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e The gradual I|iberalization of capital controls in lIceland is progressing
in a neasured manner, which in our view inplies reduced risks for the
country's banki ng sector.

* Furthernore, economnic devel opnment in |Iceland appears strong and
private-sector |everage continues to decrease, thereby | owering risks
related to domestic credit.

* Concurrently, the banks' access to external whol esale funding has
i mproved, as reflected by | arge Eurobond i ssuances this year

e As a result, we are raising our ratings on Arion Bank, |slandsbanki, and
Landsbankinn to 'BBB/ A-2' from'BBB-/A-3', while revising our outlook on
HFF to positive fromstable and affirnming the 'BB/ B ratings.

» The positive outlooks on all four entities indicate that we could raise
the ratings if the econom ¢ and industry environnent for |celandic banks
conti nues to strengthen.

STOCKHOLM (S&P d obal Ratings) Oct. 25, 2016--S&P d obal Ratings said today
that it has raised its long- and short-termcounterparty credit ratings on

| cel and- based Arion Bank, |slandsbanki hf, and Landsbankinn hf. to 'BBB/ A-2'
from'BBB-/A-3". The outl ooks are positive.

At the sane time, we revised our outlook on Housing Financing Fund
| budal anasj odur (HFF) to positive fromstable and affirned our 'BB/ B |ong-
and short-termcounterparty credit ratings.
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We will publish individual research updates on the four banks to provide nore
detail on the rationale behind each rating action.

The rating actions follow our review of the Icel andi c banki ng sector and
refl ect inmproved operating conditions for banks as |cel and makes conti nued
progress in liberalizing capital controls. The conclusion of conposition
agreenments between the governnent and the estates of the three banks, signed
in late 2015, has strengthened the government's finances and renoved
significant uncertainty with respect to the banks' bal ance sheets and
[iquidity.

In addition, the Central Bank of lceland (CBI) held Icelandic krona auctions
earlier this year, and although the outcone is not yet final, there is

i nproved clarity on how the offshore Iiquid krona overhang could affect the
banks' liquidity positions. Furthernore, pension funds and private investors
are now able to make limted i nvestnents abroad and the CBlI has denonstrated
its ability to act proactively by inmposing a tool to discourage short-term

i nvestment due to the carry trade (see "lceland Ratings Affirmed At

'BBB+/ A-2'; Qutlook Stable," published July 15, 2016, on RatingsDirect). In
addition, we consider that Icelandic banks' access to external funding has

i mproved markedly, allow ng the banks to refinance | egacy debt fromthe
central banks and the estates at |ower interest rates.

Al t hough private-sector debt continues to decrease, the Icelandic econony is
expanding, with real GDP growth above 3% W expect the econony will continue
posting strong growth rates over the next two years, partly due to the
continued strong perfornmance of the tourismsector and increasing private
consunption, supported by incone growh. In our view, the Icelandic econony
has entered an expansi onary phase, since there is an underlying recovery of
credit dermand, even as nany borrowers continue to reduce | egacy debt |evels.
Iceland's debt capacity is supported by generally high domestic wealth, which
is increasing given the econom ¢ environnent and strong performance of the
donmestic markets. At the sane time, private-sector credit has decreased in
relation to GDP, aided by governnent-inposed debt-relief neasures. Al though
decreasing, credit remains fairly high by gl obal standards at 143% of GDP in
2015. W expect to see further inmprovenents, especially on household | everage.

