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Research Update:

Icelandic Bank Islandsbanki Affirmed At
'BBB-/A-3' After Change To Agreement With
Glitnir; Outlook Still Stable

Overview

* | sl andsbanki recently announced anendnents to its original agreenent with
ditnir Bank

e As part of the changes, ditnir will relinquish to the governnent of
Iceland all of its shares in |ISB Hol ding, which owns 95% of shares in
| sl andsbanki .

W are affirming our 'BBB-/A-3'" counterparty credit ratings on
I sl andsbanki .

* The outl ook remrains stable.

Rating Action

On Cct. 28, 2015, Standard & Poor's Ratings Services affirmed its ' BBB-'
long-termand ' A-3" short-termcounterparty credit ratings on Icel and-based
bank | sl andsbanki hf. The outl ook remains stable.

Rationale

| sl andsbanki recently announced anmendnents to its original agreement with
ditnir Bank. As part of the changes, @itnir will relinquish to the
governnment of Iceland all of its shares in |ISB Holding ehf., which owns 95% of
shares in Islandsbanki. Wth this proposed change, |slandsbanki will no | onger
pay the extraordinary dividends to Aitnir as was initially planned in the

ori ginal proposed agreement between Gitnir and the Icelandic Central Bank
announced in June 2015. As part of the revised proposal, @itnir will purchase
a eur o-denomi nat ed subordi nated debt instrunent (lcelandic krona [ISK] 20
billion [about €138 million] on Islandsbanki's bal ance sheet as of June 30,
2015) fromthe central bank at face value, plus paynent for accrued interest.

Al t hough | slandsbanki will not pay dividends to Aitnir under the new
agreement, we see the governnent's ownership as accommodating Gitnir's
owners' desire to sinplify the agreenment and allow themto extract capital
fromlceland by the end of the year. As such, we do not see |Islandsbhanki as a
strategic investnent for the governnent and believe that the bank will be up
for sale fromthe government of lceland within two years. W believe that it
is likely that capital levels will be reduced in preparation for an eventua
sal e and, as such, we project the risk-adjusted capital (RAC) ratio will fal
to 12% 13% by the end of 2017, down froma pro forma m dyear 2015 RAC ratio of

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT OCTOBER 28, 2015 2

1471606 | 301539251



Research Update: Icelandic Bank Islandsbanki Affirmed At 'BBB-/A-3' After Change To Agreement With Glitnir;
Outlook Still Stable

17.3% The subordi nated i nstrument acquired by Aitnir was not included in our
capital assessnent and does not affect our capital netrics.

The anmended proposal also refers to changes to the original agreenment with
respect to @itnir's estate's deposits held by Islandsbanki. As part of the
original agreenment with itnir, the estate's deposits in foreign currency
were to be replaced by a mini num seven-year bond i ssued under the bank's euro
medi umterm note program The new agreenent only refers to a "speci al
agreenment" between Aitnir and |Islandsbanki for a bond issue to replace the
foreign currency deposits. W still expect the foreign currency deposits to be
repl aced by a | onger-term bond.

Mor eover, al though not nentioned in the new agreenent, we now believe that it
is probable that the nmajority of the Gitnir estate's |SK deposits (estimated
at 1SK30 billion) will be w thdrawn, reducing |liquid assets, rather than

repl aced by a 10-year bond as in previous conmmuni cation fromthe bank

In addition to ditnir's deposits, we anticipate that the bank could | ose a

| arge share of its 1SK23 billion financial institutions deposits (as reported
in June 2015) as part of the central bank's offshore | SK auction during the
fall of 2015 or in early 2016. The reduction in financial institutions
deposits has no inpact on stable funding ratios, given that we consider this
funding to be short termin nature.

The pro forma funding and liquidity netrics renmmin consistent with our

exi sting assessnent of "average" funding and "strong"” liquidity, as our
criteria define these terns. In total, the anticipated changes to deposits and
reduction in the subordinated debt instrument woul d reduce the actual stable
funding ratio to 113% from 117% on June 15, 2015, indicating the strength of
the existing funding structure. Applying the same stress on liquidity netrics,
the ratio of broad liquid assets to short-term whol esal e fundi ng woul d i nprove
to 5.2x (4.1x on June 30, 2015), thanks to the reduction in short-term
financial institution deposits.

