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Research Update:

Landsbankinn Upgraded To 'BBB/A-2' On
Improved Operating Conditions In Iceland And
Stronger Capital; Outlook Positive

Overview

« The gradual I|iberalization of capital controls in lIceland is progressing
in a nmeasured manner

e The operating environnent is inproving for Icelandic banks, with falling
private-sector |everage and i nproved access to foreign debt capita
mar ket s.

* At the same time, |celandic bank Landsbanki nn's capital position has
i nproved materially, although we see uncertainty around future capita
| evel s, due to an expected | PO

* As a result, we are raising our long- and short-termratings on
Landsbanki nn to ' BBB/ A-2'.

» The positive outlook reflects positive trends in the Icel andic banking
sector, as well as our expectations that the risk-adjusted capital ratio
will remain above 15% over the next two years, despite extraordinary
di vidend paynents and share buy-back prograns.

Rating Action

On Cct. 25, 2016, S&P d obal Ratings raised its ratings on Iceland' s
Landsbankinn hf. to 'BBB/A-2' from'BBB-/A-3'. The outlook is positive.

Rationale

We upgraded Landsbankinn to reflect the bank's inproved capital position, as
wel | as our view of the inproving operating conditions for I|celand s banking
sector (see "Various Positive Rating Actions On Four |cel andic Banks On
Recedi ng Economic Ri sks and I nproved Access To Fundi ng," published Cct. 25,
2016, on RatingsDirect). W expect a trend of decreasing risks related to
domestic credit, as Icelandic househol ds del everage, such that debt |evels
will likely come in line with other wealthy European econoni es over the next
two years. In addition, we see the continued liberalization of capita
controls leading to further inprovenents in econonic resilience of Iceland's
economy and in the operating environnment for I|cel andic banks.

We also viewthe trend for industry risk in the Icelandic banking sector as
positive, based on denpbnstrated access to external funding, material

i mprovenents in banking regulation and supervision, and proactive nmeasures to
avoid a repeat of the excessive growh that preceded the boom of the 2000s and
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to manage how cross border flows affect the domestic econony. Landsbanki nn
benefits fromthe inproved access to external funding, as it can diversify its
fundi ng and refinance expensive bonds with new i ssues nmade on better ternmns.
This is denonstrated by several |arge foreign currency issues over the | ast
year, mainly used to prepay |egacy LBI bonds.

We have consequently revised up our anchor for banks operating in Iceland to
"bbb-'" from'bb+' . This anchor is our starting point for calculating bank
ratings.

We see positive inmpact on Landsbankinn's credit risk fromthe strong econonic
performance in Iceland and | ower private-sector debt |levels. The | oan | osses
and nonperform ng | oans have decreased considerably, with positive net |oan

| oss reversals since 2014, and nonperforming assets in relation to | oans cut
by hal f between Decenber 2014 and June 2016. | nproved econom c prospects have
led us to revise our assessnent of Landsbankinn's capital, resulting in a
pro-forma risk-adjusted capital (RAC) ratio of 18.6% as of June 30, 2016

(i ncluding our inproved assessment of |celandic economc risks).

We note that the bank is planning to pay out extraordinary dividends and

conpl ete a share buy-back programin 2016 and 2017 as parts of an initiative
to optimze capital. Despite the resulting equity reduction, we expect that
our assessnent of Landsbankinn's capital will remain very strong over the next
two years. W project a year-end 2017 RAC ratio of 16% 17% in our base case

i ncludi ng expectations that the bank will distribute al nbost 100% of net
earnings, as well as extraordi nary dividends and share buybacks, reducing the
bank's regul atory comon equity tier 1 ratio by 1-2 percentage points in

2016- 2017. However, we see uncertainty about its future capitalization, given
our anticipation that banks will look to optimze their capital bases owing to
the high | everage ratios versus international peers and efforts to have nore
attractive returns on equity for potential investors.

We expect that the governnment will decrease its ownership stake in
Landsbanki nn, currently 98.2% over time. There is currently a mandate for the
government to reduce its stake to 70% a level that could be reduced further
over the long term As such, we do not consider Landsbankinn to be a strategic
government-rel ated entity for Iceland. In our view, the IPOis likely to
require recalibration of current capital and | everage |evels for Landsbankinn
and | eads to uncertainty in our base-case capital projections. As such, we
apply a negative adjustnent to the rating, resulting in a counterparty credit
rati ng one notch |l ower than the 'bbb+ stand-alone credit profile.

Outlook

The positive outl ook on Landsbankinn reflects our view of continued

i mprovenent in the operating environnent for |celandic banks. It also nmirrors
our expectations that the RACratio will renmain above 15% over the next two
years, despite extraordi nary dividend paynments and share buy-back prograns.
However, we note that this scenario is only the base case and uncertainty
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around Landsbankinn's optinization of capitalization remains.

We could take a positive rating action if we see a further strengthening of
operating conditions for banks in Iceland. W could al so raise our rating on
Landsbanki nn if we becone nore certain about future capitalization, allow ng
us to renove the negative adjustnent notch. Despite continued positive trends
for the Icel andi c banking sector, we would not expect a two-notch upgrade over
the next two years, given the relatively concentrated and vol atil e nature of
the | cel andi c econony.

We could revise the outlook to stable if we saw signs of a weakening of the
strong econoni c devel opnment in Iceland or an increased risk of economic

i mbal ances in the econony. W could also revise the outl ook to stable if
Landsbanki nn's capital |evels declined nore than we expected.
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Certain ternms 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 www. 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. Alternatively, call one of the foll owi ng S& d 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) 783-40009.
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