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Fitch Ratings - London - 24 May 2019:

Fitch Ratings has upgraded Iceland's Short-Term (ST) Foreign- and Local-Currency Issuer Default Ratings
(IDR) to 'F1+' from 'F1', and raised Iceland's Country Ceiling to 'A+' from 'A'. Fitch has also affirmed Iceland's
Long-Term IDRs at 'A' with Stable Outlooks.

A full list of rating actions is at the end of this rating action commentary.

 

Key Rating Drivers

The upgrade of Iceland's ST IDRs reflects the following key rating driver and its relative weight:

High

Fitch has upgraded Iceland's ST ratings as a result of the application of its updated ST rating criteria. Iceland's
affected ratings have been removed from Under Criteria Observation (UCO), where they were placed following
the publication of the updated ST rating criteria on 02 May 2019. The details of the revision of the ST rating
criteria as applied to sovereign issuers are laid out in our rating action commentary "Fitch Places Iceland's
Short-Term Ratings Under Criteria Observation" dated 3 May 2019. More information on our new criteria
approach is available at https://your.fitchratings.com/short-term-credit-2019.

The raising of Iceland's Country Ceiling reflects the following key driver:

Restrictions on the remainder of offshore krona assets held in restricted accounts (3.2% of GDP) were lifted in
March 2019, allowing the assets to be converted into foreign currency assets at market rates. Capital controls
that prevented large-scale capital outflows during the banking crisis have almost entirely been lifted.

Iceland's 'A' Long-Term IDRs reflect the following key rating drivers:

Iceland has a very high income per capita and outperforms the peer medians on governance, human
development and doing business metrics. These strengths are set against the small size of its economy and
limited export diversification, resulting in vulnerability to external shocks and macroeconomic and financial
volatility.

Real GDP growth averaged 4.6% in 2017-2018, after a cyclical high of 6.6% in 2016 as the overheated tourism
sector cools. We forecast real GDP growth to fall to 0.0% in 2019 (revised down from 3.0% growth at the time
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of our December 2018 review) as a result of short-term shocks in tourism and fisheries. Investments are
expected to contract sharply as sentiment is weighed down by the shocks, while net exports should contract by
a lesser extent. Private consumption should slow but continue to support growth. Fitch forecasts the economy
to recover from the short-term shocks by 2H19, bouncing back to 2.5% growth in 2020 and to average around
2% in the medium term.

The troubled budget airline WowAir's collapse in March 2019 accelerated the slowdown in the tourism sector
and has caused a contraction in tourism capacity in 1H19. This was compounded by the grounding of
IcelandAir's Boeing 737 Max jets. Airport passenger arrivals fell by 11.7%yoy in April, and could fall further
before partly recovering in summer 2019 when replacement aircraft and expansions by other airline operators
are expected. Iceland's volatile pelagic fishing sector also suffered a shock from the absence of capelin in
Iceland's waters this season. Capelin accounted for 0.5% of GDP in exports in 2018, but the loss should be
partly offset by the growth in fish farming exports.

Labour market tensions have eased. WowAir's collapse precipitated the conclusion of a private sector wage
agreement amounting to average salary increases of 3.6% per year for the next four years. This round of talks
had been more acrimonious than previous rounds, with an increase in tourism and transport sector strikes. A
feature to link wage increases in later years to GDP per capita could see faster wage growth, but prevents unit
labour costs from outpacing productivity. Assuming moderate agreements in the ongoing public sector wage
talks, national wage growth should be contained at 4.5%yoy in 2019 and 2020, limiting upward pressure on
inflation and further loss of competitiveness. The unemployment rate continues to be near historical lows at
2.9% in March 2019, but we forecast a rise to an average of 3.5% by 2020 as labour-intensive tourism activity
declines.

HICP inflation picked up to 3.2%yoy in April 2019, driven by the depreciation of the krona, higher energy prices
and rising air travel fares. Fitch forecasts inflation to ease for the rest of the year averaging 1.5% for 2019 as
energy inflation fades and as aggregate demand softens. With a softening inflation and growth outlook, Fitch
expects the Central Bank of Iceland (CBI) to lower rates in 2019.

In March 2019, the CBI further liberalised capital controls, removing restrictions on the remaining offshore krona
assets from being converted to foreign-currency assets at market rates. Despite the further lifting of controls
and the WowAir shock, the krona was relatively stable, falling by just 1.8% against the US dollar in March and
April 2019. This was partly due to the CBI intervening in the FX market and lowering the special reserve
requirement ratio to 0% (from 20%), shoring up investor appetite for krona assets.

The current account surplus is forecast to narrow to 2.5% of GDP in 2019 (2018: 2.9%) as tourism service and
fish exports fall (historical 'A' median: 1.1%). FX reserves have stayed at a robust 6.1 months of current
external payments at end-2018. Six years of large current account surpluses have rapidly reduced net external
debt to 24% of GDP in 2018 (2015: 40%), but net external debt remains above the current 'A' median of 16%.
Notwithstanding the improvement in the external balance sheet in recent years, Iceland has a high dependence
on commodity exports (38% of current account receipts) and lacks diversification in its export base, which
makes the economy vulnerable to terms of trade shocks and the krona sensitive to capital flows.

