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Government of Iceland - Baa2 Stable
Quarterly Update

Summary Rating Rationale

» Iceland's credit strengths include (1) a flexible and highly skilled labor force; (2) a
natural resource base that underpins robust economic growth potential; (3) consensus-
based economic policy formation; (4) strengthened institutions since the 2008
banking system collapse; and (5) a nearly fully-funded pension system and favorable
demographics

» Iceland's credit challenges include (1) the orderly implementation of the final phases
of capital account liberalization while protecting economic and financial stability; (2)
large contingent liabilities; and (3) further reducing government debt to protect public
finances against potential shocks

Exhibit 1

Iceland's Baa2 stable rating is determined by four factors

Source: Moody's Investors Service

This Credit Opinion provides a discussion of the credit rating(s) for the Government of Iceland and
should be read in conjunction with Moody's most recent Credit Analysis and rating information
available on Moody's website.

http://www.surveygizmo.com/s3/1133212/Rate-this-research?pubid=PBC_1020195
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Key Indicators

Summary Rating Rationale (continued)
Among the key credit strengths supporting Iceland's Baa2 credit rating are its high levels of wealth and strengthening economic
dynamism thanks to favorable demographics and improving household, corporate and government balance sheets. Accumulated
wealth provided an important buffer during the severe economic adjustment of the past several years. The recent economic recovery is
on a more sustainable footing than was growth in the pre-crisis era given the rebalancing of the economy and large external surpluses,
which are bringing down the country's once-sizeable external debt.

The country's public finances have improved significantly, and the government's gross debt burden - while still high - has declined
rapidly from 2012 onwards. If the government's large cash buffers are taken into account, the public debt is at a moderate level in the
European context. In addition and in contrast to many other highly-indebted European countries, Iceland has a nearly fully funded
private pension system, which together with favorable demographics bodes well for long-term fiscal sustainability.

According to our sovereign bond methodology, Iceland exhibits `moderate' Economic Strength. Iceland's GDP per-capita is among
the highest in the universe of Moody's-rated sovereigns, despite the significant loss in wealth due to the banking and currency crisis
of 2008, with the five-year average at $41,322 on a PPP basis as of 2014. This positions Iceland in the same territory as Aa-rated
sovereigns (median per-capita PPP GDP of $49,173) and as an outlier in the Baa rating range (under $20,000).

In addition to high income levels, Icelandic households possess substantial pension assets amounting to more than 100% of GDP. This
is not only positive for the long-term underlying fiscal position of the country, but has also allowed a relatively smooth adjustment
process following the banking system's collapse as households could temporarily withdraw money from their pension savings for debt
repayment and consumption purposes. Offsetting the high level of wealth is the small size and limited diversification of the economy,
which increase its vulnerability to shocks.

We assess Iceland's Institutional Strength as `very high', reflecting the country's strong scores on the Worldwide Governance Indicators
(WGI). Iceland ranks at the 87th percentile of the WGI's measure of “Government Effectiveness” and the 88th percentile of “Rule of
Law”, well above the Baa and A rating category medians. Iceland benefits from clear competitive strengths in areas such as its high-
quality education system, an innovative business sector, an efficient labor market and well-developed infrastructure.

In addition, the authorities have made significant progress in bringing the economy, the financial system and the public finances back
onto a sustainable path. The government has implemented important changes to its institutions and to the banking sector's regulatory
framework – with the latter focusing on exclusively on domestic operations – so as to avoid a repetition of the crisis. Finally, Iceland has
a long tradition of broad cooperation and consensus on economic matters between government, employer and employee associations,
which is a credit strength.
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We consider Iceland's Fiscal Strength to be `low (+)', a function of Iceland's relatively high, albeit declining, gross debt-to-GDP ratio,
37.4% of which was foreign-currency denominated in 2014, exposing the sovereign balance sheet to exchange rate risk. In addition, the
government's contingent liabilities are very large, mainly guarantees for Housing Financing Fund (HFF) liabilities. A mitigating factor is
the significant financial assets that the government has acquired as part of the resolution of the failed bank estates.

