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Research Update:

Republic of Iceland Ratings Affirmed At
'BBB-/A-3"; Outlook Remains Positive

Overview

« W expect growh in the Republic of Iceland to average close to 3% over
2015- 2018, supported by strong private consunption and rising investnents.

e W expect the governnent's budgetary policies to result in net debt
| evel s declining as a percentage of GDP through 2018.

W are therefore affirm ng our 'BBB-/A-3" |ong- and short-term sovereign
credit ratings on Iceland.

» The outl ook remains positive, indicating that there is nore than a
one-in-three chance of an upgrade in the next two years.

Rating Action

On Jan. 16, 2015, Standard & Poor's Ratings Services affirnmed its ' BBB-/A-3'
l ong- and short-term foreign and | ocal currency sovereign credit ratings on
I cel and. The outl ook remai ns positive.

Rationale

The ratings are supported by Iceland' s high productivity and incone |evels and
positive long-termgrowh prospects, as well as its strong institutiona

ef fecti veness. The ratings are constrained by high external and public-sector
debt, weak nonetary flexibility, and uncertainties and risks related to the
eventual lifting of ongoing capital controls.

The smal |l Icel andic econony (we estinmate 2014 GDP at about $17 billion) is
characterized by high incone levels, with GDP per capita exceeding $55,000 in
2014. This is well above the nmedian for other sovereigns we rate in the ' BBB
category. lceland' s econony is export-oriented with marine products, tourism
and alum niumas the three main pillars. Despite the absence of bauxite
reserves in lceland, the energy-intensive aluminiumsnelting process benefits
from abundant hydro and geothermal energy available on the island.

Fol | owi ng robust export-driven GDP growth of 3.5%in 2013, we estimate that
the I cel andi c econony expanded by only 1.3%in 2014. This is markedly |ess
than we had forecast at the beginning of 2014, largely owing to
weaker -t han- proj ected growmh in donestic demand as well as net exports making
an unexpectedly |large negative contribution. W neverthel ess believe donestic
demand-driven growth will strengthen to 3% in 2015, hel ped by wage i ncreases,
reduci ng unenpl oyment, and househol d debt relief currently being inplenented
by the authorities.
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We also view Iceland' s long-term grow h prospects as positive. W expect
significant investnment growh, averaging 10%in both 2015 and 2016, supported
by several projects in the netals and energy sectors as well as nodernization
of the fishing fleet and capacity expansion in the tourismsector. In our
view, these projects could boost I|celand s export performance by the end of
our forecast horizon (2018). The Icel andic econony al so benefits froma

wel | - educat ed wor kforce, very high | abor participation rates, and favorable
denogr aphi cs.

Qur ratings on Iceland remain supported by its generally effective and
predi ct abl e policynaki ng. The governing coalition of the center-right

I ndependence Party and the centrist Progressive Party controls a majority in
parliament and there is consensus on key issues. These include opposition to
EU menber shi p, pronotion of |arge-scale investnents, and the aimof l[ifting
the capital controls that have been in place ever since the banking system
col l apsed in 2008. The governnment is also committed to maintaining budgetary
di sci pline and reducing public debt |evels, which nore than quadrupl ed between
2007 and 2011, as a percentage of CDP

In our view, Iceland's fiscal position has inproved considerably. For the
first time in seven years, the general governnent balance was in surplus in
2014. W estinmate the surplus amounted to 1.5% of GDP, supported by severa
one-of f factors including a sizable dividend fromthe government - owned
conmer ci al bank, as well as higher-than-usual dividends fromthe Central Bank
of Ilceland. Even though such contributions will decrease this year, the 2015
budget targets a general governnent surplus, for a second consecutive year, of
0. 2% of GDP.

Al t hough we expect Iceland's budgetary performance to renmmin strong over
2015- 2018, we forecast deficits to average 0.3% of GDP for the genera
government during this period, reflecting a nunber of downside risks.
Uncertainties remain around the source of financing of the househol d debt
relief currently being inplenented.