Outlook
The stabl e outl ook on Islandsbanki reflects our projection that the RACratio
will likely be at about 12.5% 13.0% by the end of 2017, given the governnent's

likely attenpts to conplete a sale of the bank while extracting some of the
capital currently above regulatory limts. W do not see the governnent's
ownership as strategic and believe that |slandsbanki will be up for sale from
t he governnent of lceland within two years, at which tine we believe that
capital levels will be reduced to nake the bank nore attractive to a potentia
buyer .

Qur stable outlook also reflects our assunption that |slandsbanki will retain
strong capital and liquidity buffers, even after expected deposit outflows

owing to the relaxation of Iceland' s capital controls over the com ng nonths.
We do not expect the uncertainty of the bank's future ownership to weaken its
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stand-al one credit profile, but it could affect the ratings over tine.

We could take a positive rating action if we anticipated that I|slandsbanki's
RAC ratio woul d remai n above 15% trends in the Icelandic banking sector

i mprove further, or if the bank were acquired by a higher-rated entity with
expectations of strong strategic interest and integration.

We could take a negative rating action if |oan asset quality deteriorated
materially, requiring significant unexpected additional provisioning. In
addition, we could |lower our rating on Islandsbanki if the potential new owner
is of lower credit quality than the bank.

Ratings Score Snapshot

| ssuer Credit Rating BBB-/ St abl e/ A-3
GCP bbb-
Anchor bb+
Busi ness Position Adequat e (0)
Capital And Earnings Strong (+1)
Ri sk Position Adequat e (0)
Fundi ng Average (0)
Liquidity Strong (0)
Support (0)
ALAC* Support (0)
GRE Support (0)
Group Support (0)
Sover ei gn Support (0)
Addi ti onal Factors (0)

*ALAC- - Addi ti onal | oss-absorbing capacity.

Related Criteria And Research

Related Criteria

Bank Hybrid Capital And Nondeferrabl e Subordi nated Debt Methodol ogy And
Assunptions, Jan. 29, 2015

Quantitative Metrics For Rating Banks d obal | y: Methodol ogy And
Assunptions, July 17, 2013

Revi sed Market Risk Charges For Banks In Qur Risk-Adjusted Capital
Framewor k, June 22, 2012

Banks: Rating Methodol ogy And Assunptions, Nov. 9, 2011

Banki ng I ndustry Country Ri sk Assessnment Methodol ogy And Assunpti ons,
Nov. 9, 2011

Bank Capital Methodol ogy And Assunptions, Dec. 6, 2010
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e Met hodol ogy For Mapping Short- And Long-Term Issuer Credit Ratings For
Banks, May 4, 2010
e Use O CreditWatch And Qutl ooks, Sept. 14, 2009

Related Research

* lIceland' s Conmercial Banks Upgraded To 'BBB-/A-3' On Recedi ng Econonic
Ri sks; Two Qutl ooks Stable, One Positive, July 21, 2015

» Banking Industry Country Ri sk Assessnent: |celand, Dec. 10 2014.

* Qutl ooks For Iceland' s Top 3 Banks Revised To Positive On Qur Mre
Favorabl e View O The Econony, Cct. 14, 2014

* |l cel and- Based Landsbanki nn Assi gned 'BB+/ B Ratings; Qutlook Stable, Jan.
20, 2014

Ratings List
Rati ngs Affirned

I sl andsbanki hf
Counterparty Credit Rating BBB-/ St abl e/ A-3
Seni or Unsecur ed BBB-

Additional Contact:
Financial Institutions Ratings Europe; FIG_Europe@standardandpoors.com

Conpl ete ratings information is avail able to subscribers of RatingsDi rect at
www. gl obal credi tportal.com and at spcapitaliqg.com Al ratings affected by
this rating action can be found on Standard & Poor's public Wb site at

www. st andar dandpoors. com Use the Ratings search box located in the |eft
colum. Alternatively, call one of the follow ng Standard & Poor's 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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