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Research Update:

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

Overview

« W expect the currently overheated |cel andic econony to gradually coo
down over the next few years. The current account bal ance will weaken as
touri smsector growth noderates anmd the Icelandic krona's rapid
appreci ation.

* At the sane tine, we forecast continued strong fiscal performance with
net general government debt stabilizing at 30% of CGDP over the next four
years.

e« W are affirnmng our "A/A-1'" ratings on I|cel and.

e The outl ook is stable.

Rating Action

On June 8, 2018, S&P d obal Ratings affirnmed its Iong- and short-term foreign
and | ocal currency sovereign credit ratings on the Republic of Iceland at
"AA-1'. The outl ook is stable.

Outlook

The stabl e outl ook bal ances the risks stemming fromthe donestic econony
over heating against the potential for nore rapid inprovenments in the
government and external bal ance sheets over the next few years.

We could raise the ratings on Iceland if its external and fiscal perfornance
were to significantly exceed our current expectations, inproving its public
and external bal ance sheet well beyond what we currently anticipate.

We could |l ower the ratings on Iceland if econom c overheating were place at
risk its long-termgrowh prospects, bal ance of paynents performance, or
financial stability.

Rationale

The ratings on Iceland reflect the country's strong institutional franework
and general policymaki ng effectiveness, conparatively |ow net general
government debt at 30% of GDP, and high per capita income |levels. The ratings
are constrained by Iceland' s vulnerability to external devel opnments as well as
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typically high volatility throughout the econom c cycle. The ratings are also
constrained by risks stemming fromthe donmestic econony overheati ng.

Institutional and Economic Profile: The overheating of the domestic economy poses risks, but so far

we project a soft landing

e GDP growth will noderate to 2% 3% in 2018-2021, cooling off froma brisk
expansi on.

e« Signs of overheating are showing in the donestic econony and coul d pose
risks.

e Still, with GDP per capita of over US$70,000, Iceland' s incone |levels are
anong the highest globally, while the econony also benefits from high
educati on standards and favorabl e denographi cs.

The econony of |celand expanded by 3.6%in real ternms in 2017, which is a

not abl e sl omdown conpared to 7.5% real GDP growth in 2016. W project growth
will further noderate to 2.8%in 2018. This will be partly driven by a

sl owdown in the pace of tourism sector expansion but also by the conpletion of
sone investnent projects, for instance in the netals sector. This should help
cool the recent economnic overheating, which has been particularly evident in
recent exchange rate, |abor, and housing market trends.

That said, we continue to see nultiple risks.

Several rounds of wage negotiations are conming up in 2018 and early 2019.

Icel and has a history of wage increases notably exceedi ng productivity growth
and inflation. Gven the recent strong econoni c perfornance, we believe
certain | abor market groups could demand substantial wage hikes, which may
have country-wi de inplications if other groups follow on. In our view, this
poses risks to the conpetitiveness of the donestic econony.

Conpetitiveness risks are also stemming fromthe strengthening of the

I cel andi ¢ krona exchange rate, which has appreciated by over 20%in rea
effective terns (CPl-based) over the last three years. The tourism sector
under pi nned much of Iceland s recent econom c expansi on, posting double-digit
growmh rates in 2012-2016. It has also contributed significantly to the
strengt heni ng of Iceland s bal ance of paynents position, ultimately
facilitating the resolution of the old overhang and the renoval of capita
controls in March 2017. However, the rapid expansion has al so been a key
factor behind the aforenmentioned strengthening of the exchange rate. Toget her
wi th wage hikes, this presents conpetitiveness challenges for the donestic
economy. This is particularly the case for sectors with predom nantly
krona-denom nated costs, such as IT, and in the | ong-run could underni ne

I cel and' s diversification prospects. Positively, these risks are somewhat
mtigated by the country's flexible | abor nmarkets: |abor inportation has

pi cked up substantially in recent years, which at |east partially alleviates
the inmpact of rising donmestic costs.