At the same time, we believe--partly owing to its small size and industry
concentrations--that the Icelandic econony remains structurally volatile, as
denonstrated by boom bust cycles in the past, as well as recent rapid

i ncreases in wages and real estate prices. Real house prices have risen by
nore than 10% annual |y over the past two years, revealing pent-up demand for
housi ng, strong popul ation and wage growth, and stagnation of supply after the
crisis. We expect growmh will slow down sonewhat as construction catches up
wi th demand. Shoul d house prices continue to rise at the same pace, conbi ned
with accel erated debt growh, this could heighten risks for the banking
system In addition, we believe that recently agreed significant public- and
private-sector wage increases could constrain the conpetitiveness of the

I cel andi ¢ econony and result in a faster-than-anticipated decline in current
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account surpluses. The sovereign's nonetary policy flexibility is restricted
by the econony's high dependence on inports and the strong pass-through effect
from exchange rate volatility. As such, there is an inherent risk of peaks and
val l eys in the Icelandic econonmy, which places great denands on the banks

ri sk control

W& note that the banks have not materially increased the overall share of
forei gn whol esal e funding and are increasingly tapping the donestic covered
bond market to finance growh in residential nortgages. The oversubscription
of two €500 million benchmark Eurobonds issued in consecutive weeks in

Sept enber 2016 by Landsbanki nn and | sl andsbanki is a testament to the banking
system s inproved access to foreign debt capital markets and stronger foreign
denmand.

We expect banks' future returns will be based on what we believe are sound
conmercial practices. Substantial one-tinme itens have inflated |celandic
banks' profits over the past few years, but we expect the future inpact wll
be contai ned. The Icel andi ¢ banki ng system benefits from hi gher interest rates
than in nost European econonies, and we see inprovenments in regulation and
supervi sion. However, we also see sone distortions in the market, given the
hi gh share of governnent ownership in the banking sector and conpetition by
nonbanks, mainly the pension funds.

ECONOM C AND | NDUSTRY RI SK TRENDS | N | CELAND
The trend for economic risk in lIceland remains positive, in our opinion. This
reflects our view of decreasing risks related to donmestic credit as Icelandic

househol ds del everage, such that we expect debt levels will be inline with
t hat of other wealthy European econonies over the next two years. In addition
we foresee positive effects fromthe gradual |iberalization of capita

controls and a likely inprovenent in economic resilience and the operating
environnent for |celandic banks. Furthernore, Iceland s external position has
strengt hened notably in recent years, and we anticipate that this wll
continue, particularly if the government's fiscal position remains prudent and
the CBI's reserves show favorable dynam cs on the back of significant foreign
exchange inflows fromthe rapidly expandi ng tourism sector

We view the trend for industry risk as positive, based on nateri al

i mprovenents in banking regul ation and supervision. There is a narked

di fference in the banking sector and associated restrictions conpared wth
2007, and we believe the recent restructuring of the | egacy banks has been
wel | managed. Despite its short track record, the forward-looking restrictions
on short-termforeign investors, to reduce the appeal of the carry trade,

i ndi cate nore proactive regulation and supervision, in our view. In addition
the regul ators have increased capital, funding, and liquidity requirenents
that restrict nmismatches in the banking sector's aggregate bal ance sheet and
foreign currency positions. W expect the authorities will continue to closely
noni tor the banking system which could lead us to take a nore positive view
on the risk related to the institutional framework. We note that, although
regulatory linmts are in place, banks' inproved access to foreign funding
markets coul d i ncrease the system s reliance on external debt and of fset sone
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of the positive inpact fromtighter regulation

| MPACT ON BANK RATI NGS

The reduction of econonic and industry risk for banks in Iceland has led us to
revi se upward our anchor for rating Icelandic banks to 'bbb-' from'bb+ . This
change has al so had a positive inmpact on our assessnent of the banks' capita
and earni ngs. However, due to the uncertainties regarding the banks

owner shi p, we have reservations about the sustainability of the high capita
rati os. The commercial banks are all owned by the governnent to different
extents, but we expect they will be sold or publicly listed over the next few
years.

QUTLOCKS
The positive outlooks on all four banks stemminly fromthe positive economc
and industry risk trends we see in Icel and.

ARl ON BANK

The positive outl ook on Arion Bank reflects our expectations of extraordinary
di vidends and capital optimzation as the bank prepares for an eventual sale
or |1 PO over the next two years.

