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Moody’s sovereign bond ratings for Iceland (Baa3, negative outlook) will be affected by the
outcome of the country’s forthcoming referendum on the revised agreement to resolve the
dispute over the Icesave offshore bank deposit scheme. In the event that the agreement is
approved by Iceland’s electorate, we would likely change the outlook on the government’s
current Baa3 ratings to stable from negative. If the agreement is rejected, we would likely
downgrade Iceland’s ratings to Ba1 or below, given the negative repercussions that would
follow for the country’s economic and financial normalisation.
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Last week, Iceland’s parliament approved a revised agreement to repay the governments of
the UK and the Netherlands for the costs they incurred in covering their citizens’ Icesave
deposits. The new agreement is considerably more favourable to Iceland. However, over the
weekend, the president of Iceland decided to put the agreement to a popular referendum
after 40,000 citizens (around 20% of the electorate) signed a petition against it. The
referendum is expected to take place in mid-April.
When a referendum on an earlier, more expensive version of the agreement was held in
March 2010, it was rejected by 93.2% of the voters who took part. However, a first poll
taken this week indicates good support for the latest deal, with 58% of respondents in
favour. Moody’s notes that even members of the opposition Independence Party supported
the agreement in parliament. We also expect an active political campaign in favour of the
agreement, unlike last March.
In contrast to the last referendum, a renegotiation of the revised agreement does not seem to
be an option this time. In case of a renewed rejection of the agreement, the Icesave dispute
would eventually have to be resolved in court with uncertain timing and potentially higher
costs to the Icelandic government.
The lack of an agreement over Icesave has been an important negative factor for Iceland’s
credit ratings so far because it has impeded progress towards normalisation of the country’s
international economic relations in general, not just with the UK and the Netherlands.
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Approval Of The New Icesave Agreement Would Be Credit-Positive
A final and positive resolution would remove a key uncertainty that currently weighs on Iceland’s
rating. In the event that the agreement is approved, Moody’s would likely change the outlook on the
government’s current Baa3/P-3 ratings to stable from negative.
This decision would be based on Moody’s view that the terms of the new Icesave agreement contains
several clauses that will reduce the cost to Iceland. Specifically, the new agreement stipulates lower
interest rates on the obligation (with an average interest rate of 3.2% vs. 5.5% in the previous
agreement) as well as an interest holiday of nine months. The repayment of the liability will start in
2011. The government is only expected to cover the interest cost of the liability, while principal is to
be paid mostly with the recovered out of recoveries of assets from the Landsbanki estate.
The revised Icesave terms would result in a material improvement in Iceland’s debt and debt service
metrics. According to the IMF, the net present value (NPV) of the liability would be around 3.5% of
GDP in 2011, declining to 1.3% of GDP by 2015. This compares with earlier estimates that had
assumed the NPV of the liability to be around 15% of GDP. Moody’s cautions that these calculations
are based on several assumptions that might turn out to be optimistic, in particular in terms of the
exchange rate and the recovery rate from the sale of Landsbanki assets by the administrators (86%
according to the latest estimates). Under these assumptions, the gross public sector debt ratio would
peak at around 100% of GDP this year (compared to 115% earlier) and decline to around 72% by
2015. This assumes continued fiscal consolidation beyond the expiry of the current IMF program in
August 2011. The Icesave agreement would also positively impact Iceland’s very high external debt
ratios. External debt is forecast to decline from 267% of GDP in 2011 to 182% by 2015.
Resolving the Icesave dispute would also be positive in that it would (1) allow Iceland to regain market
access; and (2) remove a key obstacle for relaxing the strict capital controls. Constraints on access to
external financing are an impediment for a more robust economic recovery. At the same time, there
clearly is a need to proceed carefully with the liberalisation of capital controls given the high
uncertainty over the reaction of foreign investors trapped in ISK-denominated bonds and the impact
of any outflow on the exchange rate. The authorities intend to present a revised strategy for capital
account liberalisation by the end of February.
However, the Icesave issue is not the only factor that drives Iceland’s rating. Other significant
uncertainties and risks for the rating remain, including the following:
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»

Legal challenges to emergency legislation enacted after the banks failed and potentially also to
private-sector debt restructuring. Adverse court rulings in these cases may impact the
government’s and the banks’ balance sheets negatively.

