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Landsbankinn hf.

Rating Score Snapshot

Global Scale Ratings
Issuer Credit Rating
BBB/Stable/A-2
Resolution Counterparty Rating
BBB+/--/A-2

Credit Highlights

Overview

Key strengths Key risks

Very strong capitalization and robust earning
capacity.

Geographic concentration reflecting the bank's domestic focus on Iceland's small, cyclical
economy.

Largest bank in a stable and profitable banking sector.Elevated risk of housing correction and its potential adverse consequences.

Our ratings on Landsbankinn balance the bank's established franchise, high capitalization, and robust profitability
against its concentration in Iceland's small economy alongside an elevated risk of a housing correction.
Landsbankinn's capital and earnings strength provides a buffer to absorb higher-than-anticipated credit losses. These
losses could materialize in the event of a housing correction, which we see as a prominent risk given lofty valuations,
rising interest rates, and the recent build-up in household debt.

Capitalization is set to fall but remain very strong. We project the risk-adjusted capital (RAC) ratio to be stable at
close to 16.5% over our two-year forecast horizon. This is a decline from 18.4% as of Dec. 31, 2021, resulting from two
factors: first, the distribution of excess capital built up during the pandemic; and second, the application of higher risk
weights on household and corporate exposures in the calculation of our RAC ratio, in view of higher economic risk
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from the housing market. Despite the decline, this is a level we continue to view as very strong and is an important
support for the rating.

The tourism-led economic recovery has improved corporate asset quality, alleviating downside pressure on the rating.
Landsbankinn's underperforming and impaired corporate exposures have almost halved from their pandemic peak.
This allowed the bank to release credit provisions amounting to 53 basis points (bps) of gross loans throughout 2021
without weakening coverage metrics. That said, asset quality risks have shifted, and we now see elevated risk in the
bank's exposure to the Icelandic housing market.

Landsbankinn's structural profitability is improving. The bank's margin should continue to increase with rising rates.
Alongside contained costs, this should lead to an improvement in the bank's structural earning capacity toward the
10% return-on-equity target. We view this as providing important headroom to offset the prospect of higher credit
losses from a housing downturn, should it materialize.

We now see the Icelandic resolution regime as sufficiently effective.This makes the Icelandic domestic systemically
important banks (D-SIBs), including Landsbankinn, eligible for additional loss-absorbing capacity (ALAC) rating uplift.
However, we do not expect the bank to build additional subordinated, gone-concern buffers sufficient to meaningfully
lower default risk on senior preferred debt, at least in the near term.
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Outlook

The stable outlook reflects our expectation that the RAC ratio will remain very strong, notwithstanding the
potential for distribution of excess capital as the economy emerges from the pandemic. In our base case, we
anticipate that profitability will continue to be robust in the next two years, if slightly below peers, as margins
rebound from pandemic-induced lows and credit losses revert to about 30 bps of gross loans. In addition, we
expect the bank to maintain its leading market position and continue to service most customers digitally, allowing
for cost containment notwithstanding high inflation. The stable outlook also reflects our view that Landsbankinn
should be able to absorb the effects of a moderate correction in the housing market, should it materialize.

Downside scenario:

The most likely downside scenario in the next two years is a rapid and severe disorderly correction in the housing
market. This could cause a self-reinforcing cycle of economic slowdown, pressure on household debt-servicing
capacity, and falling asset prices. This is likely to be consistent with bank credit losses significantly above the
long-term average amid deteriorating earning capacity. We could also lower the rating if we expect capitalization
to fall below the level we consider to be very strong. This could occur if the bank undertakes significant excess
shareholder distributions resulting in a sustainably lower RAC ratio.

Upside scenario:

The prospect of a higher rating in the next two years is remote but could materialize if housing market imbalances
and correction risk ease significantly, alongside still robust sector profitability and stability.

We could also raise the rating if the bank plans to build significant additional buffers of gone-concern
loss-absorbing capital, in the process meaningfully reducing default risk for senior preferred debt holders, in
addition to maintaining a very strong going-concern RAC ratio.

