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Al t hough we believe that the Icelandic banking market has stabilized, we

m ght not see a further inprovenent in the conpetitive and fundi ng

| andscape over the next few years. W have therefore revised our banking

industry risk trend in Iceland to stable from positive.

* In our view, the role of pension funds in |lending continues to distort
| cel andi ¢ banks' conpetitive environnent in terns of business generation
and nargins.

* Wiile new external funding is gradually diversifying resources for the
banks, we expect the donestic whol esale funding market to remain snal
and concentrated conpared to that of international peers.

e Overall, economic risks in Iceland remain stable as the econony continues
to grow and signs of overheating are receding.

* However, credit risk may increase, due to banks' relatively sizable
exposure to the real estate and tourismsectors and to consuner price
i ndex-1inked nortgage | oans, conbined with fierce donestic conpetition
from bank and non-bank institutions.

W are affirnming all our ratings on Arion Bank, |slandsbanki hf,

Landsbanki nn hf., and Housi ng Fi nanci ng Fund (HFF), and revising the

outl ook on HFF to stable from positive. The outl ooks on Arion Bank,

I sl andsbanki, and Landsbanki nn remain stable.
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MADRI D (S&P d obal Ratings) July 17, 2018--S&P d obal Ratings said today that

it affirnmed its long-termand short-termissuer credit ratings on

| cel and- based Arion Bank, |slandsbanki hf, Landsbankinn hf., and Housing

Fi nanci ng Fund | budal anasj odur (HFF). At the sane tinme, we revised the outl ook
on HFF to stable from positive. The outl ooks on Arion Bank, |slandsbanki, and

Landsbanki nn remai n stabl e.

The rating actions take into account our view that econonic growh in Iceland
continues to support the banking sector, resulting in business growh and | ow
default rates. This is bal anced by our expectation of nore chall enging
conpetitive and fundi ng dynam cs.

We now see the trend for industry risk in Iceland as stable, rather than
positive, over our 24-nonth horizon. As Icelandic banks have recently regai ned
full access to foreign debt capital markets and seek to diversify their
funding mix, they are increasing their reliance on external funding. At the
same time, we expect banks' high share of stable equity to decline in the

com ng years. This trend, coupled with a relatively | ow core custoner deposits
base of about 35% on systemwi de | oans, increasingly exposes banks to whol esal e
market volatility, both at home and abroad. W calculate that the net externa
debt of the banking sector, as a percentage of donmestic |oans, increased to
around 9% in 2017 from-2%in 2015. W consider that the donestic debt market
inlceland is relatively snall and concentrated by product and type of

i nvestor, given the dom nant presence of |ocal pension funds.

We believe that risks could arise fromgrowmh in the I ending activities of the
pension funds. In our view, pension funds' grow ng presence is distorting the
conpetitive | andscape for nortgages, as pension funds are putting pressure on
pricing, and arguably banks' |ending underwiting, in the mediumto-long term
Pensi on funds enjoy a | ower regul atory burden than banks and al ready represent
about half of newy granted nortgage | oans, or about 18% of the stock conpared
to 10% two years ago. Over the next two years, we expect that the regulators
wi || address the negative effect of this distortion on |ocal banks nore
actively.

On the other hand, we al so consider that regul ators have nanaged well the
recent lifting of capital controls; the restructuring of |egacy banks; and the
i mpl ement ati on of nmeasures to reduce econonic volatility (that is, through
hi gh capital requirenents and strict funding and liquidity requirements) and
risky residential nortgages (for exanple, through a | oan-to-value cap of 85%.

The trend for economic risk in Iceland remains stable. This reflects our
expectation that house prices will continue to grow, but at a nore tenpered
pace than in 2017. W expect the growth rate to slow to about 7% on average in
2018-2019, froma double-digit level in the past two years, because
construction is gradually catching up with demand

However, we consider that the banking sector is facing structurally higher
credit risks than peer countries. Specifically, a large share of loans is
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linked to the consuner price index. Although this is a |ongstanding feature of
the lcelandic nmarket, in our view, it poses risks for the banking sector if
not properly managed in the nediumto-long term given that it could inflate
borrowers' principal debt. This is another area where we expect all narket
participants to step up their preparations for potentially nore negative or
vol atil e markets.

Moreover, comercial real estate prices--and banks' exposure to this
segnent - - have been increasing relative to fundamental drivers such as building
costs and corporate earnings, toward |levels before the financial crisis.
Simlarly, tourismrelated activities now represent an inportant part of the
donesti c econony, and with around 10% of banks' |oan books directly exposed,
the sensitivity of their bal ance sheets to this inherently cyclical sector has
al so increased. W believe that banks' indirect exposure to tourismis

mar kedl y hi gher, representing an exceptional risk in potential future
downt ur ns.

We consider that the three conmercial banks--Arion Bank, |slandsbanki, and
Landsbanki nn--now have simlar liquidity profiles, with a liquidity buffer
falling fromhigh levels as they extend their funding and optimze their
capital. Although this does not result in a rating change, we now consi der
that the liquidity of Landsbankinn and Islandsbanki is adequate, rather than
strong, as we no |longer consider themoutliers conpared to our overall narket
assessnent.

The revision of our outlook on HFF to stable from positive reflects our view
that HFF' s new public policy role is unlikely to |lead to stronger and nore
stabl e earnings. W have published an individual research update on HFF to
provide nore details regarding the rational e behind our rating action

QUTLOCKS

ARl ON BANK

Qur stable outl ook on Arion Bank bal ances our view of the bank's sustained
capital generation and progress in reducing its equity position. W believe
that the bank will materially reduce its capital over the next two-to-three
years as it recalibrates its capital base, but that it is unlikely to reduce
its risk-adjusted capital (RAC) ratio bel ow 15%

We could lower the rating if capital reduced beyond our expectations (that is,
an RAC ratio below 15% . This could also be the case if we saw signs of a
material deterioration of asset quality as a result of nore aggressive
underwriting or econonm c headwi nds in |Iceland. Such a devel opment coul d result
in us no longer view ng the conbined capital and risk assessnent as a relative
strength for the rating.

