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Research Update:

Icelandic Utility Landsvirkjun Outlook Revised
To Stable After Similar Action On Iceland;
'BB/B-1' Ratings Affirmed

Overview

e W have revised our outlook on Iceland to stable from negati ve.

e Inline with our criteria for governnent-related entities, we are
revising our outlook on Icelandic electricity generation and transm ssion
conpany Landsvirkjun to stable fromnegative and affirm ng our 'BB/B-1'
ratings on Landsvirkjun.

» The stable outlook reflects that on Iceland as well as our expectations
that Landsvirkjun's stand-alone credit profile will not materially change
in the near term

Rating Action

On Nov 24, 2011, Standard & Poor's Ratings Services revised its outl ook on

| cel and- based el ectricity generation and transni ssion conpany Landsvirkjun to
stable fromnegative. At the same tinme, we affirmed our 'BB |ong-term and
"B-1' short-termcorporate credit ratings on Landsvirkjun.

Rationale

The outl ook revision follows our sinmilar action on the Republic of Iceland
(BBB-/ Stabl e/ A-3) on Nov. 23, 2011; see "Qutlook On Iceland Revised To Stable
From Negative On Return To Growt h; 'BBB-/A-3'" Ratings Affirnmed", published
Nov. 23, 2011, on RatingsDirect on the dobal Credit Portal

We base our 'BB rating on Landsvirkjun on the conpany's stand-al one credit
profile (SACP), which we assess at 'b+', as well as on our opinion that there
is a "very high" likelihood that the governnment of |celand would provide
tinmely and sufficient extraordinary support to Landsvirkjun in the event of
financial distress.

In accordance with our criteria for governnent-related entities (GRES), our
view of a "very high" likelihood of extraordi nary government support is based
on our assessnent of Landsvirkjun's:

e "Very inportant” role for the Icel andic governnent, given Landsvirkjun's
dom nant position as the incunbent power conpany and 64. 7% owner of the
nati onal transmi ssion grid; Landsvirkjun's strategic inportance to the
I cel andi ¢ econony; and its central role in the pronotion of
power -i ntensi ve industries.

« "Very strong"” link with the Icelandic state, given the state's 100%
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ownershi p of Landsvirkjun and our expectation that Landsvirkjun will not
be privatized in the mediumterny the provision of ultinmate state
guarantees for all of Landsvirkjun's debt; and the risk to the
sovereign's reputation if Landsvirkjun were to default.

Landsvirkjun's SACP of 'b+' continues to largely reflect our view of the
conpany's high financial |everage and weak cash fl ow coverage rati os. The SACP
al so reflects Landsvirkjun's fair business risk profile, which is restricted
by hi gh custoner concentration, the conpany's exposure to the al um num sector
for revenue and cash flow generation, and poor profitability. The conpany is,
however, the dom nant power producer in |celand and has a nodern, and | ow cost
renewabl e generation asset base

Al t hough Landsvirkjun renegotiated a major contract in 2010, linking it to
inflation rather than al um num prices as previously, we believe that the
conpany's earnings will continue to fluctuate in line with alum num price
nmoverent s, given that about 50% of its power production is sold through
contracts with an alum numprice |ink

Landsvirkjun's high debt |leverage results in weak credit neasures, with
adjusted funds from operations (FFO to debt of about 8.7% and adjusted debt
to EBI TDA of about 8.8x for the 12 nonths ended June 2011, although this was
an inprovenment fromthe 7.6% and 10.0x achieved in 2010. W forecast positive
free cash flows in the near term but, reflecting the conpany's hi gh debt
burden and uncertai nty about alum num prices, we anticipate that the conpany's
adjusted FFOw Il remain at 8% 10% and adj usted debt to EBI TDA at 8.0x-8.5x in
the near term

Liquidity

We view Landsvirkjun's liquidity position as "adequate" under our criteria. W
believe that available liquidity sources in terns of cash, committed credit
facilities, and operating cash flows should be well in excess (nmore than 1.2x)
of forecast near-termcash outfl ows, such as debt repaynents and capita
expenditures, and any potential dividend paynments. W further believe that the
conpany has a sound relationship with its banks, satisfactory standing in the
credit markets, and prudent risk managenent.

