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Sparbanken Syd
New Issuer - Moody's assigns Baa1 issuer rating to Sparbanken
Syd

Summary Rating Rationale
On 13 June 2017, Moody's Investor Service (Moody's) assigned a first time long- and short-
term issuer rating of Baa1 and Prime-2 respectively to Sparbanken Syd, as well as a baseline
credit assessment (BCA) of baa2, and an adjustd BCA of baa2. A long- and short-term credit
assessment (cr) of A2 and Prime-1 were also assigned. Outlook is stable.

Sparbanken Syd’s standalone BCA of baa2 reflects a strong and improving asset quality,
supported by a favourable operating environment, high capital ratios both in terms of risk
weighted assets and nominal leverage, as well as a strong funding profile characterised
notably by a large deposit base. Furthermore, like other small regional savings banks vested
in the local community, Moody’s views some risk that the bank could be prone to engage in a
procyclical behaviour during a downturn.

The bank’s issuer ratings are positioned at Baa1/Prime-2, benefitting from a one notch uplift
from the baa2 BCA, under our Advanced Loss-given-failure (LGF) analysis, given the sizeable
cushion of bail-in eligible liabilities.

The CR Assessment of A2/Prime-1 benefits from a three notch uplift from the bank’s BCA,
under the LGF approach due to the cushion of issued debt as well as the large volumes of
junior deposits. Due to the limited systemic importance of the bank, a low government
support is assumed, resulting in no uplift to the issuer rating and CR Assessment.

Exhibit 1

Rating Scorecard - Key Financial Ratios
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Source: Moody’s Banking Financial Metrics

This report was republished on 14 June 2017 with the addition of a Scorecard.

https://www.surveygizmo.com/s3/1133212/Rate-this-research?pubid=PBC_1076815
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Credit Strengths

» Sparbanken Syd’s BCA benefits from Sweden’s Very Strong – Macro Profile

» Good asset quality, albeit with geographic and sector concentration

» Sound capitalisation, but limited capacity to raise new equity capital in case of urgent need

» Low dependence on market funding compared to peers

» Sizeable liquidity portfolio and large volumes of deposits

Credit Challenges

» Weak profitability and cost efficiency compared with peers in the Nordics, but expected to improve as cost levels normalise

Rating Outlook
The stable outlook on the bank's long-term issuer and deposit ratings reflects a gradually improving asset quality, stable and sound
capitalisation as well as normalising profitability metrics. We expect the bank’s financial performance to remain broadly unchanged
during the forecast period and to be resilient to modest changes in the operating environment.

Factors that Could Lead to an Upgrade

» Upward rating pressure could arise if Sparbanken Syd demonstrates (1) steadily decreasing asset risk; (2) normalising profitability
and improved efficiency following IT-investments; (3) ability to increase capital buffers; and/or (4) a significant increase in senior
unsecured debt, which would provide a larger loss absorption cushion to creditors.

Factors that Could Lead to a Downgrade

» Negative rating pressure could emerge if (1) asset risk deteriorates; (2) profitability does not improve in line with expectations;
(3) increased exposure to high risk sectors; (3) macroeconomic environment were to deteriorate or if a correction in Swedish real
estate prices were to materialise.

This publication does not announce a credit rating action. For any credit ratings referenced in this publication, please see the ratings tab on the issuer/entity page on
www.moodys.com for the most updated credit rating action information and rating history.
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Key Indicators

Exhibit 2

Sparbanken Syd (Unconsolidated Financials) [1]
12-162 12-152 12-142 CAGR/Avg.3

Total Assets (SEK million) 9,368 9,171 8,196 6.94

Total Assets (EUR million) 978 1,001 865 6.34

Total Assets (USD million) 1,031 1,088 1,047 -0.84

Tangible Common Equity (SEK million) 1,141 1,127 1,102 1.74

Tangible Common Equity (EUR million) 119 123 116 1.24

Tangible Common Equity (USD million) 126 134 141 -5.64

Problem Loans / Gross Loans (%) 1.0 1.5 1.7 1.45

Tangible Common Equity / Risk Weighted Assets (%) 17.5 17.5 18.4 17.86

Problem Loans / (Tangible Common Equity + Loan Loss Reserve) (%) 6.3 8.4 9.3 8.05

