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Issuer Credit Rating

BBB/Stable/A-2

Credit Highlights

Overview

Key strengths Key risks

Very high capital and leverage ratios. Relatively high exposure to tourism and commercial real estate (CRE).

Stable and solid domestic franchise, with larger market
shares.

Domestic economy limits opportunity to diversify risk.

Limited wholesale refinancing needs. Tough operating environment and strong competition weighs on profitability
prospects.

We expect the risk-adjusted capital (RAC) ratio to remain above 15% and on-going capital optimization.The RAC
ratio stood at 18.9% as of year-end 2020, and we expect it to decline to about 16.5% by 2023 on the back of
risk-weighted asset inflation and limited retained earnings as the bank optimizes its capital structure. The bank
proposed dividend payout of 43% for 2020, with additional payout likely, given constructive 2021 performance in
first-half 2021. We expect the bank to maintain a 50% payout ratio in the future and issue additional Tier 1 instruments
when markets allow. Earnings will be supported by a combination of increasing cost efficiency gains, and strong
lending growth and asset management and corporate finance activity as the economic recovery takes hold.

Landsbankinn's asset quality indicators are likely to remain vulnerable over the next 18-24 months as fiscal and
monetary support is withdrawn, and international tourism displays an uneven recovery.The bank lacks geographic
diversification and has meaningful exposure to volatile sectors, such as real estate and construction (16%) and tourism
(7%), which are more stressed in the current economic environment. Unlike other domestic peers, Landsbankinn has
not reclassified the exposure to tourism in the watchlist category (Stage 2). However, the bank took significant general
provisions of Icelandic krona (ISK) 1.6 billion in second-quarter 2021 to build reserves for loans to the travel sector.
The bank's ratio of nonperforming loans (NPL) stood at 3% as of June 2021 and we expect it to be within 3%-4% in the
next few years with coverage of about 50%-55%, which we consider to be relatively low, albeit partially compensated
by the sizable collateralization levels.
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Landsbankinn maintains a solid business position in Iceland but remains closely comparable with the other two
domestic commercial banks, Arion and Islandsbanki.Landsbankinn's business position reflects the bank's solid
domestic franchise across most business lines in Iceland and advanced digital offering. Landsbankinn has a strong
market share of about one-third of the Icelandic banking market and maintains a comparable market position in most
business lines.

Outlook: Stable

The stable outlook indicates that although we expect a gradual economic recovery in Iceland over the next two
years to be reflected in Landsbankinn's performance, residual risks from the pandemic and fiscal and monetary
policy normalization remain. The recovery in international tourism remains vulnerable to set-backs that could
impair the bank's profitability, causing return on equity (ROE) to remain around 7%-9% over the next two years.
Furthermore, despite a constructive performance in first-half 2021, asset quality may yet deteriorate further, such
that Landsbankinn's nonperforming assets (NPA) ratio is likely to rise to around 4%, from 3% as of June 2021.

We acknowledge that Landsbankinn has a higher market share and slightly better efficiency than domestic peers.
During the next two years, we anticipate that its RAC ratio will remain above 15%, supported by moderate loan
growth and resilient earnings. We also factor in our base case that the bank will improve its local currency liquidity
metrics as planned, in line with its peers.

Downside scenario
We could lower the ratings on Landsbankinn if the economic environment in Iceland becomes even more difficult,
causing profitability prospects for banks to weaken for a prolonged period, alongside declining capitalization, with
RAC ratio falling below 15%, and worsening asset quality.

Upside scenario
We could raise our ratings on Landsbankinn if it proves able to significantly strengthen the performance of its
returns, efficiency, and risk profile above domestic peers, with no further widening of the gap it has with foreign
peers.

Key Metrics

Landsbankinn hf. -- Key Ratios And Forecasts
--Fiscal year ended Dec. 31 --

(%) 2019a 2020a 2021f 2022f 2023f

Growth in operating revenue 12.7 (10.7) (0.2)-(0.2) 8.5-10.4 5.8-7.1

Growth in customer loans 6.8 12.4 4.5-5.5 4.5-5.5 4.5-5.5

Growth in total assets 7.6 9.7 4.4-5.3 4.1-5.0 4.1-5.0

Net interest income/average earning assets (NIM) 3.1 2.7 2.5-2.7 2.5-2.8 2.6-2.8

Cost to income ratio 41.8 47.5 47.1-49.5 43.5-45.7 41.3-43.4

Return on average common equity 7.5 4.2 4.9-5.5 6.1-6.7 6.6-7.3

Return on assets 1.3 0.7 0.8-0.9 0.9-1.1 1.0-1.2

New loan loss provisions/average customer loans 0.4 1.0 0.4-0.4 0.3-0.3 0.3-0.3

Gross nonperforming assets/customer loans 3.1 3.2 3.5-3.8 3.5-3.9 3.5-3.8
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Landsbankinn hf. -- Key Ratios And Forecasts (cont.)
--Fiscal year ended Dec. 31 --