O the Icelandic krona (1SK) 160 billion package (8.2% of GDP), half is being
financed directly by the government with the bul k of revenue comng froma
bank tax that has been expanded to cover the old, defaulted Icel andi c banks.
The creditors of these institutions could mount a | egal challenge to these
neasures, which could prevent the governnment fromrealizing sone of the
expected revenues. In our view, there is also a risk that the government coul d
overshoot its spending target because of the pressure it faces to increase
public-sector wages, as well as the need to support the governnent-owned
Housi ng Fi nancing Fund (HFF); the HFF could need nore than the currently
budgeted 1SK2.9 billion in average annual contributions through 2018. Ri sks
also remain fromcontingent liabilities stemm ng from government guarantees
provided to the HFF and sone ot her governnent-controll ed conmpanies, such as
Landsvi rkjun (see "Long-Term Ratings On |cel and's Housi ng Fi nanci ng Fund (HFF)
Lowered To 'BB-' On Housing System Proposals; Qutlook Stable,"” July 22, 2014,
and "I cel andi ¢ Power Conpany Landsvirkjun Qutlook To Positive After Sinmlar
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Action On Iceland; 'BB/B Ratings Affirned," July 24, 2014).

Even so, we expect that government net debt levels will steadily decline to
reach 52% of GDP by 2018. This is markedly | ess than the high 84% observed in
2011. W continue to include the Central Bank of Iceland' s debt to the I M
(estinated at 2.2% of CGDP as of end-2014) in our general governnment debt

cal cul ati ons. Followi ng the financial crisis, Iceland has successfully
regained international capital narket access. Mre recently, it issued a €750
mllion bond in md-2014 and used the proceeds to pay down official debt that
had been extended during the crisis. W expect that over the 2015-2018
forecast horizon the remaining | M- and bilateral |loans will be refinanced with
mar ket borrowi ng. W do not expect that these borrowings will significantly
af fect the governnent's interest expenditures; these will average nearly 10%
of revenues over the next four years.

Iceland's external vulnerabilities continue to constrain the ratings. The pace
and consequences of the rempoval of capital controls remain a key uncertainty.
There are still substantial foreign-creditor-held assets, denom nated in krona
and trapped in Iceland due to capital controls. The lifting or easing of
capital controls entails the risk of significant capital outflows, the extent
and speed of which are hard to predict.

The authorities have, in the past year, taken sone steps toward eventua
capital account liberalization. In Decenmber 2014, Lansbankinn and LBl (the
estate of old defaulted Landsbanki) reached an agreenent by which an | SK196
billion (10% of 2014 GDP) Lansbanki nn bond to LBl will be extended, with fina
maturity now in 2026 (2018 previously) in exchange for LBI getting exenptions
fromcapital controls regarding distributing funds to priority creditors. In
our view, this agreenent notably eases one of Iceland s bal ance- of - paynents
pressure points.

Last year, the authorities al so appointed special advisors to work on renoving
capital controls. That said, we continue to believe that it will take years to
fully remove the controls. Nonresidents' krona-denom nated assets trapped in
Iceland currently total about $6.5 billion (39% of 2014 GDP). This figure
conbi nes with domestic residents' pent-up demand to diversify their asset
hol di ngs by investing abroad, follow ng years of capital controls. | M
estimates suggest that these rebal ancing preferences--largely stemming from

I cel and' s si zabl e pension funds--could amount to 20% 45% of GDP. The conbi ned
potential outflows well exceed the central bank's reserves, which at the end
of 2014 anpunted to about 24% of GDP

The underlying current account surplus--adjusted for accrued domestic and
foreign interest paynents and recei pts of the old banks--inproved narkedly to
nearly 8.0% of GDP in 2013, from1l.5%in 2012. That said, this largely

refl ects a considerable inprovenent in the incone deficit, partly due to
weaker returns on direct investnment in lceland as well as |low interest rates.
We estimate that the surplus tightened to 4.6% of GDP | ast year owing to
strong inports growmh. G ven high projected i nvestment growth and strong
donestic demand, we expect that the current account surplus will continue to
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narrow and turn into a deficit in 2017. At the same tinme, we note that the
current account performance coul d be stronger than we anticipate: this my
happen, for instance, if new capacity in the tourismsector |eads to a greater
i mprovenent in the services surplus than we currently expect. Tourism has been
particularly strong over the last two years.

Iceland is one of the world's snallest econonmies with an independent nonetary
policy. In our view, Iceland' s nonetary policy and macroprudential settings
have historically been ineffective in managing inflation and securing
financial stability, denmonstrated by significant deviations of inflation
levels fromthe target and the coll apse of the banking systemin 2008. That
said, financial supervision has inproved in the last few years. |In general
the authorities heavily intervene in the foreign exchange narket by
restricting certain cross-border financial transactions via capital controls.