We could raise the rating if we see strong conti nued econoni ¢ devel opnent in
Iceland or if future capital |evels exceed our current expectations. W would
not expect a two-notch upgrade over the next two years, given the relatively
concentrated and volatile nature of Iceland s econony.

We coul d revise the outlook to stable if we saw signs of a weakening of the
strong econoni c devel opment in lceland or an increased risk of economc

i mbal ances in the econony. An outlook revision to stable could also follow a
deterioration in Arion Bank's asset quality or negative revaluation of its
mat eri al equity hol di ngs.

| SLANDSBANK

The positive outlook on Islandsbanki reflects our expectation that the bank's
ri sk-adjusted capital (RAC) ratio will remain sustainably above 15% even
whil e the bank prepares for an eventual sale or |IPO over the next two years.

However, we note that this scenario is only a base case and uncertainty around
t he sal es process, ownership, and capitalization remains.

We coul d upgrade the bank if we see strong conti nued econoni c devel opnent in
Iceland, if future capital |evels exceed our current expectations, or if we
becorme nore certain about future capitalization, allowing us to renove the
negative adjustnent notch. Despite continued positive econom ¢ and industry
trends for the Icelandic banking sector, we consider unlikely a two-notch
upgrade over the next two-year rating horizon, given the relatively
concentrated and vol atile nature of the Icel andic econony.

We coul d revise the outlook to stable if we saw signs that Iceland s strong
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econom ¢ devel opment was weakening or an increased risk of econonic inbal ances
in the econony. We could also revise the outlook to stable if capital |evels
fell bel ow our expectations, due to a larger-than-anticipated reduction in
equity capital

LANDSBANKI NN

The positive outl ook on Landsbankinn reflects our view of continued

i nprovenent in the operating environnent for I|celandic banks. It also nmirrors
our expectations that the RAC ratio will remain above 15% over the next two
years, despite extraordi nary dividend paynents and share buy-back prograns.
However, we note that this scenario is only the base case and uncertainty
around Landsbanki nn's optini zati on of capitalization remains.

We coul d take a positive rating action if we see further strengthening of
operating conditions for banks in Iceland. W could also raise our rating on
Landsbanki nn if we becone nore certain about future capitalization, allow ng
us to renmove the negative adjustment notch. Despite continued positive trends
for the Icelandi ¢ banking sector, we would not expect a two-notch upgrade over
the next two years, given the relatively concentrated and vol atile nature of
the I cel andi c econony.

We could revise the outlook to stable if we saw signs of weakening of the
strong econom c devel opnent in lceland or an increased risk of economc

i mbal ances in the econony. W could also revise the outlook to stable if
Landsbankinn's capital |evels declined nore than we expected.

HOUSI NG FI NANCI NG FUND | BUDALANASJODUR

The positive outl ook indicates that we could raise our ratings on HFF within
one year if the economic conditions in Iceland inprove further, reducing the
ri sks inherent in unwi nding HFF's nortgage portfolio. HFF has a strict public
policy role and is unlikely to grow with the market. However, the entity may
benefit from strong econom c devel opnent based on decreased | oan | osses and an
i mproved capital position, which could follow faster-than-antici pated earni ngs
generation or the accel erated decrease in risk-weighted assets.

We could revise the outlook to stable if we saw signs that Iceland s strong
econom ¢ devel opnent was weakeni ng. Moreover, we could lower the ratings if we
concl uded that the effects of a potential HFF default for the government and
the capital markets had reduced, which would reduce the incentive for the
governnent to provide timely extraordi nary support to the institution

As per our criteria for governnent-related entities, the ratings on HFF woul d
not be affected by a positive rating action on the sovereign.