We assess Iceland's Susceptibility to Event Risk as `moderate', mainly reflecting the risks to economic and financial stability emanating
from the process of capital control liberalization. Risks to financial stability from the banking sector have moderated significantly since
the 2008 banking sector crisis. In our view, the banking system should be able to withstand the relaxation of capital controls, as the
central bank and the banking regulator require the banks to maintain very high levels of liquidity and capital.

Rating Outlook
The outlook on the rating is stable, reflecting balanced risks. Iceland's key credit challenge is how to maintain macroeconomic and
financial sector stability throughout all phases of capital control liberalization.

Factors that Could Lead to an Upgrade
Iceland's rating could be upgraded if the economic recovery and significant fiscal consolidation is sustained. The next phase of capital
controls removal, which will encompass the settlement of the so-called trapped ISK (Icelandic krone) assets, is a key determinant of
further upgrades.

Factors that Could Lead to a Downgrade
The government's rating could be downgraded if its commitment to fiscal consolidation flagged, thereby halting the declining trend
in the public debt ratio. The rating could also be downgraded if the capital account liberalization were to become disorderly, leading
to large and/or sudden capital outflows and a severe weakening of the exchange rate, with negative consequences for the domestic
economy and financial stability.

Recent Developments
In many respects, such as employment levels, real incomes, inflation rates and the size of real GDP, the Icelandic economy has
recovered fully from the banking sector collapse of October 2008 and subsequent deep recession. The economy is now growing
rapidly, led by strong investment as well as household spending. Moreover, the authorities are finally resolving the external debt
overhang that led to the systemic crisis, which will allow the gradual removal of the capital account controls put in place at that time.

Iceland's economic recovery has also benefitted from favorable terms of trade and steady current account surpluses, helped by
a growing tourism sector, higher global fish prices, lower oil prices and a strong dollar (boosting revenues from mostly dollar-
denominated export base). We expect growth to reach 4% again this year, led by buoyant domestic demand.

We expect the current account balance, which came in at 4.9% of GDP in 2015, to remain in surplus but to narrow in the coming
years as domestic demand strengthens, pulling in imports, and as the benefits of lower oil prices tail off. Positive and sustained balance
of payments dynamics have allowed the Central Bank (CBI) to purchase substantial foreign exchange in recent years, bolstering the
country's external position.

The final resolution of the failed bank estates at the end of last year led to a significant reduction in Iceland's net external debt, which
dropped to under 15% of GDP at the end of 2015 following the write-off of the external claims on the failed bank estates. The massive
improvement in the external position serves as an important buffer to maintain the government's room to maneuver during the next
phase of capital controls liberalization.

The impact of high public and private sector wage settlements on inflation has been kept in check by the renewed downturn in oil
prices. However, inflation accelerated to 2.2% yoy in February, below the Central Bank's 2.5% inflation target, but higher than the 1.6%
average inflation in 2015. We therefore expect the Central bank to continue to tighten monetary policy in 2016, which could start to
depress investment and overall domestic demand.
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Iceland's capital control liberalization strategy unveiled in June 2015 underpins an improved outlook for Iceland's economy and
government finances as the estates of the failed banks have now paid billions to the Icelandic authorities in order to settle their local
obligations and gain access to the banks' foreign assets. The next phase of the process is freeing up the `trapped' ISK funds in the
country through an exchange. If executed successfully, meaning without disruptions to real economic and financial stability, the
resolution should help to further normalize the economy in the years ahead.
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Rating Methodology and Scorecard Factors
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https://www.moodys.com/research/Iceland-Government-of--CTS_392575
https://www.moodys.com/researchdocumentcontentpage.aspx?docid=PBC_1009357
https://www.moodys.com/researchdocumentcontentpage.aspx?docid=PBC_186644
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