The financial sector has been significantly restructured since the 2008 bank
defaults. The new conmercial banks are well-capitalized and |iquid,;
nonperform ng | oans have reduced significantly over the last few years and now
amount to about 8% under the cross-default nethod. There are risks for the

I celandic financial systemfrom potential adverse judicial rulings, such as
the case on the legality of basing the cal culation of borrow ng costs for

CPI -i ndexed consuner |oans on 0% inflation at a time when inflation in |Icel and
was much higher. Should Icelandic courts rule that such an arrangenent is

i ncompatible with the law, and dependi ng on the conpensating mechani smput in
pl ace, the financial systemcould potentially sustain considerable |osses.
Uncertainties also remain around the potential inpact of the renoval of

capital controls on the domestic financial system (see "Banking Industry
Country Ri sk Assessnent: |celand," Dec. 10, 2014, for nore details on the

| cel andi ¢ banki ng sector).

Outlook

The positive outlook reflects our viewthat there is a nore than one-in-three
likelihood that we could raise the ratings during the next two years.

We coul d consider an upgrade if Iceland' s forthcom ng proposals to address the
overhang on its external accounts and to |ift capital controls appear
sufficiently credible to benefit macroecononmic stability. Part of this
analysis will also reflect our assessnment of the inpact that these proposals
may have on lceland's ability to attract net foreign direct investnent, as
well as on the lcelandic private sector's access to funding. W could al so
raise the ratings if lceland's fiscal and grow h perfornmance strengthens nore
than we currently anticipate, leading to a faster-than-projected decline in
net general governnent debt as a percentage of GDP

On the other hand, if we observed fiscal slippage, say from unfinanced
expenditures related to the househol d debt relief plan, the ratings could
stabilize at the current level. W could consider lowering the ratings if
lifting the capital controls saw reserves decline significantly, or if there

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT JANUARY 16, 2015 5

1379637 | 301739890



Research Update: Republic of Iceland Ratings Affirmed At 'BBB-/A-3'; Outlook Remains Positive

was renewed pressure on the lcelandic financial system

Key Statistics

Table 1

Republic of Iceland - Selected Indicators

2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018

Nominal GDP (bil. US$) 18 13 13 15 14 15 17 16 17 18 19
GDP per capita (US$) 60,264 43,472 44,812 49,328 47,494 51,030 55,128 52,962 55,634 58,271 61,033
Real GDP growth (%) 1.1 (5.1) (2.9) 2.1 1.1 3.5 1.3 3.0 2.8 2.5 2.5
Real GDP per capita growth 0.1 (6.1) (3.2) 1.7 0.7 2.8 0.6 2.3 2.1 1.8 1.8
(%)

Change in general 49.9 19.9 9.8 19.8 (9.9) (3.0) (1.2) 0.5 (2.7) 0.2 0.2
government debt/GDP (%)

General government (13.1) (9.7) (9.7) (5.6) (3.7) (1.7) 1.5 (0.5) (0.2) (0.2) (0.2)
balance/GDP (%)

General government 74.0 92.2 100.0 115.1 100.4 92.1 87.4 83.2 75.9 72.2 68.6
debt/GDP (%)

Net general government 48.0 64.0 73.8 84.0 72.9 70.5 63.8 60.8 57.7 54.9 52.3
debt/GDP (%)

General government interest 7.3 15.7 12.5 11.4 12.1 11.4 10.2 10.2 10.2 9.4 8.9
expenditure/revenues (%)

Other dc claims on resident 199.0 145.2 139.4 140.2 133.0 127.1 127.2 125.8 124.9 124.3 123.7
nongovernment sector/GDP

(%)

CPI growth (%) 12.4 12.0 5.4 4.0 5.2 3.9 2.0 2.0 2.5 3.4 34
Gross external financing 657.7 166.3 136.3 112.0 91.0 95.4 93.7 91.9 93.4 99.7 100.6
needs/CARs plus usable

reserves (%)

Current account (16.5) 1.4 0.6 0.9 1.5 7.7 4.6 2.5 0.7 (0.4) (0.7)
balance/GDP (%)

Current account (33.5) 2.5 1.0 1.4 24 12.6 7.6 4.1 1.1 (0.7) (1.0)
balance/CARs (%)

Narrow net external 166.7 177.8 148.8 97.4 89.7 72.0 51.2 51.1 53.1 53.6 54.8
debt/CARs (%)

Net external liabilities/CARs 115.9 150.2 149.1 112.0 45.2 204 9.3 11.0 16.6 19.3 22.2
(%)

Other depository corporations (dc) are financial corporations (other than the central bank) whose liabilities are included in the national
definition of broad money. Gross external financing needs are defined as current account payments plus short-term external debt at the end of
the prior year plus nonresident deposits at the end of the prior year plus long-term external debt maturing within the year. Narrow net external
debt is defined as the stock of foreign and local currency public- and private-sector borrowings from nonresidents minus official reserves minus
public-sector liquid assets held by nonresidents minus financial-sector loans to, deposits with, or investments in nonresident entities. A negative
number indicates net external lending. CARs--Current account receipts. The data and ratios above result from Standard & Poor's own
calculations, drawing on national as well as international sources, reflecting Standard & Poor's independent view on the timeliness, coverage,
accuracy, credibility, and usability of available information.