We consider a positive rating action unlikely, as we expect the bank's

regi onal and sector concentration to remai n unchanged, while its funding and
liquidity profile normalizes after the lifting of capital controls. W also
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reflect this in our overall banking narket assessnent, which includes the
rather small and concentrated nature of the narket.

I SLANDSBANK
The stabl e outl ook on Islandsbanki reflects our expectation that the bank's
RAC ratio will remain sustainably above 15% even while the bank prepares for

an eventual sale or I PO over the next two years, and it optimizes its capital
base by payi ng extraordinary dividends and issuing capital instrunents. W
expect the bank's asset quality to inprove only marginally from current
levels, remaining in line with that of donestic peers. The stable outl ook
further bal ances our view of the still-supportive econom ¢ devel opnent in
Iceland with the relatively concentrated and vol atil e nature of the econony
and increasing credit risks.

We could take a negative rating action if Islandsbanki's RAC rati o declined
nore than we expected, or if its loan asset quality deteriorated naterially,
requiring significant and unexpected additional provisioning. This could

foll ow a quicker sale than we expect to owners we view as nore aggressive. |In
addition, we could lower our rating if we saw signs of the economnm c and
banki ng i ndustry environnment in |celand weakeni ng.

We consider a positive rating action unlikely, as we expect the bank's

regi onal and sector concentration to renmain unchanged, while its fundi ng and
liquidity profile normalizes after the Iifting of capital controls. W al so
reflect this in our overall banking narket assessnent, which includes the
rather small and concentrated nature of the narket.

LANDSBANKI NN

Qur stable outlook on Landsbankinn reflects our expectations that the bank's
RAC ratio will remain above 15% over the next two years, despite high dividend
paynments and share-buyback prograns. W view the bank's asset quality as in
line with the risks in the Icelandic market and with that of domestic peers.
The stable outlook further bal ances our view of strong economnic devel opment in
| cel and against the relatively concentrated and volatile nature of the

| cel andi ¢ econony and i ncreasi ng econoni c i nbal ances.

We could lower the rating if Landsbankinn's RAC rati o declined nore than we
expected, or if its |loan asset quality deteriorated materially, requiring
significant and unexpected additional provisioning. This could follow a

qui cker sale than we expect to owners we view as nore aggressive.

We consider a positive rating action unlikely, as we expect the bank's

regi onal and sector concentration to renmain unchanged, while its funding and
liquidity profile normalizes after the lifting of capital controls. W also
reflect this in our overall banking narket assessnent, which includes the
rather small and concentrated nature of the narket.

HFF
The stable outlook reflects our expectations that HFF's profitability wll

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT JULY 17,2018 4



Four Icelandic Banks Affirmed On Supportive Economic Growth, But Weakening Operating Landscape; Outlooks
Stable

decline in the next 12 nonths, and that the benefits stemmng fromHFF s newy
assigned public policy role will take time to naterialize. At the sane tine,

we consider that HFF will maintain adequate capital |evels over our two-year
outl ook horizon. Despite the inherent volatility of HFF' s bal ance sheet, we
expect that the RACratio will remain around 8.5%9.0%in the next 12 nonths.

We anticipate that Iceland' s econonic and operating environments will
stabilize, and, in turn, support contained new credit |osses and | ow
nonperform ng | oans, as HFF continues to work out | egacy assets and new
lending is limted.

We could raise the ratings if we expected that HFF' s new public role would
result in stronger and nore stable earnings, nost |ikely based on significant
and predictable fee income. This assessnent could follow nore conm tnent and
clarity fromthe |cel andic government on the future role of HFF, including the
scal e and scope of its different functions, business nbdel, and conpensation
structure.

We could also raise our ratings if HFF strengthens its RACratio to
sust ai nabl y above 10% while our view of its risk profile does not
deteriorate.

We could |lower the ratings if we saw signs of economic trends in Iceland

wor seni ng. Specifically, we could take a negative rating action if we thought
that increasing inbalances in the econony would | ead to weaker asset quality
or higher market risks.

We coul d downgrade HFF if we concluded that the effects of a potential default
of HFF for the Icelandic governnent and the capital markets had di m ni shed,

t hereby reduci ng the governnent's incentive to provide tinmely extraordinary
support to HFF.
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Arion Bank
Counterparty Credit Rating BBB+/ St abl e/ A- 2
Seni or Unsecur ed BBB+

I sl andsbanki hf

Counterparty Credit Rating BBB+/ St abl e/ A- 2
Seni or Unsecur ed BBB+
Subor di nat ed BBB-

Landsbanki nn hf.
Counterparty Credit Rating BBB+/ St abl e/ A-2
Seni or Unsecur ed BBB+

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. st andardandpoors.com for further
information. Conplete ratings information is avail able to subscribers of

Rati ngsDi rect at www. capitalig.com Al ratings affected by this rating action
can be found on S&P d obal Ratings' public website at

www. st andar dandpoors. com Use the Ratings search box located in the |eft
colum. Alternatively, call one of the follow ng S& d obal Ratings nunbers:
Client Support Europe (44) 20-7176-7176; London Press Ofice (44)

20-7176-3605; Paris (33) 1-4420-6708; Frankfurt (49) 69-33-999-225; Stockhol m
(46) 8-440-5914; or Mscow 7 (495) 783-4009.

Stable
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