Net Interest Margin (%) 1.8 1.9 2.3 2.05

PPI / Average RWA (%) -0.5 -0.1 0.9 0.16

Net Income / Tangible Assets (%) -0.2 -0.1 0.3 0.05

Cost / Income Ratio (%) 113.3 103.2 81.0 99.25

Market Funds / Tangible Banking Assets (%) 7.7 11.6 10.3 9.95

Liquid Banking Assets / Tangible Banking Assets (%) 22.7 24.1 19.3 22.05

Gross Loans / Due to Customers (%) 98.1 101.8 109.1 103.05

[1] All figures and ratios are adjusted using Moody's standard adjustments [2] Basel III - fully-loaded or transitional phase-in; IFRS [3] May include rounding differences due to scale
of reported amounts [4] Compound Annual Growth Rate (%) based on time period presented for the latest accounting regime [5] Simple average of periods presented for the latest
accounting regime. [6] Simple average of Basel III periods presented
Source: Moody's Financial Metrics

Detailed Rating Considerations
Sparebanken Syd's BCA is supported by its Very Strong- Macro Profile
The bank's ratings incorporate our assessment of Sweden’s macro profile of Very Strong -1, reflecting the country’s competitive and
diverse economy, robust public institutions and a stable political environment that supports consensus-oriented policy making.
However, we view Swedish households’ debt levels (80% of which consist of mortgages) and the multi-year growth in household debt
as key vulnerabilities to the financial system2.

Improving asset risk with decreasing levels of loan losses, but with some concentration risks
Asset quality is strong by global standards and improving, reflected in a declining ratio of problem loans to gross loans, to 1.04%
at end-2016 from 1.45% at end-2015 (Exhibit 3). Given the supportive operating environment, Moody's expects asset quality will
continue to improve, while the bank's loan book, however, will continue to feature some geographic and sector concentration risks. The
overall low asset risk of the bank is reflected by the low cost of risk of 6 bps at end-December 2016 (28 bps end-December 2014), and
loan coverage that is in line with peers at 67% at end-December 2016, compared with 52.2% end-December 2014. Nevertheless, the
bank features large exposures, most notably toward SMEs, which represent 76% of the risks the bank retains on its balance sheet. The
bank is expanding its retail mortgage business, but as most of these loans are mediated through a third-party partner bank, balance
sheet growth is limited and the asset risk profile will remain largely unaffected.

An eventual deterioration in the stock of mediated loans would not contribute to an increased level of problem loans or loan loss
provisions. Rather, any realised loss on a mortgage is reflected in lower fee income, up to 0.5% of the bank's mediated loan volumes
during one year. At the end of 2015, the mediated loan volumes were SEK 6.5 billion. This solution allows the bank to manage its
capital more conservatively, as the mediated loans do not require capital cover. Furthermore, we expect limited expansion in the
bank’s commercial real estate and agricultural portfolio, which is to some degree constrained by access to capital and the low capital
generation of the bank.
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Exhibit 3

Sparbanken Syd's asset quality is improving from elevated levels
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Since 2011, when the current management was appointed, a more rigorous credit process has been implemented, resulting among
other improvements in slower on balance sheet growth. Stricter requirements on the board members’ levels of expertise were also
implemented at that time. Corporate governance and formalized risk management processes have had a high priority in the last five
years and ultimately resulted in decreased credit losses and improved asset quality. That said, similarly to other local savings bank,
Sparbanken Syd remains deeply vested in the local community, where it also has a social role to promote local sports and recreational
clubs. Accordingly, although this profile and strategy are beneficial for attracting and retaining business, Moody’s notes that the bank
might be prone to keep supporting businesses in a downturn, thereby increasing risks in difficult times.

The asset risk score of baa2 reflects the low amounts of problem loans and the improving trend, and also a comparably higher ratio of
problem loans than Swedish peers with geographic and sector concentration risks.

Strong capitalisation constrained by limited internal capital generation and access to new capital
Sparbanken Syd’s capitalisation is strong, with tangible common equity over risk weighted assets at 17.5% and tangible common equity
over total assets at 12.17%. Due to moderate on-balance sheet growth, we expect capitalisation to remain stable going forward, despite
profitability challenges, which will limit the bank’s ability to retain earnings and build capital buffers. The bank reported a CET1 ratio of
17.5% at end-December 2016, a decline from the 18.1% at end-December 2015. This decrease is explained by the bank’s weak results
during the year and increasing business volumes. The total capital adequacy at end-December 2016 was 19.8%, which is broadly in line
with the bank’s internal target of 20%. The board targets an internal minimum capital requirement of 16.1%, taking into account the
bank’s risk appetite. Sparbanken Syd applies the standardized approach to measuring credit risk.