During the first few nmonths of 2018, there have been signs of tourist inflows
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noderating. This likely stens fromlceland beconing an increasingly expensive
destination as well as indicating capacity constraints. In our view, the
noderation of inflows could actually prove positive for the broader econony as
it reduces the overheating risks. W assune that tourist inflows will
denonstrate a flat dynamic or only a slow growh over the next three years. As
a result, we expect the exchange rate to weaken by 13%through 2021

However, if tourisminflows were to abruptly decrease rather than flatten out,
this could expose nultiple vulnerabilities. Specifically, we believe that the
housi ng mar ket coul d weaken wi th knock-on effects on household and banks

bal ance sheets.

More broadly, we note that Iceland' s econony remains snall in absolute terms
with GDP of US$24 billion in 2017. It is structurally volatile and ultimately
dependent on the econom c performance of main trading partners and

devel opnents in terns of trade, which have been particularly favorable over
the last few years. Even so, at US$71,000 in 2017, Iceland's GDP per capita is
anong the highest globally, which we view as a key strength. This is because
hi gh income levels indirectly indicate potentially higher resilience to

wi t hst and econom ¢ shocks, as well as a broader base that could theoretically
be taxed.

We believe the country also benefits fromhigh | evels of education, favorable
denogr aphi cs, and the presence of natural resources, such as very conpetitive
hydro and therno energy production. These bode well for |onger-term prospects.

Importantly, we view Iceland' s institutional arrangenments as another rating
strength. There are broadly functioni ng checks and bal ances between vari ous
state bodi es and consensus on key issues, such as the need to maintain a
conparatively prudent fiscal position. Iceland' s coalition government

foll owi ng the Cctober 2017 snap el ections conprises three parties spanning the
left and right of the political spectrum The coalition comrmands a narrow
majority in parlianent and, as such, we believe it could be nore chall enging
to agree on sone specific policy items. However, we do not expect a major
shift in policy direction conpared to recent years.

Flexibility and Performance Profile: Current account is set to weaken but fiscal and external buffers
remain

« W forecast the current account to swing into deficit by 2020.

e Spendi ng pressures renmain but we project only nodest fiscal deficits from
2019.

e Mnetary policy flexibility has inproved following the earlier lifting of
capital controls but remains structurally constrained by the econony's
size and significant dependence on forei gn devel opnents.

We project Iceland s current account bal ance to stand at 1.3%in 2018 and
swing to a slight deficit by 2020. This is nainly driven by our projection of
tourismreceipts leveling off and strong consunption pulling in inports.
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Strong growth in the tourismsector has underpinned a substantial inprovenent
in lceland' s external position in recent years. W estinmate that the econony
is currently in a small net external asset position. Wile recent years
external perfornance has built up buffers against the reenergence of externa
financi ng pressures, a sudden stop of tourismrevenues could pose a
significant threat to Iceland' s bal ance of paynents. W expect the Central
Bank of Iceland' s (CBI) interventions and hence foreign exchange reserve
growth to be rather limted, but we anticipate a pick-up in foreign investnent
by the Icelandic pension funds. They have had limted opportunities previously
havi ng spent years operating within the confines of capital controls. Overall,
we forecast our preferred neasure of net external indebtedness relative to
current account receipts rising to around 53% by 2021

On the back of the economic recovery, Iceland' s fiscal performance has al so

i nproved, reaching a 1.5% general government surplus in 2017. W project
nodest deficits from 2019 onward. This is based on the government's fisca
agenda, which includes infrastructure and health care investnments, increased
spendi ng on social services, and sone | oosening of tax policy with only
l[imted revenue-raising nmeasures. W believe further spending pressures could
energe, including for political reasons, given the only narrow majority
conmanded by the current adm nistration. Conbined with our nore conservative
growm h projections, this underpins our fiscal deficit forecasts from 2019
whi |l e the governnent currently projects the general governnent sector to post
recurrent surpluses in the mediumterm as outlined in a recent fiscal policy
statement. G ven our deficit projections, we forecast net general governnment
debt to stabilize at close to 30% of GDP

There is potential, however, for the pace of debt reduction to be faster than
we presently anticipate. This could happen, for exanple, if the authorities go
ahead with the sale of commercial banks and use the proceeds to pay down debt
(whi ch we have not factored into our base-case scenario). It could al so happen
if the fiscal policy is tightened nore in an attenpt to cool off the economc
boom but that so far seems difficult given the conposition of the governing
coalition.