Key Metrics

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

2020a 2021a 2022f 2023f 2024f

Growth in operating revenue (%) (11.0) 9.0 (1.0) 11.0 4.0

Growth in customer loans (%) 12.0 8.0 6.0 5.0 5.0

Net interest income/average earning assets (NIM) (%) 2.7 2.5 2.7 2.8 2.8

Cost to income (%) 48.0 43.0 43-45 40-42 40-42

Return on equity (%)^ 4.2 10.7 6.0-8.0 6.0-8.0 7.0-9.0

Credit losses (bps of average customer loans) 99.0 (53.0) 20.0 30.0 30.0

Gross nonperforming assets/customer loans (%) 3.2 2.4 2.1 2.1 2.2
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Landsbankinn hf. Key Ratios and Forecasts* (cont.)
--Fiscal year ended Dec. 31--

2020a 2021a 2022f 2023f 2024f

Risk-adjusted capital ratio (%) 18.9 18.4 16.3-16.8 16.3-16.8 16.3-16.8

^ Return on average common equity. *All figures adjusted by S&P Global Ratings. a--Actual. f--Forecast. NIM--Net interest margin. Actual
risk-adjusted capital ratios are those under economic risk '4'. Forecast reflect economic risk '5'.

Anchor: 'bbb-' For A Bank Operating Primarily In Iceland

The trend for economic risk in Iceland, as it affects the domestic banking sector, is stable. Real economy recovery

continues to gather pace. We project 4.5% real GDP growth in 2022 after a similar rate of rebound in 2021. Risk to the

banks emanating from the tourism sector has significantly diminished, and we expect it will continue to fade. That said,

we see the ebullient housing market and high risk of correction projecting elevated risk on the banks. Nevertheless, the

banks' improving profitability provides a solid buffer against the prospect of capital erosion, and loan-to-value

restrictions first introduced in 2017 have bolstered the banks' resilience to a modest drawdown in prices. We expect

systemwide credit losses to remain 30 bps of gross loans, but this could rise well above our base case if house prices

were to unwind in a disorderly manner.

We view the trend for industry risk in the Icelandic banking sector as stable. Risk-adjusted earnings have been resilient

throughout the pandemic and we expect further improvement. Strengthening margins amid strong efficiency metrics

should improve sector-wide returns on equity toward 10% in the coming two years, a level we view as high in

international comparison. Our base case also considers that the market share and competitive pressure applied by the

pension funds will remain significantly diminished, although we expect that the banks can absorb a modest rise in their

re-entry into the mortgage market, should it occur. In 2022 and 2023, domestic systemically important banks' (D-SIBs')

annual foreign maturities are close to 5% of their funding base. We consider this well spread and manageable.

Business Position: The Largest Of The Three Incumbent Banks Dominating
Icelandic Banking

Landsbankinn has a significant and stable market position in Iceland's small but profitable banking sector.The largest
of the three D-SIBs that dominate Icelandic banking, Landsbankinn's market share of more than 25% in mortgages and
close to 40% in corporate lending is higher than, but not significantly different from, the other two D-SIBs: Islandsbanki
and Arion Bank. Iceland's banking sector is concentrated and profitable, which supports business stability for the
incumbents, as does the low risk of a material rekindling of price competition from the pension funds in the mortgage
market.

The bank has a diversified franchise and revenue base in a small market.Landsbankinn has a presence across several
business lines in Iceland including retail, corporate, and investment banking, as well as asset management. Net interest
income is close to 70% of revenue (see chart 1), mostly stemming from corporate and household loans and deposits,
which we expect to be a stable revenue source even as economic and market conditions vary. Diversified fee income,
less stable than most interest income, is likely to remain at 30% of revenue.
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Chart 1

Landsbankinn's digital offering is effective in servicing customers and helps to underpin the bank's efficiency.A strong
digital offering is necessary for Icelandic banks in given the high take-up of online banking among the population. At
close to 100%, uptake is among the highest in Europe. We consider that Landsbankinn's efficiency benefits as a result,
notwithstanding the bank's larger than peer branch presence, and reinforces the bank's capacity to reinvest in
improving products and processes. At close to 45%, consistent with D-SIB peers, the bank's cost-to-income ratio is
among the leaders in Europe.

