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Research Update:

Republic of Iceland Ratings Affirmed At 'A/A-1';
Outlook Stable

Overview

e W project Iceland will continue to display strong growh dynanics, but
we see risks of the domestic econony overheating, as suggested by the
magni t ude of recent wage hi kes and house price grow h.

* W are affirming our " A/A-1' ratings on Iceland.

» The stable outl ook balances the potential for inprovenents in Iceland s
fiscal position against the risks of the econony overheating during the
next two years.

Rating Action

On June 30, 2017, S&P d obal Ratings affirmed its ' A/A-1" long- and short-term
foreign and | ocal currency sovereign credit ratings on the Republic of
| cel and. The outl ook is stable.

Rationale

The affirmation reflects our view that the ratings on Iceland will continue to
be supported by the country's high per capita inconme |evels, favorable growh
prospects, and strong institutional arrangenents, characterized by the
government's conmitment to sustainable public finances and an effective system
of checks and bal ances between governnment bodies. The ratings are primarily
constrained by the Iimted flexibility of Iceland' s nonetary policy, the risks
stemm ng from overheating of the donestic econony, and the econony's inherent
volatility and susceptibility to external shocks, which could negatively

i nmpact the country's bal ance of paynments and banki ng system in our view

Over the past several years, |celand has posted strong growth performance,
largely owing to the rapid expansion of the tourismsector. This trend has
continued into 2017 with tourist arrivals increasing by an estimated 50% i n
year-on-year terns over the first four nonths of 2017.

Touri sm has underpinned Iceland' s strong bal ance of payments performance. Last
year's current account surplus anbunted to 8% of CGDP, one of the highest on
record over the past 20 years. Large service sector inflows have allowed the
Central Bank of lceland (CBI) to accunul ate significant reserves totaling $7.2
billion (36% of GDP) at end-2016.

The rapi d expansi on of reserves has been instrunmental in allowing the CBlI to
successfully conplete the lifting of capital controls on donmestic residents in
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March 2017, and to release a large portion of the trapped of fshore Icel andic
krona overhang (which originated principally frombonds denom nated in krona

i ssued by nonresident entities before 2008, which are known as gl aci er bonds,
and from nonresident hol di ngs of bonds of the government-owned nortgage

| ender, Housing Financing Fund). Although close to $1.7 billion of foreign
exchange reserves were deployed in 2017 to rel ease the nentioned overhang and
undertake a buy-back of a U S. dollar-denoninated bond in April, we anticipate
the level of reserves will remain broadly flat in year-on-year terns in 2017
owing to our forecast of a strong current account surpl us.

We currently don't project a further increase in foreign exchange reserves
beyond 2017. This is because we anticipate the sizable |Icelandic pension funds
to gradually step up their foreign investnent, follow ng years of capita
controls and taki ng advantage of a stronger krona. As a result, we expect that
the government will allocate future current account surpluses to nmeet these
outflows, which will still lead to an inprovenment in Iceland s net

i nternational investnment position (1I1P). W forecast lceland will end 2017 in
a positive net IIP position of 6% of GDP

Rapi d economic growh has also led to a consistent inprovenent in the
sovereign's fiscal performance. The general governnent deficit reduced to 0.8%
in 2015 from al nost 10% of GDP in 2009. In 2016, the Treasury received one-off
revenues related to the settlenment of the old defaulted banks, nostly in
nonliquid form (equity stakes in commercial banks). Unlike the authorities or
the International Mnetary Fund, we have excluded this one-tine windfall from
our fiscal calculations. Even so, the governnent still posted a genera
budgetary surplus of 1.3%of GDP | ast year.

We currently anticipate a 1.5% of GDP surplus in 2017 owing to strong economc
performance, supported by the rapidly expanding tourismsector. W project

deficits will Kkick in from 2018 as growth noderates while expenditures
rise--particularly in the social sphere and infrastructure. Under this
basel i ne scenario, |celand s net general governnent debt will reduce to just

over 30% of GDP in 2020 from 42% of GDP at end-2016.