We still see some risks fromcontingent fiscal liabilities--particularly from
the high stock of governnent guarantees to public-sector entities, such as the
Housi ng Fi nanci ng Fund or energy conpany Landsvirkjun--which we currently
assess as noderate.

In our view, Iceland' s nmonetary flexibility has inproved follow ng the March
2017 lifting of capital controls and given the adherence to a broadly flexible
exchange rate arrangenent since then. W also believe that the accunul ati on of
substantial extra net foreign exchange reserves has underpinned the CBl's

i mproved ability to act as a | ender of last resort for the donmestic banking
system both in foreign and | ocal currencies. Neverthel ess, policy

ef fectiveness remains limted by the structural features of the Icelandic
econorny, including its small size and the inflation | evel's pronounced
dependence on the value of the exchange rate and foreign prices.
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We also note that Iceland' s real effective exchange rate (REER) tends to be
particularly volatile over the econom c cycle, and subject to |arge valuation
swi ngs that have historically exacerbated the cyclicality already inherent in
I cel and' s economny. According to CBI data, the consuner price index-based REER
has appreciated steeply in recent years (by 30% since end-2014) and now hovers
at the level of the pre-2008 peak. The REER cal cul ated on the basis of unit

| abor cost has appreciated by an even | arger 40% over the sane peri od.
Inflation has only recently, in first-quarter 2018, reached the central bank's
2.5%target after three years of hovering slightly below 2.0% W expect
inflation to slightly accelerate to 3.0%in 2018-2019 before noderating again
to 2.5%thereafter.

The I cel andi c banks renmain well-capitalized and |iquid. Donestic credit has

pi cked up lately, and we expect it to grow roughly in line with nom nal GDP
over the next three years. This is a notable turnaround as domestic credit
grow h has been negative until 2015. Inportantly, substantial house price

hi kes, particularly in the capital area, have therefore not been fueled by the
financial systemfunding to the donestic econonmy. In fact, private sector

| everage has been on a steady declining trend as a percentage of GDP since
2008 and has only recently shown signs of picking up

In our view, there are risks stemmng fromthe increasing role pension funds
are playing in providing donestic credit. Over the |ast few years, they have
been increasing their share of the nmarket at the expense of comercial banks.
The market share in total |ending to households has risen to 18% from 10%
over the last two years. W see risks stenming fromthis devel opnent as the
pensi on funds' supervision and their capacity to nonitor credit risks is
untested. W understand that there is a built-in adjustnment nmechanismin that
t he poor performance of a pension fund could ultimately lead to a | ower
pensi on payout. However, this could then affect the financial position of
househol ds and may al so have fiscal inplications.

For more information on the banking system see "Banking Industry Country Risk
Assessnent: |cel and," published Feb. 21, 2018.

Key Statistics

Table 1

Iceland Selected Indicators

2012 2013 2014 2015 2016 2017 2018 2019 2020 2021

ECONOMIC INDICATORS (%)

Nominal GDP (bil. ISK) 1,788 1,900 2,021 2,235 2,453 2,555 2,702 2,847 2,986 3,122
Nominal GDP (bil. §) 14 16 17 17 20 24 26 26 27 27
GDP per capita (000s $) 44.7 48.3 53.1 51.5 61.1 70.7 73.7 74.8 74.3 72.9
Real GDP growth 1.3 4.3 2.2 4.3 7.5 3.6 2.8 2.5 2.3 2.0
Real GDP per capita growth 1.0 3.6 1.0 32 6.4 1.9 (0.2) 1.0 0.8 0.5
Real investment growth 5.3 2.2 16.5 18.7 22.5 9.3 4.0 3.0 3.0 3.0
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Table 1

Iceland Selected Indicators (cont.)

