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Research Update:

Icelandic Power Company Landsvirkjun Upgraded
To 'BB+' Following Sovereign Upgrade; Outlook
Stable

Overview

e On July 17, 2015, we raised our sovereign ratings on lIceland to 'BBB/ A-2
from'BBB-/A-3'". The outlook is stable.

e Icelandic electricity generation and transm ssion conpany Landsvirkjun is
a government-related entity with a "very high" Iikelihood of
extraordi nary governnent support in the event of financial distress.

* W are therefore raising our long-termratings on Landsvirkjun to ' BB+
from'BB . At the same tinme, we are affirmng our 'B short-termratings
on the conpany.

« The stable outlook reflects that on Iceland and our assunption of an
unchanged stand-al one credit profile (SACP) for Landsvirkjun over the
out | ook hori zon.

Rating Action

On July 23, 2015, Standard & Poor's Ratings Services raised its long-term

i ssuer credit ratings on Iceland-based electricity generation and transm ssion
conpany Landsvirkjun to 'BB+ from'BB . At the sane tine, we affirned our
short-term'B ratings on the conpany. The outl ook is stable.

Rationale

The upgrade foll ows our upgrade of Iceland (see "lceland Ratings Rai sed To
"BBB/ A-2' On Proposals Toward Lifting Capital Controls; Qutlook Stable,”
published July 17, 2015, on RatingsDirect). In our view, this neans that the
I cel andi c governnent's ability to support Landsvirkjun in a financial stress
scenari o has strengthened. The gradual renoval of capital controls in Iceland
woul d have a minimal direct effect on Landsvirkjun, which already has access
to foreign capital markets.

We base our ratings on Landsvirkjun on the conpany's stand-al one credit
profile (SACP), which we assess at 'b+', reflecting its "fair" business risk
profile, "highly | everaged" financial risk profile, and a one-notch upward
adjustment for our "positive" conparable ratings analysis, according to our
criteria. The long-termrating also includes two notches of uplift, based on
our opinion that there is a "very high" likelihood that the Icel andic
government woul d provide tinely and sufficient extraordi nary support to
Landsvirkjun in the event of financial distress.
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Landsvirkjun's "fair" business risk profile is constrained by Iceland' s
"noderately high" country risk, and the "noderately high" industry risk of
unregul ated power and gas conpani es. Landsvirkjun's business risk profile is
constrained by its high customer and geographic concentration, and exposure to
t he al umi num sector for revenue and cash flow generation. Landsvirkjun's

earni ngs and cash flow are exposed to volatile comopdity prices because about
50% of power sales are linked to alum num prices through power supply
contracts with alum num snelters.

These constraints are, however, mitigated by Landsvirkjun's position as the
donmi nant power producer in lIceland and its | ow cost renewabl e-generation asset
base. Its long-term pay-or-take contracts with custoners provi de sone earnings
predictability, which mitigates concentration risk and exposure to al um num
prices.

Qur assessment of Landsvirkjun's financial risk profile as "highly | everaged"
refl ects the conpany's high debt levels. This comes fromits significant

debt -funded capital investnents in recent years, resulting in weak cash flow
coverage ratios. Al though we forecast a gradual inprovenent, we believe that

credit neasures will remain weak in the near termwith funds from operations

(FFO to debt at about 11% and debt to EBI TDA at about 6. 5x.

We apply an upward adjustment of one notch, reflecting our "positive"
conparabl e ratings analysis for the conpany. This reflects our view that
Landsvirkjun's FFO-to-debt ratio is at the upper end of our "highly I everaged"
category; that interest coverage is strong for the financial risk profile; and
that there is ongoing support fromthe |celandic governnment (the owner), which
has requested very nodest dividends from Landsvirkjun over the past few years.

Qur base case assunes:

e« EBI TDA margi ns of about 75%in 2015 and 2016, slightly |lower than the 80%
in 2014. Power prices will likely continue to face pressure due to | ow
al umi num prices, mtigated by price hedges. Volunes in 2015 are expected
to recover slightly conpared to 2014, although pressured by | ow water
reservoirs during the first half of the year

e« FFO well in excess of capital expenditure (capex) and dividends | eading
to further debt reduction, although only by a nodest anount relative to
the overall high |level of debt.

o Capex for 2015 in line with 2014 followed by increasing capex in 2016 as
a result of an expansion project related to a new custonmer contract.

Based on these assunptions, we arrive at the following credit nmeasures for
2015 and 2016:

* FFO to debt of about 10% 12%

e Debt to EBITDA of about 6.0x-7.0x.

e FFO cash interest coverage of about 3.4x-3.9x.
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Liquidity

We view Landsvirkjun's liquidity position as "adequate" under our criteria. W
believe that available liquidity sources in terns of cash, commtted credit
facilities, and operating cash flow should far exceed--nore than
1.2x--forecast near-term cash outflows such as debt repaynents, capex, and

di vidends. W al so expect that sources will exceed uses even if EBI TDA
declines by 15% W understand that Landsvirkjun's $200 nmillion revolving
credit facility (RCF) contains financial covenants, under which we expect
Landsvirkjun will retain adequate headroom

We further believe that the conpany has a sound relationship with its banks, a
satisfactory standing in the credit markets, and prudent risk nanagenent.