We believe, however, that the pace of debt reduction could be faster than we
presently anticipate. This could happen, for exanple, if the authorities
proceed with the sale of commercial banks and use the proceeds to pay down
debt (which we have not factored in our base-case scenario). It could al so
happen if the fiscal policy is tightened in an attenpt to cool off the
econom ¢ boom Although Iceland' s fiscal performance has been strong in recent
years, we believe a substantial part of the inprovenent is cyclical in nature
and could partially reverse if growh slows down sharply. W still see sone
risks fromcontingent fiscal liabilities--particularly fromthe high stock of
gover nment guarantees to public-sector entities, such as the Housing Financing
Fund or energy conmpany Landsvirkjun--which we currently assess as noderate.

Despite the strong grow h, al ongside positive fiscal and bal ance of paynments'
performance, we continue to see several risks for Iceland, specifically:
* There are multiple signs of overheating in the donmestic econony. The CB
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estinates a positive output gap with unenpl oynent bei ng bel ow the natural
rate. Over the past three years, nom nal wages have expanded in double
digits on an annual basis. Conbined with contained donestic inflation, a
nmuch stronger krona, and potentially procyclical fiscal policy, this
poses considerable risks to the conmpetitiveness of the donestic econony,
particularly in the non-tourismrel ated sectors.

» There could be risks if the tourisminflows stopped suddenly. Under such
a scenario, the banks' and househol ds' bal ance sheets coul d be adversely
affected if house prices were to adjust in response. The latter have
grown substantially over the past two years. Positively, were such a
scenario to naterialize, we believe the pronpt adjustnment of the exchange
rate should help rel ease any external pressures and at |east partly
contribute to the econony cooling dowmn. W also note that in recent years
donestic credit has grown slower than nonminal GDP, resulting in
private-sector |everage declining as a share of the econony.

» More broadly, the Icelandic econonmy remains small, vulnerable to shocks,
and vol atile, as denonstrated by the |arge boom bust cycles in the past.
It is significantly dependent on the econonic fortunes of its key trading
partners.

e In our view, the econony is al so exposed to adverse changes in terns of
trade given the export concentration in the tourism fishing, and netal
sectors. Terns of trade have been particularly favorable in recent years,
whi ch has contributed substantially to the positive dynanics of U S
dol | ar-expressed GDP. W believe that a reversal in the terns of trade
trend could contribute to the econony's weaker external perfornance.

* In our view, lceland s nonetary policy flexibility remains constrained
and represents a ratings weakness. Donestic price devel opments remain
significantly influenced by foreign prices and the value of the exchange
rate, which we anticipate will still present challenges to CBI nonetary
policy over the nediumto long term

Qur ratings on Iceland remain supported by the country's strong institutiona
arrangenents, underlined by a policy track record that has contributed to the
country energing successfully fromits deep econonmic, fiscal, and financial
crisis. Anarrow najority coalition governnent between the |Independence Party,
Bright Future, and the Reform Party was formed followi ng | engthy tal ks after
the early general elections in COctober 2016.

Outlook

The stabl e outl ook bal ances the potential for inprovenents in Iceland s fiscal
position against the risks of the econony overheating in the next two years.

We could raise the ratings if lceland' s fiscal performance materially exceeded
our forecasts, while the risks posed by overheating gradual |y receded.

We could lower the ratings if we observed that the present econonic
overheating, potentially fanned by procyclical policy and rapid wage growt h,
put the country's long-termgrowth prospects, bal ance of paynents performance,
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or financial stability at risk.

Key Statistics

Table 1

Republic of Iceland Selected Indicators

2011 2012 2013 2014 2015 2016 2017 2018 2019 2020

ECONOMIC INDICATORS (%)

Nominal GDP (bil. ISK) 1,702 1,778 1,891 2,006 2,214 2,422 2,607 2,760 2,914 3,077
Nominal GDP (bil. $) 15 14 15 17 17 20 24 26 26 27
GDP per capita (000s $) 46.1 445 48.1 52.7 51.0 60.3 70.7 75.0 75.1 75.1
Real GDP growth 2.0 1.2 4.4 1.9 4.1 7.2 4.5 2.8 2.5 2.5
Real GDP per capita growth 1.7 0.9 3.7 0.7 3.0 6.1 2.7 1.3 1.0 1.0
Real investment growth 11.6 5.3 2.2 16.0 17.8 22.7 6.0 3.0 2.2 2.0
Investment/GDP 15.6 16.1 15.4 17.3 19.1 21.3 21.6 22.0 22.4 22.7
Savings/GDP 16.3 17.8 23.6 23.2 25.3 29.3 28.2 26.5 26.1 25.5
Exports/GDP 56.6 57.0 55.4 53.3 53.7 49.1 45.9 47.2 48.5 50.0
Real exports growth 34 3.6 6.7 3.2 9.2 11.1 6.0 4.0 4.0 4.0
Unemployment rate 7.1 6.0 5.4 5.0 4.0 3.0 2.8 2.8 3.0 3.5