The Icelandic pension funds sector's expected portfolio rebalancing to diversify assets overseas (approximately
26% of assets are invested abroad at end-2018) following years of capital controls could result in strong capital
outflows as the interest rate differential between domestic and global assets narrows. In 2018, pension funds
made investments in foreign-currency assets amounting to 3.9% of GDP. The sector is made up of 21 funds
(assets worth 1.5x GDP in 2018) with considerable heterogeneity and a strong preference for krona assets to
match krona-denominated liabilities.

Fitch forecasts the general government surplus to narrow to 0.6% of GDP in 2019 from 1.1% in 2018, before
improving slightly to 0.8% in 2020, compared with a budget deficit of 1.4% of GDP for the current 'A' median.
This includes our expectation that automatic stabilisers would be allowed to respond to the short-term economic



shock from the collapse of WowAir and the failure of the capelin fishing catch in 1Q19. This differs from the
government's current fiscal plan targeting a general government surplus of at least 1.2% of GDP in 2019 and to
average 1.0% in 2020-24. Gross general government debt is marginally lower than the 'A' and 'AA' medians,
and under Fitch's forecasts will fall to 36% of GDP in 2019 (2018: 38%) and stabilise at 30% from 2021.

The direct impact of WowAir's collapse on Icelandic banks is expected to be insignificant, with an estimated
ISK1.2 billion in write-offs accounting for just 0.03% of 2018 banking system assets. Banks are highly
capitalised (combined capital adequacy ratio of 23% at end-2018) with low non-performing loan ratios (2.2% at
end-2018) and should be resilient to a decline in the tourism sector (9% of banks' loan portfolio), although a
downturn in the housing sector, which has been supported by demand for tourist accommodation could pose
more significant challenges. House price growth slowed from the peak of 24.2%yoy in July 2017 to 4.6%yoy in
April 2019. The impact on the banking sector could be exacerbated by a rise in supply as many hotels and
homes are completed in the coming years.

Iceland has very high income per capita, estimated at USD73,949 in 2018, making it more aligned with the
'AAA' median of USD60,953. Its performance on the measures of governance, human development and ease
of doing business are also more in line with that of 'AAA' and 'AA' rated countries. Broad political consensus
among political parties on macroeconomic and fiscal policy has underpinned the rebuilding of fiscal and
external buffers.

 

Derivation Summary

Fitch's proprietary SRM assigns Iceland a score equivalent to a rating of 'A+' on the Long-Term Foreign-
Currency (LT FC) IDR scale.

Fitch's sovereign rating committee adjusted the output from the SRM to arrive at the final LT FC IDR by
applying its QO, relative to rated peers, as follows:

- External Finances: -1 notch, to reflect that a lack of diversification in the export base and potential for balance
of payments volatility leaves the small economy vulnerable to external shocks, macroeconomic volatility and
challenges to macroeconomic policy management.

Fitch's SRM is the agency's proprietary multiple regression rating model that employs 18 variables based on
three-year centred averages, including one year of forecasts, to produce a score equivalent to a LT FC IDR.
Fitch's QO is a forward-looking qualitative framework designed to allow for adjustment to the SRM output to
assign the final rating, reflecting factors within our criteria that are not fully quantifiable and/or not fully reflected
in the SRM.

 

Key Assumptions

In its longer-term debt projections, Fitch assumes nominal GDP growth of 4.5% per year, government primary
balance of 2.0% of GDP, and a nominal effective interest rate of 7.5% by 2028. The gradual accumulation of
government assets will act as a floor on gross general government debt/GDP in the projection horizon. Under
these assumptions, Fitch projects that government debt/GDP will decline and stabilise at around 30.0% by
2021.

 



RATING SENSITIVITIES

The main factors that could individually or collectively lead to positive rating action are:

- A sustained fall in the public debt ratio, supported by prudent fiscal policy.

- Sustained improvement in the external balance sheet and increased resilience of the economy to external
shocks.

The main factors that could individually or collectively lead to negative rating action are:

- A sustained and sharper than expected economic downturn, impacting on the banking sector (e.g. through the
real estate market).

- Excessive capital outflows jeopardising financial stability and weakening external buffers.