RELATED CRI TERI A AND RESEARCH

Rel ated Criteria

e Quantitative Metrics For Rating Banks d obally: Methodol ogy And
Assunptions, July 17, 2013

* Revised Market Ri sk Charges For Banks In Qur Risk-Adjusted Capita
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Framewor k, June 22, 2012

* Banks: Rating Methodol ogy And Assunptions, Nov. 9, 2011

* Banking Industry Country Ri sk Assessment Methodol ogy And Assunpti ons,
Nov. 9, 2011

 Bank Capital Methodol ogy And Assunptions, Dec. 6, 2010

e Commercial Paper |: Banks, March 23, 2004

 Rating Governnent-Related Entities: Methodol ogy And Assunptions, March
25, 2015

e Use OF CreditWatch And Qutl ooks, Sept. 14, 2009

e Group Rating Methodol ogy, Nov. 19, 2013

e Anal ytical Linkages Between Soverei gn And Bank Ratings, Dec. 6, 2011

» Sovereign Covernnent Rating Methodol ogy And Assunptions, June 30, 2013

Rel at ed Research

e Iceland Ratings Affirmed At 'BBB+/ A-2'; Qutlook Stable, July 15, 2016

* Nordic Banks' Capital Gowh Tapers Of, June 14, 2016

« The Future O Banking: Nordi c Banks Looking Svelte In The Fintech Race,
June 14, 2016

* Two Icelandic Bank Qutl ooks Revised To Positive On I nproving Economc
Resilience; 'BBB-/A-3'" Ratings Affirned, Jan. 19, 2016

Bl CRA SCORE SNAPSHOT*

| cel and To From

Bl CRA G oup 5 6

Economi ¢ ri sk 5 6
Econonic resilience Hi gh risk Hi gh risk
Economi c i nbal ances Internediate risk Internediate risk
Credit risk in the econony Internediate risk H gh risk

I ndustry risk 5 6
Institutional framework Hi gh risk Hi gh risk
Conpetitive dynam cs Internediate risk Internediate risk
Syst emwi de fundi ng Internediate risk Hi gh risk

Trends
Economic risk trend Positive Positive
Industry risk trend Positive St abl e

*Banki ng I ndustry Country Ri sk Assessnent (Bl CRA) economic risk and industry
risk scores are on a scale from1 (lowest risk) to 10 (highest risk). For nore
details on our BICRA scores on banking industries across the gl obe, please see
"Banki ng I ndustry Country Ri sk Assessnment Update," published nmonthly on

Rati ngsDi rect.

RATI NGS LI ST
Upgr aded; Ratings Affirned
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To From

Arion Bank

Counterparty Credit Rating BBB/ Posi tivel A-2 BBB-/ Posi tive/ A-3
| sl andsbanki hf

Counterparty Credit Rating BBB/ Posi tive/ A-2 BBB-/ Posi tivel/ A-3
Landsbanki nn hf.

Counterparty Credit Rating BBB/ Positive/ A-2 BBB-/ Posi tivel/ A-3

Qut |l ook Action; Ratings Affirnmed

To From
Housi ng Fi nanci ng Fund | budal anasj odur
Counterparty Credit Rating BB/ Positive/B BB/ St abl e/ B

Additional Contact:
Financial Institutions Ratings Europe; FIG_Europe@spglobal.com

Certain terms used in this report, particularly certain adjectives used to
express our view on rating relevant factors, have specific neanings ascribed
to themin our criteria, and should therefore be read in conjunction with such
criteria. Please see Ratings Criteria at ww. st andardandpoors.com for further
information. Conplete ratings information is available to subscribers of

Rati ngsDi rect at www. gl obal creditportal.comand at spcapitaliqg.com All
ratings affected by this rating action can be found on the S& d obal Ratings
public website at www. st andardandpoors.com Use the Ratings search box | ocated
inthe left colum. Aternatively, call one of the foll owing S& d oba

Rati ngs nunbers: Cient Support Europe (44) 20-7176-7176; London Press Ofice
(44) 20-7176-3605; Paris (33) 1-4420-6708; Frankfurt (49) 69-33-999-225;

St ockhol m (46) 8-440-5914; or Mscow 7 (495) 783-40009.
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