(%) 2019a 2020a 2021f 2022f 2023f

Net charge-offs/average customer loans 0.3 0.2 0.2-0.2 0.2-0.2 0.2-0.2

Risk-adjusted capital ratio 17.6 18.9 17.2-18.1 17.0-17.9 16.9-17.7

All figures are S&P Global Ratings-adjusted. a--Actual. e--Estimate. f--Forecast.

Anchor:'bbb-' For Banks Operating Primarily In Iceland

We use our Banking Industry Country Risk Assessment (BICRA) economic risk and industry risk scores to determine a

bank's anchor, the starting point in assigning an issuer credit rating. The anchor for a commercial bank operating only

in Iceland is 'bbb-', based on an economic risk score of '4' and an industry risk score of '6'.

Our view of the economic risk trend that Icelandic banks face is negative. Banks faced a sharp economic recession in

2020, with GDP declining by 6.6% in real terms. Although we expect the economy will continue to recover from the

pandemic through 2021, enabling GDP to recover by around 3%, and almost 5% in 2022. We do not expect tourism

figures will reach pre-pandemic levels before 2023. The pace of economic recovery will determine the extent to which

Icelandic banks face deteriorating asset quality, increased credit losses, reduced business and revenue generation, and

potentially capital erosion. Banks' structural exposures to local small and midsize enterprises (SMEs), including

tourism, which we view as a more vulnerable sectors in the current context, and CRE and construction (about 20% of

the loan book) increase the risks.

We observe a stable trend for industry risk in the Icelandic banking sector. Although we expect banks' lending will

remain based on sound commercial practices, overall profitability will stabilize at moderate levels (projected at about

7%-9% ROE) in the absence of the substantial one-off items reported over the past few years and in light of economic

recession challenges.

Banks' wholesale funding needs in the next two years are sizable but manageable, with no pressure on liquidity owing

to strong customer deposit inflows, additional central bank liquidity facilities, and dividend payment cancellations.

On Oct. 27, 2020, The Financial Action task Force (FATF) removed Iceland from its "gray list" of monitored

jurisdictions. This is in line with our expectations and reflects the improvements made in multiple areas to strengthen

its anti-money laundering and financial crime framework.

Business Position: Largest Universal Bank In Iceland

Our view of Landsbankinn's business position reflects its leading market share in primary business lines such as

corporate and retail banking, asset management, and corporate finance. Landsbankinn has traditionally been the

leading corporate bank in Iceland, and it has gradually gained a dominant role in the domestic retail mortgage space,

too, mainly by taking shares from the state-owned Housing Financing Fund. As such, we calculate that Landsbankinn

has reached a share of about 27% of the Icelandic mortgage market, the highest in the country. This has translated into
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a steady increase in operating revenue year on year in comparison with peers (see chart 1).

Chart 1

The bank has diverse revenue from retail banking, including consumer finance, midsize and large corporate activities,

wealth management, and trading activities. However, the small domestic economy limits diversification prospects, in

our view, which translates in a high dependency on net interest income over operating revenue versus international

peers (see chart 2).

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT OCTOBER 18, 2021   6

Landsbankinn hf.



Chart 2

Although Landsbankinn's leading market position has translated in stronger profitability compared with domestic

peers, the management targets of ROE above 10% and cost to income below 45% will be challenging to consistently

achieve in the medium term. Relative to peers, Landsbankinn has experienced a reversal in its ROE trend, as seen in

chart 3.
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Chart 3

In our view, the bank is well prepared to weather technological disruption in the banking sector. Although the bank

operates the largest network in the country by number of branches and employees, it continues focusing on its digital

key performance indicators. These include digital client onboarding, savings product, and loan offerings. In our view,

Landsbankinn is creating an advanced digitalized bank and is well placed to reap the benefits of open banking,

although Europe's regulation for electronic payment services, Payment Services Directive 2 (PSD2), has been

implemented into Icelandic Law and will come into effect on Nov. 1, 2021.