We expect government ownership to continue over the next two years, although partial privatization is likely in the
medium term. The Icelandic government could gradually sell at least part of its 98% stake in the bank in the medium
term, but full privatization of peer bank Islandsbanki is a condition precedent. Despite being a state-owned lender, the
bank has no public policy role, and it prices on full commercial terms with return targets similar to the other D-SIBs.
Consequently, any privatization in the medium term is unlikely to spur change in the bank's strategy, or competitive
dynamics in the sector.
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Capital And Earnings: Very Strong Going-Concern Capitalization

We expect the RAC ratio to remain very strong, notwithstanding optimization and higher economic risk.We project
that the RAC ratio will settle close to 16.5% in the coming two years. This is a level we consider very strong, although
it is a decline from 18.4% as of Dec. 31, 2021 (see chart 2). This reflects two key factors with broadly equal effect: first,
special distributions in 2022 of excess capital built up during the pandemic; and second, the higher risk weights we
now apply to the bank's household and corporate credit exposures, reflecting the higher risk we see from the sharp
build-up in domestic housing imbalances.

Regulatory capital ratios will retain a buffer over minimum requirements.Landsbankinn comfortably meets regulatory
capital requirements (see chart 3). The bank targets a total regulatory capital ratio of above 22%. This is a buffer above
the total regulatory capital requirement of 18.9% as of Dec. 31, 2021. This will rise on reinstatement of the 2.0%
countercyclical capital buffer (CCyB), effective September 2022. Nevertheless, the bank is likely to optimize its
regulatory capital stack in the coming two years toward its common equity tier 1 (CET1) ratio target of closer to, but
above, 18.0%. This would reflect a decline from the bank's CET1 ratio of 23.1% as of June 30, 2022. We nevertheless
expect the RAC ratio to remain above our 15% threshold. The RAC ratio is lower than regulatory ratios mostly
because of our higher capital charges on mortgages and corporate exposures.

Chart 2
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Chart 3

Strong profitability provides a buffer to absorb higher credit losses.We expect Landsbankinn to make progress toward
its earnings metrics targets. Profitability is likely to remain marginally below other D-SIBs (see chart 4), if reasonably
strong when considered against most European bank peers. We project that the net interest margin will benefit from
rising interest rates, while costs should be contained as the bank continues to scale existing resources, notwithstanding
higher inflation. This provides Landsbankinn with headroom to absorb losses above the long-term average we expect
for Icelandic banks, which we believe is close to 85 bps of gross loans. While the bank booked a loss of close to
Icelandic krona (ISK) 5 billion on fair value financial assets in the first half of 2022, we also looked through the similarly
sized gains booked in 2021. Our view of profitability places more focus on long-term earning capacity. Our projections
for a return on equity of close to 7%-8% in the coming two years reflect this.
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Chart 4

Risk Position: Exposed To The Concentrated And Volatile Icelandic Economy

Landsbankinn has a strong domestic focus on Iceland's concentrated economy.Similar to the other two D-SIBs, close
to 95% of Landsbankinn's exposures are domestic. Iceland is heavily dependent on tourism, which directly and
indirectly contributes more than 20% to GDP. This introduces sensitivity to volatility in the real exchange rate, a shift
in travel preferences, or another external shock. As a bank with broad exposure across the economy, Landsbankinn is
also vulnerable to these shocks. This is a factor that is not fully captured in our RAC ratio, and we therefore reflect it in
our risk position assessment. While Landsbankinn has broad exposure across Icelandic households and corporates, we
generally view diversity across geographies or within more diverse jurisdictions to be a better risk mitigant.

Landsbankinn has little exposure to slowing global growth and the consequences of the Russia-Ukraine conflict.
Iceland's economy and banks have very limited direct trade or banking sector exposure to Russia or Ukraine. Risks to
the Icelandic economy, and therefore the banking sector, are limited, but mostly stem from lower economic activity
and higher inflation in European trading partners.

Tourism-led economic recovery improves corporate asset quality toward the pre-pandemic level.Improvements in the
performance of the bank's corporate exposures toward pre-pandemic levels is consistent with peers and has alleviated
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