»

The government’s strategy on capital control liberalisation will become more relevant in terms of the
potential impact on the exchange rate, government funding conditions and the economy at large.

»

Moody’s will be assessing the outlook for fiscal consolidation beyond the current IMF program,
taking into account the outlook for municipalities and government-related corporations.

»

Lastly, the health of the new banking sector and the potential impact of private sector debt
restructuring continue to constitute a risk.
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A Rejection Of The Icesave Agreement In The Referendum Would Most Likely
Lead To A Negative Rating Action
In the event that the agreement is rejected by Iceland’s electorate, Moody’s would likely downgrade
the government’s ratings to Ba1 or below, given the negative repercussions that would follow for the
country’s economic and financial normalisation. Moody’s believes that a failure to approve the new
agreement might lead to a cut-off in the remaining US$1.1 billion committed by the other Nordic
countries and probably also to delays in Iceland’s IMF program. It would almost certainly prolong the
need to maintain capital controls in order to conserve foreign exchange.
The extent of any downward move in the rating would then depend on the outlook for the economy’s
health as well as the prospects for continued fiscal and external consolidation under different
assumptions of foreign financial support and the prolongation of capital controls.
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4

FEBRUARY 23, 2011

SPECIAL COMMENT: ICELAND: OUTCOME OF REFERENDUM ON ICESAVE LIKELY TO IMPACT SOVEREIGN RATINGS

GLOBAL SOVEREIGN

Report Number: 131375

Author
Kathrin Muehlbronner

Production Associate
David Dombrovskis

© 2011 Moody’s Investors Service, Inc. and/or its licensors and affiliates (collectively, “MOODY’S”). All rights reserved.
CREDIT RATINGS ARE MOODY'S INVESTORS SERVICE, INC.'S (“MIS”) CURRENT OPINIONS OF THE RELATIVE FUTURE
CREDIT RISK OF ENTITIES, CREDIT COMMITMENTS, OR DEBT OR DEBT-LIKE SECURITIES. MIS 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 ARE
NOT STATEMENTS OF CURRENT OR HISTORICAL FACT. CREDIT RATINGS DO NOT CONSTITUTE INVESTMENT OR
FINANCIAL ADVICE, AND CREDIT RATINGS ARE NOT RECOMMENDATIONS TO PURCHASE, SELL, OR HOLD PARTICULAR
SECURITIES. CREDIT RATINGS DO NOT COMMENT ON THE SUITABILITY OF AN INVESTMENT FOR ANY PARTICULAR
INVESTOR. MIS ISSUES ITS CREDIT RATINGS 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.”
Any publication into Australia of this document is by MOODY’S affiliate, Moody’s Investors Service Pty Limited ABN 61 003 399
657, which holds Australian Financial Services License no. 336969. This document is intended to be provided only to “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.
Notwithstanding the foregoing, credit ratings assigned on and after October 1, 2010 by Moody’s Japan K.K. (“MJKK”) are MJKK’s
current opinions of the relative future credit risk of entities, credit commitments, or debt or debt-like securities. In such a case, “MIS”
in the foregoing statements shall be deemed to be replaced with “MJKK”.
MJKK is a wholly-owned credit rating agency subsidiary of Moody's Group Japan G.K., which is wholly owned by Moody’s Overseas
Holdings Inc., a wholly-owned subsidiary of MCO.
This credit rating is an opinion as to the creditworthiness or a debt obligation of the issuer, not on the equity securities of the issuer
or any form of security that is available to retail investors. It would be dangerous for retail investors to make any investment decision
based on this credit rating. If in doubt you should contact your financial or other professional adviser.

5

FEBRUARY 23, 2011

SPECIAL COMMENT: ICELAND: OUTCOME OF REFERENDUM ON ICESAVE LIKELY TO IMPACT SOVEREIGN RATINGS