 

Liquidity and Debt Structure

 

Summary of Financial Adjustments

 

Sources of Information
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Additional information is available on www.fitchratings.com
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Dodd-Frank Rating Information Disclosure Form
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Endorsement Policy
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requirements and practices in the jurisdiction in which the rated security is offered and sold and/or the issuer is
located, the availability and nature of relevant public information, access to the management of the issuer and
its advisers, the availability of pre-existing third-party verifications such as audit reports, agreed-upon
procedures letters, appraisals, actuarial reports, engineering reports, legal opinions and other reports provided
by third parties, the availability of independent and competent third- party verification sources with respect to
the particular security or in the particular jurisdiction of the issuer, and a variety of other factors. Users of Fitch's
ratings and reports should understand that neither an enhanced factual investigation nor any third-party
verification can ensure that all of the information Fitch relies on in connection with a rating or a report will be
accurate and complete. Ultimately, the issuer and its advisers are responsible for the accuracy of the
information they provide to Fitch and to the market in offering documents and other reports. In issuing its ratings
and its reports, Fitch must rely on the work of experts, including independent auditors with respect to financial
statements and attorneys with respect to legal and tax matters. Further, ratings and forecasts of financial and
other information are inherently forward-looking and embody assumptions and predictions about future events
that by their nature cannot be verified as facts. As a result, despite any verification of current facts, ratings and
forecasts can be affected by future events or conditions that were not anticipated at the time a rating or forecast
was issued or affirmed.  
The information in this report is provided "as is" without any representation or warranty of any kind, and Fitch
does not represent or warrant that the report or any of its contents will meet any of the requirements of a
recipient of the report. A Fitch rating is an opinion as to the creditworthiness of a security. This opinion and
reports made by Fitch are based on established criteria and methodologies that Fitch is continuously evaluating
and updating. Therefore, ratings and reports are the collective work product of Fitch and no individual, or group
of individuals, is solely responsible for a rating or a report. The rating does not address the risk of loss due to
risks other than credit risk, unless such risk is specifically mentioned. Fitch is not engaged in the offer or sale of
any security. All Fitch reports have shared authorship. Individuals identified in a Fitch report were involved in,
but are not solely responsible for, the opinions stated therein. The individuals are named for contact purposes
only. A report providing a Fitch rating is neither a prospectus nor a substitute for the information assembled,
verified and presented to investors by the issuer and its agents in connection with the sale of the securities.
Ratings may be changed or withdrawn at any time for any reason in the sole discretion of Fitch. Fitch does not
provide investment advice of any sort. Ratings are not a recommendation to buy, sell, or hold any security.
Ratings do not comment on the adequacy of market price, the suitability of any security for a particular investor,
or the tax-exempt nature or taxability of payments made in respect to any security. Fitch receives fees from
issuers, insurers, guarantors, other obligors, and underwriters for rating securities. Such fees generally vary
from US$1,000 to US$750,000 (or the applicable currency equivalent) per issue. In certain cases, Fitch will rate
all or a number of issues issued by a particular issuer, or insured or guaranteed by a particular insurer or
guarantor, for a single annual fee. Such fees are expected to vary from US$10,000 to US$1,500,000 (or the
applicable currency equivalent). The assignment, publication, or dissemination of a rating by Fitch shall not
constitute a consent by Fitch to use its name as an expert in connection with any registration statement filed
under the United States securities laws, the Financial Services and Markets Act of 2000 of the United Kingdom,
or the securities laws of any particular jurisdiction. Due to the relative efficiency of electronic publishing and
distribution, Fitch research may be available to electronic subscribers up to three days earlier than to print
subscribers.  
For Australia, New Zealand, Taiwan and South Korea only: Fitch Australia Pty Ltd holds an Australian financial
services license (AFS license no. 337123) which authorizes it to provide credit ratings to wholesale clients only.
Credit ratings information published by Fitch is not intended to be used by persons who are retail clients within
the meaning of the Corporations Act 2001 
Fitch Ratings, Inc. is registered with the U.S. Securities and Exchange Commission as a Nationally Recognized
Statistical Rating Organization (the "NRSRO"). While certain of the NRSRO's credit rating subsidiaries are
listed on Item 3 of Form NRSRO and as such are authorized to issue credit ratings on behalf of the NRSRO
(see https://www.fitchratings.com/site/regulatory), other credit rating subsidiaries are not listed on Form NRSRO
(the "non-NRSROs") and therefore credit ratings issued by those subsidiaries are not issued on behalf of the
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NRSRO. However, non-NRSRO personnel may participate in determining credit ratings issued by or on behalf
of the NRSRO.

SOLICITATION STATUS

The ratings above were solicited and assigned or maintained at the request of the rated entity/issuer or a
related third party. Any exceptions follow below.

Endorsement Policy

Fitch's approach to ratings endorsement so that ratings produced outside the EU may be used by regulated
entities within the EU for regulatory purposes, pursuant to the terms of the EU Regulation with respect to credit
rating agencies, can be found on the EU Regulatory Disclosures page. The endorsement status of all
International ratings is provided within the entity summary page for each rated entity and in the transaction
detail pages for all structured finance transactions on the Fitch website. These disclosures are updated on a
daily basis.

Fitch Updates Terms of Use & Privacy Policy

We have updated our Terms of Use and Privacy Policies which cover all of Fitch Group's websites. Learn more.
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