Ratings Score Snapshot
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Table 2
Republic of Iceland - Ratings Score Snapshot

Key rating factors

Institutional and governance effectiveness strength
Economic structure and growth strength
External liquidity and international investment position weakness
Fiscal flexibility and performance strength
Debt burden weakness
Monetary flexibility weakness

Standard & Poor's analysis of sovereign creditworthiness rests on its assessment and scoring of five key rating factors: (i) institutional and
governance effectiveness; (ii) economic structure and growth prospects; (iii) external liquidity and international investment position; (iv) the
average of government debt burden and fiscal flexibility and fiscal performance; and (v) monetary flexibility. Each of the factors is assessed on a
continuum spanning from 1 (strongest) to 6 (weakest). Section V.B of Standard & Poor's "Sovereign Government Rating Methodology And
Assumptions," published on June 24, 2013, summarizes how the various factors are combined to derive the sovereign foreign currency rating,
while section V.C details how the scores are derived. The ratings score snapshot summarizes whether we consider that the individual rating
factors listed in our methodology constitute a strength or a weakness to the sovereign credit profile, or whether we consider them to be neutral.
The concepts of "strength", "neutral", or "weakness" are absolute, rather than in relation to sovereigns in a given rating category. Therefore, highly
rated sovereigns will typically display more strengths, and lower rated sovereigns more weaknesses. In accordance with Standard & Poor's
sovereign ratings methodology, a change in assessment of the aforementioned factors does not in all cases lead to a change in the rating, nor is a
change in the rating necessarily predicated on changes in one or more of the assessments.

Related Criteria And Research

Related Criteria

* Sovereign Rating Methodol ogy, Dec. 23, 2014

 Met hodol ogy For Linking Short-Term And Long- Term Rati ngs For Corporate,
I nsurance, And Sovereign |Issuers, My 7, 2013

e Criteria For Determining Transfer And Convertibility Assessnents, My 18,
2009

Related Research

e Iceland Qutl ook Revised To Positive On Strong Gowh And | nproving Public
Fi nances; 'BBB-/A-3' Ratings Affirnmed, July 18, 2014

e Suppl enentary Analysis: Iceland (Republic of), Aug. 19, 2014

* Sovereign Defaults And Rating Transition Data, 2013 Update, April 18,
2014

e Qutl ooks: The Sovereign Credit Wathervane, Year-End 2013 Update, Feb. 4,
2014

In accordance with our relevant policies and procedures, the Rating Commttee
was conposed of analysts that are qualified to vote in the comrittee, with
sufficient experience to convey the appropriate |evel of know edge and
under st andi ng of the nethodol ogy applicable (see 'Related Criteria And
Research'). At the onset of the committee, the chair confirned that the

i nformati on provided to the Rating Commttee by the prinmary anal yst had been
distributed in a tinely manner and was sufficient for Committee nmenbers to
make an i nfornmed deci sion.

After the primary anal yst gave opening renmarks and expl ai ned the
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recomendati on, the Commttee discussed key rating factors and critical issues
in accordance with the relevant criteria. Qualitative and quantitative risk
factors were considered and di scussed, |ooking at track-record and forecasts.

The conmittee agreed that |celand s debt burden had inproved. Al other key
rating factors were unchanged.

The chair ensured every voting nmenber was given the opportunity to articulate
hi s/ her opinion. The chair or designee reviewed the draft report to ensure
consi stency with the Committee decision. The views and the decision of the
rating comittee are sunmari zed in the above rationale and outl ook. The

wei ghting of all rating factors is described in the nethodology used in this
rating action (see 'Related Criteria And Research').

Ratings List

Rati ngs Affirned

I cel and (Republic of)

Sovereign Credit Rating BBB-/ Posi tivel A-3
Transfer & Convertibility Assessnent BBB-
Seni or Unsecured BBB-
Short - Ter m Debt A-3
Conmrer ci al Paper A-3

Conplete ratings information is available to subscribers of RatingsDi rect at
www. gl obal creditportal.comand at spcapitalig.com Al 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
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 Moscow 7 (495) 783-4009
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