We calculate the following principal liquidity sources, as of Dec. 31, 2014:

* $207 mllion in cash and cash equival ents.

* Access to a $200 million unused committed RCF that expires in Decenber
2016.

e FFO in excess of $200 nillion annually.

At the same date, we calculate the follow ng principal liquidity uses:

e« About $272 million in debt maturing in 2015 and about $245 million during
2016.

e Annual capex of below $100 million in 2015, but increasing in 2016.

» Dividend payments of less than $15 nmillion annually in 2015 and 2016.

Outlook

The stable outl ook reflects that on |Iceland and our assunption of an unchanged
SACP for Landsvirkjun in the near term Despite pressure fromlow al um num
prices, we assune that Landsvirkjun's FFOw Il far exceed its conmitted
investments in the short termand that dividend paynents will be npdest.

Al t hough we anticipate this to result in positive free cash flow, we believe
that any inprovenent in credit measures would be minor in the next year

i ncluding FFO to debt of about 11%

Upside scenario

We could raise the ratings on Landsvirkjun if we were to revise our assessnent
of its SACP upward by one notch. This could result froma strengthening of the
conpany's credit neasures, for exanple if the conpany continues to generate
positive free cash flow and pay down debt, leading to FFO to debt of at |east
12% on a sustai nable basis. W could also raise the ratings on Landsvirkjun if
we rai sed the | ocal currency rating on Iceland, provided our assessment of the
"very high" likelihood of support renmained unchanged.

Downside scenario
We would likely lower the ratings on Landsvirkjun if we | owered the |oca
currency rating on Iceland, as this would indicate the governnent's reduced
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ability to provide extraordi nary support to Landsvirkjun. W could al so | ower
the ratings on Landsvirkjun if we revised our assessment of the conpany's SACP

downward by two notches to 'b-', although we currently see such a scenario as
unli kel y.

Ratings Score Snapshot

Corporate Credit Rating: BB+/ Stable/B

Business risk: Fair

e Country risk: Moderately high
e Industry risk: Mderately high
 Conpetitive position: Fair

Financial risk: Highly leveraged
» Cash flow Leverage: Highly | everaged

Anchor: b

Modifiers

e Diversification/Portfolio effect: Neutral (no inpact)
e Capital structure: Neutral (no inpact)

e Liquidity: Adequate (no inpact)

 Financial policy: Neutral (no inpact)

« Managenent and governance: Satisfactory (no inpact)
 Conparable rating anal ysis: Positive (+1 notch)

Stand-al one credit profile: b+
* Sovereign rating: BBB
e Likelihood of governnent support: Very high (+3 notches)

Related Criteria And Research

Related Criteria

» Rating Governnent-Related Entities: Methodol ogy And Assunptions, March
25, 2015

 Met hodol ogy And Assunptions: Liquidity Descriptors For d obal Corporate
| ssuers, Dec. 16, 2014

e Key Credit Factors For The Unregul ated Power And Gas |ndustry, March 28,
2014

* Met hodol ogy For Standard & Poor's Metals And M ning Price Assunptions,
Nov. 19, 2013

 Country Ri sk Assessnment Met hodol ogy And Assunptions, Nov. 19, 2013

e Corporate Methodol ogy: Ratios And Adjustnents, Nov. 19, 2013

* Industry Risk, Nov. 19, 2013

e Corporate Methodol ogy, Nov. 19, 2013

e Group Rating Methodol ogy, Nov. 19, 2013
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« Managenent And Governance Credit Factors For Corporate Entities And
I nsurers, Nov. 13, 2012

» Met hodol ogy For Linking Short-Term And Long- Term Rati ngs For Cor por at e,
I nsurance, And Sovereign |Issuers, May 7, 2013

e Stand-Alone Credit Profiles: One Conponent OF A Rating, Cct. 1, 2010

e Use O CreditWatch And Qutl ooks, Sept. 14, 2009

e 2008 Corporate Criteria: Rating Each |Issue, April 15, 2008

Related Research

 |celand Ratings Raised To 'BBB/A-2' On Proposals Toward Lifting Capital
Controls; Qutlook Stable, July 17, 2015

e Country Ri sk Assessnents Update: July 2015, July 8, 2015

» Standard & Poor's Assigns Industry Risk Assessnents To 38 Nonfi nanci al
Corporate Industries, Nov. 20, 2013

Ratings List

Upgr aded; CreditWatch/ Qutl ook Action; Ratings Affirmed

To From
Landsvi rkj un
Corporate Credit Rating BB+/ St abl e/ B BB/ Positive/ B
Seni or Unsecur ed* BB+ BB

*Q@uar anteed by Republic of Iceland.

Additional Contact:
Infrastructure Finance Ratings Europe; InfrastructureEurope@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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