2012 2013 2014 2015 2016 2017 2018 2019 2020 2021

Investment/GDP 16.0 15.4 17.3 19.1 21.5 22.2 22.8 23.4 24.1 249
Savings/GDP 17.7 23.4 23.1 25.3 29.2 25.8 24.0 23.7 23.6 23.7
Exports/GDP 56.7 55.2 52.9 53.2 48.4 47.0 46.4 46.6 47.0 47.4
Real exports growth 3.6 6.7 3.2 9.2 10.9 4.8 3.0 3.0 2.5 2.5
Unemployment rate 6.0 5.4 5.0 4.0 3.0 2.8 2.8 3.0 3.5 3.5

EXTERNAL INDICATORS (%)

Current account balance/GDP 1.7 8.1 5.9 6.1 7.7 3.7 1.3 0.3 (0.5) (1.3)
Current account 2.6 13.2 10.1 10.6 14.1 7.1 2.6 0.6 (1.1) (2.5)
balance/CARs

CARs/GDP 63.0 61.4 57.8 57.9 54.4 51.4 49.7 50.0 50.5 51.1
Trade balance/GDP 0.7 0.4 (0.5) (1.6) (4.1) (6.5) (7.8) (8.4) (8.9) (9.4)
Net FDI/GDP 29.6 (0.3) 4.2 4.1 3.5 0.3 2.0 2.0 2.0 2.0
Net portfolio equity 0.6 (0.0) (0.2) (2.4) (5.7) (2.6) (3.5) (3.5) -2 -2
inflow/GDP

Gross external financing 95.5 96.6 99.8 93.4 90.2 80.3 86.4 90.0 93.2 95.4
needs/CARs plus usable

reserves

Narrow net external 88.5 71.1 58.3 143.2 53.4 47.0 45.0 48.4 50.6 53.1
debt/CARs

Narrow net external 90.9 81.8 64.8 160.1 62.2 50.6 46.2 48.7 50.0 51.9
debt/CAPs

Net external liabilities/CARs 44.4 19.3 8.9 9.8 (7.9) (14.8) (19.3) (20.6) (18.3) (16.2)
Net external liabilities/ CAPs 45.6 22.2 9.9 11.0 9.1) (16.0) (19.8) (20.8) (18.1) (15.8)
Short-term external debt by 61.6 50.3 50.0 41.9 44.4 34.7 335 35.3 35.8 36.4
remaining maturity/CARs

Usable reserves/CAPs 8.2 5.8 5.4 5.5 6.2 7.6 6.3 6.0 5.6 5.3
(months)

Usable reserves (mil. $) 4,008 4,017 3,988 4,895 7,231 6,571 6,571 6,306 6,173 6,040

FISCAL INDICATORS (%, General government)

Balance/GDP (3.7) (1.8) (0.1) (0.8) (3.1) 1.5 0.5 (0.5) (1.0) (1.7)
Change in net debt/GDP (7.4) 1.3 (6.5) (3.0) (3.7) (4.4) -2 0.7 1.3 2.0
Primary balance/GDP 1.0 2.7 4.6 3.7 0.9 5.5 3.5 2.2 1.6 0.9
Revenue/GDP 41.4 419 449 41.7 42.2 43.4 43.0 42.5 42.0 42.0
Expenditures/GDP 45.2 43.7 44.9 42.5 45.2 41.9 42.5 43.0 43.0 43.7
Interest /revenues 11.4 10.9 10.4 10.9 9.5 9.2 7.0 6.3 6.2 6.1
Debt/GDP 99.7 90.8 84.0 67.6 52.7 42.4 37.3 36.1 35.7 36.2
Debt/Revenue 240.5 216.8 187.1 162.2 125.1 97.6 86.8 85.0 85.1 86.2
Net debt/GDP 70.2 67.4 56.8 48.4 40.4 34.4 30.5 29.7 29.6 30.3
Liquid assets/GDP 29.5 23.4 27.1 19.2 12.3 8.0 6.8 6.5 6.2 5.9

MONETARY INDICATORS (%)
CPI growth 5.2 3.9 2.0 1.6 1.7 1.8 3.0 3.0 2.5 2.5
GDP deflator growth 3.3 1.9 4.1 6.0 2.1 0.5 2.9 2.8 2.5 2.5

WWW .STANDARDANDPOORS.COM/RATINGSDIRECT JUNE 8, 2018 7



Research Update: Republic of Iceland 'A/A-1" Ratings Affirmed; Outlook Stable

Table 1

Iceland Selected Indicators (cont.)

