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Research Update:

Iceland-Based Arion Bank Upgraded To 'BBB+' On
Improved Economy And Higher Capital; Outlook
Stable

Overview

 The strong econonic growth in lIceland continues, w th inproving econonic
resilience and falling private sector |everage, only partly offset by
concerns of increasing econonic inbal ances.

* As such, our view of the |cel andi c banking sector has inproved, as has
our expectation for Icel and-based Arion Bank's risk-adjusted capital
position given significant reductions in equity positions.

« W anticipate that the bank's likely upconing I PO, which could be del ayed
by the elections this fall, will be neutral for the ratings

* As a result, we are raising the long-termratings on Arion Bank to ' BBB+
from'BBB, and affirmng the 'A-2' short-termrating.

» The stable outlook reflects our expectation that the Icel andic econony
will remain stable, and that Arion Bank will maintain very strong capita
I evel s and inprove the diversification of its ownership even after the
expected | PO

Rating Action

On Cct. 25, 2017, S&P d obal Ratings raised its long-termissuer credit rating
on |cel and-based Arion Bank to 'BBB+ from'BBB and affirmed its 'A-2'
short-termrating. The outl ook is stable.

We al so raised our long-termissue rating on Arion Bank's senior unsecured
notes to 'BBB+ from'BBB', in line with the issuer rating.

Rationale

The upgrade reflects Arion Bank's inproved capital position, and our
expectation that the bank will maintain a very strong risk-adjusted capita
(RAC) ratio. It also reflects our inproved view of the econonic risks in the
| cel andi ¢ banki ng sector, as the economi c environment remains supportive
followi ng the rel ease of capital controls earlier this year, and
private-sector credit to GDP renmains on a negative trend (for details, see
Positive Rating Actions Taken On Four Icelandic Lenders On | nproving Econonic
Conditions," published on Cct. 25, 2017, on RatingsDirect). For Icelandic
banks, this translates into a | ower capital charge for donestic exposures and
an inprovenent in our anchor, the starting point in assigning an issuer credit
rating, to 'bbb" from'bbb-'.
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We expect continued strong devel opnent in the |celandic econonmy, with GDP
growh at 4% for 2017 and a flourishing tourismsector. The sovereign's
financial position continues to inprove due to a strong econonic perfornance
and current account surpluses. At the same time, private-sector |everage
continues to decrease. However, the positive inpact on the banking sector is
limted, because we al so see increasing risks for overheating and rapidly

ri sing house prices. House prices have outgrown household incone in the |ast
year, creating concerns for affordability and econonic inbal ances.

Arion Bank has been successful in reducing equity hol dings and has
significantly inproved its capital position by maintaining dividend paynents
in recent years. The upgrade al so reflects our expectation that Arion Bank's
eventual sale will be neutral for the ratings and that the reduction of
capital fromcurrent levels that we anticipate will not materially affect our
view of the bank's ability to absorb | osses froman inproved donestic econony.

Arion Bank is the first of the Icelandic banks to be sold, in part, to

i nternational investors follow ng Kaupthing's sale of 29.1% of the bank in
March 2017. W anticipate that a larger share of the bank will be sold in an
expected PO in the spring of 2018, postponed by the need for Iceland to
create a new governnment this fall. Following the likely IPO we anticipate
that Arion Bank will have a diversified ownership structure, which we foresee
as neutral for the ratings.

We expect that Arion Bank will eventually resunme dividend paynents in
connection to and after the expected PO As with its donestic peers, we
expect Arion Bank to issue capital instrunents to offset a significant
reduction in common equity and to optimze its capital base. As such, we
anticipate that share capital will be replaced by Additional Tier 1 debt

i ssuances to sone extent, which we include in our capital forecast for 2019,
allowing the pro forma mdyear RAC ratio of 22.5%to stay above 16%t hr ough
2019. This view is supported by Arion Bank's nmediumtermtarget to reduce
regul atory Conmon Equity Tier 1 ratios to about 17% a plan we expect will
take three to four years to achieve

G ven that the bank's credit exposure is concentrated in a nmarket with limted
diversification, we think that its capital and risk positions are wel
reflected at the 'BBB+' rating |evel, especially based on our current

proj ections of reduced equity capital and the near-term sal es process.

We have al so revised our view of the bank's liquidity position to adequate
fromstrong to reflect that our liquidity netrics are sonewhat |ower than
donestic peers' as well as the fact that, as its debt nmaturity profile
matures, the bank wi Il have hi gher annual refinancing needs, reducing its
currently high liquidity netrics.
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Outlook

The stable outl ook on Arion Bank reflects our view that the bank's inproved
capital generation and progress in reducing its equity position has prepared
it well for a potential near-term| PO W believe that the bank will
materially reduce capital over the next three to four years as it recalibrates
its capital base, but that it is unlikely to reduce its RAC ratio bel ow 15%

We could lower the rating if we saw signs of material deterioration of asset
quality for Arion Bank or the narket as a whole, especially in comnbination
with our projections of reduced equity capital. Such a devel oprment could
result in us revising dowmward our assessnent of the bank's anchor or no

| onger viewing its conbined capital and risk as positive for the rating. W
could also lower the rating if the pending sale results in unforeseen
weakeni ng of the bank's risk profile.

We currently consider a positive rating action unlikely, because we see
limted roomfor an inproved view of the Icel andi ¢ banki ng market and expect
Arion Bank's outstanding capital strength and | everage position to reduce
materially in com ng years.

Ratings Score Snapshot

To From

| ssuer Credit Rating BBB+/ St abl e/ A- 2 BBB/ Positive/ A-2
SACP bbb+ bbb

Anchor bbb bbb-

Busi ness Position Adequat e (0) Adequat e (0)
Capi tal and Earni ngs Very Strong (+2) Strong (+1)
Ri sk Position Moderate (-1) Adequat e (0)
Fundi ng and Aver age and Aver age and
Liquidity Adequat e (0) Strong (0)
Support (0) (0)

ALAC Support (0) (0)

GRE Support (0) (0)

Group Support (0) (0)
Sover ei gn Support (0) (0)
Addi ti onal Factors (0) (0)

ALAC- - Addi ti onal | oss-absorbing capacity. SACP--Stand-al one credit profile.
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Upgr aded; Ratings Affirned

To From
Arion Bank
Counterparty Credit Rating BBB+/ St abl e/ A- 2 BBB/ Positive/ A-2
Seni or Unsecured BBB+ BBB

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

Certain terms used in this report, particularly certain adjectives used to
express our view on rating relevant factors, have specific neanings ascribed

to themin our criteria, and should therefore be read in conjunction with such
criteria. Please see Ratings Criteria at ww. standardandpoors. com for further
infornmation. 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 the S& G 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
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(46) 8-440-5914; or Mscow 7 (495) 783-4009.
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