position, its second consecutive
year of sizeable |losses as a result of inpairnments on its liquidity portfolio,
and our expectation that both earnings and asset quality will continue to be
under substantial pressure in 2010.

The ratings on HFF reflect our opinion that there is an "extremely high"

i kelihood that the governnent of Iceland (local currency BBB/ Negative/A-3;
foreign currency BBB-/Negative/A-3), HFF' s sole owner, would provide tinely
and sufficient extraordinary support to HFF in the event of financial

di stress.

In accordance with our criteria for rating governnent-related entities, this
opi nion is based on our assessnent of HFF's "very inportant” role as Iceland' s
key residential nortgage |ender--particularly followi ng the default and
restructuring of lceland s key comercial banks--and its "integral" link with
the governnent, as denonstrated, anmong other things, by the ultinmate but not
timely government guarantee on HFF's liabilities.
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Fol | owi ng the breakdown of nost of Iceland' s comercial financial systemin
Oct ober 2008, HFF is now virtually the sole I ender in the nortgage narket.
Future reformof the Icelandic residential nortgage market is possible, in
order to bring the banks back into the market, particularly for |endi ng beyond
HFF' s approval limts. However, we do not expect HFF' s role to change
significantly as a result of such reform not |east because the government
consi ders HFF to have been pivotal in dealing with the economic crisis in

| cel and.

On a stand-al one basis, HFF s operations are affected by Iceland' s distressed
econony, and we assess the fund's stand-alone credit profile at 'B-'.

Foll owi ng the second year of substantial |osses, mainly caused by inpairnents
on HFF's liquidity portfolio as a result of the default of a large part of

I cel and' s banki ng system HFF now has a very weak capital position. The tota
capital ratio of 3.0%is well belowregulatory linmts for Iceland s financial
system fromwhich HFF i s exenpt, however. A government working group is
currently examning HFF's capitalization, and in its letter of intent to the
I M= from April 2010, the Icelandic government has comritted itself to make HFF
subject to prudential rules, "with an appropriate phase in for increases in
capital".

HFF incurred its second consecutive sizable |oss of Icelandic krona (ISK) 3.2
billion in 2009, after a loss of ISK6.9 billion in 2008. W believe earnings
and asset quality will continue to be under substantial pressure in 2010 as at
the end of 2009 16% of the |oan portfolio was either inpaired or on various
"paynent holiday" solutions. Although we believe the vast majority of the
provisioning effort related to the financial sector exposure is a thing of the
past, we expect that new provisions to cover the high share of nonperform ng

loans will put substantial pressure on HFF' s earnings in 2010. W expect
provi si oni ng needs and depressed net interest inconme to affect HFF' s
bottomline such that it will barely be profitable in 2010. However, we

believe there is a clear downside risk to our projections given the many
uncertainties prevailing in both the house narket and the broader econony.

Nonperform ng | oans and | oans in "paynment holidays" will also result in a cash
flow shortfall in 2010 and 2011. W believe, however, that HFF should be able
to cover this shortfall either fromits cash position or through borrow ng.

HFF' s bonds remain the benchmark for the Icelandic inflation-indexed bond

mar ket, but the governnment has recently also started to issue in this segnent.
HFF' s bonds are anortizing, with HFF aining to closely match paynment fl ows
fromnortgages to debt-service paynents. As a result, HFF has limted its
refinancing requirenents and shoul d predom nantly need to borrow mainly for
new nortgage | ending. Follow ng the recent buyback of krona-denom nated
external debt by the treasury, and the subsequent on-sale of ISKO0 billion of
HFF bonds to donestic pension funds, these now hold approximtely two thirds
of HFF' s debt, while the share of HFF debt held by foreigners is now expected
to be less than 10% During 2009, pension funds al one are estimated to have
bought the overwhel mi ng share of HFF' s issuance. Principal paynents on HFF's
krona- denoni nat ed debt are subject to central-bank capital controls. Interest
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paynments are freely convertible. W expect foreign demand for HFF' s
obligations to be lower in the future. Should |ocal denmand for HFF s debt

i ssues be insufficient to fund its borrow ng requirenents, we would expect the
governnent to provide funding directly to HFF.

Outlook

The negative outlook reflects that on the Republic of Iceland, indicating that
if the sovereign ratings on Iceland were to be lowered, this could also | ead
to a lowering of the ratings on HFF. The outl ook al so reflects our expectation
of a sustained deterioration in asset quality, which could further undern ne
HFF' s very weak capital base, in the absence of denpbnstrated extraordi nary
support by the government.

The ratings could inprove if HFF' s capital base were to strengthen
significantly, for exanple through capital injections by the government.
Furthernore, an inmprovenent in the Republic of Iceland' s creditworthiness
could also lead us to raise the ratings on HFF.

Related Criteria And Research

* Enhanced Met hodol ogy And Assunptions For Rating Governnent - Rel at ed
Entities, June 29, 2009
 FI Criteria: Bank Rating Anal ysis Methodol ogy Profile, March 18, 2004

Ratings List
Downgr aded; CreditWatch/ Qutl ook Action

To From
| budal anasj odur (Housing Fi nanci ng Fund)
| ssuer Credit Rating
Forei gn Currency BB+/ Negati ve/ B BBB- / WAt ch Neg/ A- 3
Local Currency BB+/ Negati ve/ B BBB/ WAt ch Neg/ A- 3
| budal anasj odur (Housing Fi nanci ng Fund)
Seni or Unsecured (4 issues) BB+ BBB/ Wat ch Neg

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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