EXTERNAL INDICATORS (%)

Current account balance/GDP 0.7 1.7 8.2 5.8 6.3 7.9 6.6 4.5 3.8 2.9
Current account 1.2 2.6 13.3 10.0 10.7 14.5 13.1 9.0 7.3 5.3
balance/CARs

CARs/GDP 61.6 63.3 61.7 58.3 58.4 54.7 50.1 50.7 52.2 53.7
Trade balance/GDP 2.1 0.7 0.4 (0.5) (1.6) (4.2) (3.6) (4.3) (5.0) (5.6)
Net FDI/GDP 7.4 29.8 (0.3) 4.3 42 3.6 2.0 2.0 0.0 0.0
Net portfolio equity 0.6 0.6 (0.0) (0.0) (2.4) (5.4) (5) (5.0) (3) (3.0
inflow/GDP

Gross external financing 112.0 95.5 96.5 99.9 93.3 90.0 80.4 85.0 86.5 88.9
needs/CARs plus usable

reserves

Narrow net external 96.5 88.5 71.0 58.2 143.3 55.9 45.6 41.9 42.5 42.5
debt/CARs

Net external liabilities/CARs 110.9 444 19.2 9.9 10.3 (3.5) (13.4) (20.2) (26.0) (30.5)
Short-term external debt by 65.0 61.6 50.3 49.9 41.9 447 41.9 39.7 38.3 38.0
remaining maturity/ CARs

Usable reserves/CAPs 5.6 8.2 5.8 5.3 5.5 6.3 8.3 7.1 6.6 6.2
(months)

Usable reserves (mil. $) 5,984 4,008 4,017 3,988 4,895 7,231 7,015 7,015 7,015 7,015

FISCAL INDICATORS (%, General government)

Balance/GDP (5.6) (3.7) (1.8) (0.1) (0.8) 1.3 1.5 (0.5) (0.5) (0.5)
Change in debt/GDP 19.8 (9.9) (3.0) (1.4) (8.5) (8.2) (7.8) 0.5 0.5 0.5
Primary balance/GDP (1.4) 1.0 2.7 4.6 3.8 5.5 4.7 2.2 2.1 1.9
Revenue/GDP 40.1 41.7 42.1 45.2 42.0 42.6 41.8 41.5 41.5 41.5
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Table 1

Republic of Iceland Selected Indicators (cont.)

2011 2012 2013 2014 2015 2016 2017 2018 2019 2020

Expenditures/GDP 45.7 45.4 43.9 45.3 42.9 41.2 40.3 42.0 42.0 42.0
Interest /revenues 10.3 11.4 10.9 10.4 11.0 9.8 7.7 6.6 6.2 5.8
Debt/GDP 115.1 100.2 91.2 84.6 68.1 54.0 42.4 40.6 38.9 37.4
Debt/Revenue 286.9 240.5 216.8 187.1 162.0 127.0 101.6 97.8 93.8 90.1
Net debt/GDP 81.5 70.5 67.7 57.3 48.7 41.5 34.5 33.1 31.8 30.6
Liquid assets/GDP 33.6 29.6 23.5 27.3 19.4 12.5 8.0 7.5 7.1 6.7

MONETARY INDICATORS (%)

CPI growth 4.0 5.2 3.9 2.0 1.6 1.7 2.0 3.0 3.0 3.0
GDP deflator growth 3.0 3.3 1.8 4.1 6.0 2.0 3.0 3.0 3.0 3.0
Exchange rate, year-end 122.71 128.99 115.55 126.90 129.59 112.82 105.00 109.20 113.57 118.11
(LC/$)

Banks' claims on resident (8.5) (5.8) (2.6) (2.7) 0.8 1.6 5.0 5.0 5.0 5.0
non-gov't sector growth

Banks' claims on resident 206.3 185.9 170.2 156.1 142.5 132.4 129.2 128.1 127.4 126.7
non-gov't sector/ GDP