2012 2013 2014 2015 2016 2017 2018 2019 2020 2021

Exchange rate, year-end 128.99 115.55 126.90 129.59 112.82 104.42 106.00 109.18 114.64 120.37
(LC/3)

Banks' claims on resident (5.2) (2.6) (2.9) (0.1) 1.6 6.7 5.0 5.0 5.0 5.0
non-gov't sector growth

Banks' claims on resident 186.9 171.3 156.4 141.2 130.7 134.0 133.0 132.6 132.7 133.3
non-gov't sector/ GDP

Foreign currency share of N/A N/A 9.8 9.4 8.9 9.7 N/A N/A N/A N/A
claims by banks on residents

Foreign currency share of 14.1 18.5 18.0 16.5 8.6 9.7 N/A N/A N/A N/A
residents' bank deposits

Real effective exchange rate (0.3) 4.6 6.7 2.3 11.8 12.1 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. LC--Local currency. CARs--Current account receipts. FDI--Foreign direct
investment. CAPs--Current account payments. 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

Ratings Score Snapshot

Key rating factors

Institutional assessment

Economic assessment

External assessment

Fiscal assessment: flexibility and performance

Fiscal assessment: debt burden

[ IO I OO IO B OO N

Monetary assessment

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). S&P Global Ratings' "Sovereign
Rating Methodology," published on Dec. 18, 2017, details how we derive and combine the scores and then derive the sovereign foreign currency
rating. In accordance with S&P Global Ratings' sovereign ratings methodology, a change in score 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 scores. In determining the final rating the committee
can make use of the flexibility afforded by §15 and §§126-128 of the rating methodology.

Related Criteria

« Criteria - Governnents - Sovereigns: Sovereign Rating Methodol ogy, Dec.
18, 2017

e CGeneral Criteria: Methodol ogy For Linking Long-Term And Short-Term Rati ngs
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, April 7, 2017
e CGeneral Criteria: Use OF CreditWatch And Qutl ooks, Sept. 14, 2009

e CGeneral Criteria: Methodology: Criteria For Determ ning Transfer And
Convertibility Assessnents, May 18, 2009

Related Research

 Sovereign Ratings Hi story, June 5, 2018
» Sovereign Ratings List, June 5, 2018
» G obal Sovereign Rating Trends: First-Quarter 2018, April 11, 2018

 Sovereign Risk Indicators, April 10, 2018. An interactive version is also
avai l abl e at http://ww. spratings.conisri

» Sovereign Debt 2018: dobal Borrowing To Remain Steady At US$7.4 Trillion
Feb. 22, 2018

 Default, Transition, and Recovery: 2017 Annual Sovereign Default Study
And Rating Transitions, My 8, 2018

e Credit Trends: 2016 Soverei gn Ratings Update: Qutl ook And CreditWatch
Resol utions, April 18, 2017

e Banking Industry Country Ri sk Assessnent: |celand, Feb. 21, 2018

In accordance with our relevant policies and procedures, the Rating Committee
was conposed of analysts that are qualified to vote in the committee, 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 conmittee, the chair confirmed that the

i nfornati on provided to the Rating Committee by the prinmary anal yst had been
distributed in a tinmely manner and was sufficient for Conmittee nenbers to
make an informed deci sion.

After the primary anal yst gave openi ng remarks and expl ai ned the
recomendati on, the Committee 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's assessnent of the key rating factors is reflected in the
Rati ngs Score Snapshot above.

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

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

Ratings Affirmed

| cel and
Sovereign Credit Rating
Forei gn and Local Currency Al Stable/ A1

Transfer & Convertibility Assessnent A
Seni or Unsecured

Forei gn and Local Currency A
Forei gn Currency A1l
Short - Ter m Debt

Local 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. st andardandpoors. com for further
information. Conplete ratings information is available to subscribers of

Rati ngsDirect 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; Stockholm
(46) 8-440-5914; or Mscow 7 (495) 783-4009.
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