The bank has no public policy role and the government is not involved in its management or strategy, despite the

98.2% ownership by the Icelandic government. The government plans to reduce its stake in the bank to 34%-40% over

time, although no official timeline has been disclosed, we do not expect any material divestments over our two-year

outlook horizon. We think the government will withdraw its ownership from Landsbankinn in stages, and we assume

that the government does not intend to hold a majority stake in the bank over the longer term.
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Chart 4
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Chart 5

Capital And Earnings: High Capital Ratio Is A Supportive Factor In Challenging
Times

We view Landsbankinn's capital level as a positive rating factor. The RAC ratio improved to 18.9% as of year-end

2020,the highest amongst its peers (see chart 6), from 17.6% as of year-end 2019, due to restrictions on dividend

payout in light of economic uncertainty in 2020. We expect the RAC ratio to decline to about 16.5% by 2023, on the

back of an increasing loan book and normalization of dividend payouts along with special dividends or share buybacks

as the bank optimizes its capital structure. Although there is great uncertainty regarding credit loss levels for the

coming two years, we expect the cost of risk to average about 30-35 basis points(bps) in 2021-2023, from 99bps at

year-end 2020.
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Chart 6

We base our capital forecasts on the state's ownership of the bank and regulatory capital requirements. Specifically, we

expect the government will remain Landsbankinn's majority shareholder and keep a cautious stance on capital.

Moreover, the regulatory capital requirements in Iceland remain high relative to those in other European countries,

mostly due to the concentrated and volatile nature of the Icelandic economy. We note that Landsbankinn's 25.1% total

capital ratio as of June 30, 2021 (common equity Tier 1 ratio of 23.3%) remains well above the requirement of 18.9%.

Furthermore, the bank has an outstanding leverage ratio of about 14.4% as of June 30, 2021, compared with its 6%-7%

at its European peers.

Specifically, we still expect Landsbankinn to issue capital instruments in the coming years to optimize its capital base.

Landsbankinn has historically issued Tier 2 subordinated bonds and we expect it to tap the market for an additional

Tier 1 instrument, in the next two years, the market permitting.

We expect Landsbankinn's profitability will gradually improve over the two-year forecast horizon, with ROE of about

7%-9% over the next two years. The central bank raised its policy rate by 0.25% to 1.5% in October 2021. This may

help offset prior loan margin compression and declining net interest income in 2020 that resulted from declining

volume growth and intense competition. We expect the key sensitivity in the bottom line will be from loan

impairments. Landsbankinn reported a net income of ISK14.1 billion in the first half of 2021, compared with a loss of

ISK3.3 billion in first half of 2020, due to loan impairment reversal of ISK2.8 billion versus a charge of ISK13.4 billion in

first-half 2020. We note positively the relatively strong efficiency ratio of 43.7% in first-half 2021, and we expect the

bank to maintain a flat cost base, which will partly offset the pressure on revenue.
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Landsbankinn's earnings buffer, which measures the capacity for a bank's earnings to cover normalized losses, was

recorded at 137bps at year-end 2020. We expect this to improve to 140-160bps in the coming two years as a result of

gradually recovering performance outlook.

Chart 7

Risk Position: Concentration Risks Remain And Could Escalate Asset Quality
Deterioration

Our view of Landsbankinn's risk position mainly reflects its geographic concentration in a relatively volatile economy.

This is a weakness compared with international peer banks of similar economic risk and anchor and is not fully

captured by our standardized capital calculation.

In line with other Icelandic banks, Landsbankinn's NPL ratio has remained relatively stable through the recent crises

and stood at 3% as of June 30, 2021, supported by the various government COVID-19 relief measure in place (see

chart 8). As these measures phase out, we expect the NPL ratio to remain within 3%-4% in the next few years with

coverage of about 55%. Specifically, we consider the total NPL coverage ratio to be relatively low, albeit partially

compensated by the sizable collateralization levels.
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Chart 8

Given Landsbankinn's large market shares in retail and SME lending, we think the bank's risk profile remains highly

correlated to the domestic economy. Landsbankinn's loan book is primarily focused on retail loans (50% of total loans,

of which 42% mortgages), real estate and construction (16%), and fishing/seafood (14%). Exposure to tourism

accounts for about 7% of total loans. This includes hotels, transportation, and other services. Tourism is prone to

volatility and is especially vulnerable at this time amid global travel restrictions. The sector has experienced strong

wage inflation and investments in recent years, with little consolidation. Hence, the pre-COVID-19 vulnerability

triggers asset quality concerns. Unlike other domestic peers, Landsbankinn has not reclassified its exposure to tourism

into the watchlist category (Stage 2). However, it has taken large general provisions of ISK1.6 billion in second-quarter

2021 to build up reserves for loans to the travel sector. Like peers, Landsbankinn has experienced a substantial

increase in credit losses over the pandemic.
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