Foreign currency share of N/A N/A N/A 11.0 10.5 10.1 N/A N/A N/A N/A
claims by banks on residents

Foreign currency share of 14.0 14.1 18.5 18.0 16.5 8.6 N/A N/A N/A N/A
residents' bank deposits

Real effective exchange rate 1.4 (0.3) 4.6 6.6 2.2 11.9 N/A N/A N/A N/A
growth

Savings is defined as investment plus the current account surplus (deficit). Investment is defined as expenditure on capital goods, including
plant, equipment, and housing, plus the change in inventories. Banks are other depository 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. ISK--Icelandic krona. CARs--Current account receipts.
FDI--Foreign direct investment. CAPs--Current account payments. N/A--Not applicable. The data and ratios above result from S&P Global
Ratings' own calculations, drawing on national as well as international sources, reflecting S&P Global Ratings' independent view on the
timeliness, coverage, accuracy, credibility, and usability of available information.

Ratings Score Snapshot

Table 2

Republic of Iceland Ratings Score Snapshot

Key rating factors

Institutional assessment Strength

Economic assessment Strength

External assessment Neutral

Fiscal assessment: flexibility and performance Strength

Fiscal assessment: debt burden Neutral

Monetary assessment Weakness
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Table 2

Republic of Iceland Ratings Score Snapshot (cont.)

S&P Global Ratings' analysis of sovereign creditworthiness rests on its assessment and scoring of five key rating factors: (i) institutional
assessment; (ii) economic assessment; (iii) external assessment; (iv) the average of fiscal flexibility and performance, and debt burden; and (v)
monetary assessment. Each of the factors is assessed on a continuum spanning from 1 (strongest) to 6 (weakest). Section V.B of S&P Global
Ratings' "Sovereign Rating Methodology," published on Dec. 23, 2014 , 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 S&P Global Ratings' 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

e CGeneral Criteria: Methodol ogy For Linking Long-Term And Short-Term Rati ngs
, April 7, 2017

e« Criteria - Governnents - Sovereigns: Sovereign Rating Mthodol ogy, Dec.
23, 2014

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

e CGeneral Criteria: Methodology: Criteria For Determining Transfer And
Convertibility Assessnments, May 18, 2009

Related Research

» Sovereign Ratings Hi story, June 7, 2017

e Sovereign Ri sk Indicators, April 10, 2017. An interactive version is
avail abl e at http://ww. spratings.conisri

e dobal Sovereign Rating Trends: First-Quarter 2017, April 10, 2017

e 2016 Annual Sovereign Default Study And Rating Transitions, April 3, 2017

In accordance with our relevant policies and procedures, the Rating Committee
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 Comrmittee by the primary anal yst had been
distributed in a tinmely manner and was sufficient for Conmttee nenbers to
make an informed decision

After the prinmary anal yst gave opening renmarks and expl ai ned the
recomendati on, the Comm ttee 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 the external assessnent had deteriorated. Al other
key rating factors were unchanged.

The chair ensured every voting nenber was given the opportunity to articul ate
hi s/ her opinion. The chair or designee reviewed the draft report to ensure
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consistency with the Committee decision. The views and the decision of the
rating commttee are sunmari zed in the above rationale and outl ook. The

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

Ratings List

Ratings Affirmed

I cel and (Republic of)
Sovereign Credit Rating
Forei gn and Local Currency Al Stable/ A1
Transfer & Convertibility Assessnent A

I cel and (Republic of)
Seni or Unsecur ed

Forei gn and Local Currency A
Short - Ter m Debt

Local Currency A1
Commer ci al Paper

Forei gn Currency A1

Additional Contact:
SovereignEurope; SovereignEurope@spglobal.com

Certain terms used in this report, particularly certain adjectives used to
express our view on rating relevant factors, have specific neani ngs ascribed
to themin our criteria, and should therefore be read in conjunction with such
criteria. Please see Ratings Criteria at ww. standardandpoors. com for further

i nformati on. Conplete ratings information is available to subscribers of

Rati ngsDi rect at www. gl obal creditportal.comand at spcapitalig.com All
ratings affected by this rating action can be found on the S& @ obal Ratings’
public website at www. st andardandpoors.com Use the Ratings search box | ocated
in the left colum. Alternatively, call one of the follow ng S& G obal

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) 783-4009.