On Sept. 30, 2011, Landsvirkjun had $198 million in cash, about $51 mllion in
short-term deposits, $358 million available under a commtted revol ving credit
facility that expires in Decenber 2012, and access to conmitted credit
facilities anpbunting to lcelandic krona (1SK) 5.0 billion ($42 nmillion),
expiring in March 2014. W understand that these facilities are free from
financial or other restrictive covenants. W believe that Landsvirkjun plans
to refinance its revolving credit facility expiring in Decenmber 2012 well in
advance of its maturity.

In addition, during the first half of 2010, Landsvirkjun signed a €70 mllion

($100 million) loan facility with the European |Investmnment Bank (ElB
AAA/ St abl e/ A-1+) maturing in 2031 and a $70 million loan facility with the
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Nordi ¢ I nvest nent Bank (AAA/ Stable/A-1+) maturing in 2027. On June 30, 2011
both these facilities were undrawn. W note that the EIB loan facility

i ncludes a provision requiring a mnimumcredit rating on |Iceland, which could
l[imt future access to this facility. In the third quarter of 2011

Landsvi rkjun issued bonds of about $133 nillion under a euro nmediumterm note
program and signed a $45 million export credit agency-based | oan

Landsvirkjun generated FFO of $252 million in the 12 nonths ended June 2011
and we believe that its FFOw Il remain well in excess of $200 nmillion a year
in the near term

We project that capital spending will be in excess of $100 mllion annually
over the next few years, but that any dividends from 2012 and thereafter wll
be nmpbdest. On Sept. 30, 2011, Landsvirkjun had about $208 million of
short-termdebt maturing within the comng 12 nonths, with an additional $146
mllion of debt due in the follow ng 12 nonths.

Outlook

The stable outlook reflects the stable outlook on Iceland, and our assunption
of an unchanged SACP for Landsvirkjun in the near term In our base case, we
assune that despite possible pressure on earnings fromnegative al um numprice
devel opnents, Landsvirkjun's funds from operations should be well in excess of
conmtted investnents in the near term and any future dividends woul d be
nodest. Accordingly, we forecast positive free cash flows in the near term W
further anticipate that the conpany's adjusted FFOw ||l remain at 8% 10% and
adj usted debt to EBITDA at 8.0x-8.5x in the near term whichis in line with
our expectations for the 'b+ SACP

If we were to revise our assessnent of Landsvirkjun's SACP upward by one
notch, we would also raise the ratings by one notch. This could result froma
significant strengthening of the conmpany's financial risk profile and credit
nmeasures in the mediumterm for exanple if the company were to continue to
generate positive free cash flows and pay down debt, |eading to adjusted FFO
to debt of sustainably above 10%

In accordance with our criteria for GREs, we would also likely raise the

rati ngs on Landsvirkjun by one notch if we raised the sovereign |ocal currency
rating on Iceland by one notch, provided our assessnent of the "very high"

i keli hood of extraordi nary governnment support renmai ned unchanged.

We woul d not [ower the ratings on Landsvirkjun even if we revised our
assessnment of the conpany's SACP by up to two notches [ower. W woul d,
however, likely lower the ratings by one notch if we |owered the |oca
currency rating on Iceland by one notch
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Related Criteria And Research

Al articles listed below are available on RatingsDirect on the dobal Credit

Portal, unless otherw se stated.

e Qutl ook On Iceland Revised To Stable From Negative On Return To G owt h;
'"BBB-/A-3'" Ratings Affirmed, Nov. 23, 2011
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« Rating Governnent-Related Entities: Methodol ogy And Assunptions, Dec. 9,
2010

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

 Met hodol ogy And Assunptions: Liquidity Descriptors For d obal Corporate
| ssuers, Sept. 28, 2011

« Use OF CreditWatch And Qutl ooks, Sept. 14, 2009

e Criteria Methodol ogy: Business Risk/Financial Risk Matrix Expanded, My
27, 2009

2008 Corporate Criteria: Analytical Methodol ogy, April 15, 2008

e 2008 Corporate Criteria: Ratios And Adjustnments, April 15, 2008
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Additional Contact:
Industrial Ratings Europe;CorporateFinanceEurope@standardandpoors.com

Conplete ratings information is available to subscribers of RatingsDirect on
the A obal Credit Portal at www gl obal creditportal.com All 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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