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT JUNE 30, 2017 8

1877790 | 301739890



Copyright © 2017 by Standard & Poor’s Financial Services LLC. All rights reserved.

No content (including ratings, credit-related analyses and data, valuations, model, software or other application or output therefrom) or any part
thereof (Content) may be modified, reverse engineered, reproduced or distributed in any form by any means, or stored in a database or retrieval
system, without the prior written permission of Standard & Poor's Financial Services LLC or its affiliates (collectively, S&P). The Content shall not be
used for any unlawful or unauthorized purposes. S&P and any third-party providers, as well as their directors, officers, shareholders, employees or
agents (collectively S&P Parties) do not guarantee the accuracy, completeness, timeliness or availability of the Content. S&P Parties are not
responsible for any errors or omissions (negligent or otherwise), regardless of the cause, for the results obtained from the use of the Content, or for
the security or maintenance of any data input by the user. The Content is provided on an "as is" basis. S&P PARTIES DISCLAIM ANY AND ALL
EXPRESS OR IMPLIED WARRANTIES, INCLUDING, BUT NOT LIMITED TO, ANY WARRANTIES OF MERCHANTABILITY OR FITNESS FOR
A PARTICULAR PURPOSE OR USE, FREEDOM FROM BUGS, SOFTWARE ERRORS OR DEFECTS, THAT THE CONTENT'S FUNCTIONING
WILL BE UNINTERRUPTED, OR THAT THE CONTENT WILL OPERATE WITH ANY SOFTWARE OR HARDWARE CONFIGURATION. In no
event shall S&P Parties be liable to any party for any direct, indirect, incidental, exemplary, compensatory, punitive, special or consequential
damages, costs, expenses, legal fees, or losses (including, without limitation, lost income or lost profits and opportunity costs or losses caused by
negligence) in connection with any use of the Content even if advised of the possibility of such damages.

Credit-related and other analyses, including ratings, and statements in the Content are statements of opinion as of the date they are expressed and
not statements of fact. S&P's opinions, analyses, and rating acknowledgment decisions (described below) are not recommendations to purchase,
hold, or sell any securities or to make any investment decisions, and do not address the suitability of any security. S&P assumes no obligation to
update the Content following publication in any form or format. The Content should not be relied on and is not a substitute for the skill, judgment
and experience of the user, its management, employees, advisors and/or clients when making investment and other business decisions. S&P does
not act as a fiduciary or an investment advisor except where registered as such. While S&P has obtained information from sources it believes to be
reliable, S&P does not perform an audit and undertakes no duty of due diligence or independent verification of any information it receives.

To the extent that regulatory authorities allow a rating agency to acknowledge in one jurisdiction a rating issued in another jurisdiction for certain
regulatory purposes, S&P reserves the right to assign, withdraw, or suspend such acknowledgement at any time and in its sole discretion. S&P
Parties disclaim any duty whatsoever arising out of the assignment, withdrawal, or suspension of an acknowledgment as well as any liability for any
damage alleged to have been suffered on account thereof.

S&P keeps certain activities of its business units separate from each other in order to preserve the independence and objectivity of their respective
activities. As a result, certain business units of S&P may have information that is not available to other S&P business units. S&P has established
policies and procedures to maintain the confidentiality of certain nonpublic information received in connection with each analytical process.

S&P may receive compensation for its ratings and certain analyses, normally from issuers or underwriters of securities or from obligors. S&P
reserves the right to disseminate its opinions and analyses. S&P's public ratings and analyses are made available on its Web sites,
www.standardandpoors.com (free of charge), and www.ratingsdirect.com and www.globalcreditportal.com (subscription) and www.spcapitalig.com
(subscription) and may be distributed through other means, including via S&P publications and third-party redistributors. Additional information
about our ratings fees is available at www.standardandpoors.com/usratingsfees.

STANDARD & POOR'S, S&P and RATINGSDIRECT are registered trademarks of Standard & Poor's Financial Services LLC.

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT JUNE 30, 2017 9

1877790 | 301739890



	Research:
	Overview
	Rating Action
	Rationale
	Outlook
	Key Statistics
	Ratings Score Snapshot
	Related Criteria
	Related Research
	Ratings List