We expect that raising additional capital in times of stress could be challenging given the bank’s organisational structure as a savings
bank without strategic corporate shareholders or direct capital markets access.
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Exhibit 4

Sparbanken Syd's demonstrates strong, albeit somewhat declining, capital metrics
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Based upon our assessment of the bank’s capitalisation, we assign Sparbanken Syd a capital score of a3, reflecting high capitalisation
but also a lack of capital access. Four notches of negative adjustments are incorporated to reflect the bank’s lack of capital access.

Recovering profitability as IT costs decrease
As a pure savings bank, Sparbanken Syd operates with lower expectations of return on equity than a commercial bank, which partly
explains the lower profitability, but mainly,also by the lack of economies of scale which will make it difficult for the bank to improve its
profitability significantly.

Profitability was under pressure in 2016 as a result of the low interest margins and IT related investments. Going forward we expect the
bank to benefit from lower operational costs and improved efficiencies of SEK 25 million annually while also reducing IT investments
of SEK 30 million per year. Increased revenue, mainly in terms of fee and commission income from mediated mortgages will also ease
some of the profitability pressure at Sparbanken Syd.

Net income to tangible assets was -0.2% after adjustments for one-off gains related to the bank’s sale of its shareholding in Swedbank
of SEK 47 million. Profitability was weak in 2015 and 2014 as well with net income to tangible assets of -0.1% and 0.3% respectively.
The pressure on the bank’s net interest margins, which decreased to 1.8% in 2016 from 2.3% in 2014 is explained by the low interest
rate environment and competition.

Net interest income has decreased in the last three years due to the low interest environment and strong competition, in contrast to
net fee and commission income, which has increased as a result of larger volumes of mediated mortgages and mutual fund services.
More than half of the bank's revenues are derived from the SME segment whilst reminding revenues are generated by the bank’s on-
balance sheet retail loans.

We assign Sparbanken Syd a profitability score of b2, including a two-notch positive adjustment to reflect our expectations of declining
costs and recovering profitability with positive and growing net income in 2017 and 2018, primarily due to lower IT costs.

Largely deposit funded but reliant on partnerships to fund retail growth
In contrast to Swedish and Nordic peers, Sparbanken Syd demonstrates a low reliance on potentially volatile market funding, a credit
strength, whilst maintaining a comfortable liquidity position. The bank’s funding profile is characterized by a sizeable deposits base,
with deposits constituting around 90% of non-equity funding at end-December 2016. At end-December 2016, market funds to
tangible assets was 7.4% (11.6% at end-December 2015). We also note that the mediation of household mortgages currently depends
on a single partnership established by contracts and without which the bank would have to fund itself through alternative means for a
prolonged period.

We expect Sparbanken Syd to gradually increase its dependence on market funding going forward, because the bank intends to tap
the market more frequently in the near future. Currently, the bank has senior unsecured debt to a value of around SEK 550 million
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outstanding as well as a SEK 150 million subordinated bond maturing in 2024. The funding structure score reflects our expectation that
the bank will issue additional senior unsecured debt to fund future growth.

We assign the bank a funding structure score of a2, incorporating two negative notches, reflecting the balance of a large deposit base,
against the increased reliance on market funding and a dependency on a third party for the mediation of household mortgages.

Liquid assets provide buffers to increasing wholesale funding
We assign Sparbanken Syd a liquidity score of baa1, reflecting a large stock of high quality liquid assets. Sparbanken Syd has a strong
liquidity reserve, composed of a stock of high quality liquid assets, mainly composed of highly rated covered bonds and government
securities, resulting in liquid assets to tangible banking assets of 22.7% at end-2016. Additionally, Sparbanken Syd’s low concentration
among deposits further underpins the bank’s solid liquidity position and robust funding structure with the largest 20 deposits
constituting only 5.4% of total deposits as of end-December 2016.

Notching Considerations
Affiliate Support
Sparbanken Syd is an independent savings bank, meaning that we do not expect the bank to benefit from any affiliate support.

Loss Given Failure
We apply our advance Loss-Given-Failure (LGF) analysis on Sparbanken Syd as the bank is subject to the EU Bank Recovery and
Resolution Directive (BRRD), which we consider to be an Operational Resolution Regime. For this analysis we assume that equity and
losses stand at 3% and 8%, respectively, of tangible banking assets in a failure scenario. We also assume a 25% run-off of “junior”
wholesale deposits and a 5% run-off in preferred deposits. Moreover, we assign a 25% probability to junior deposits being preferred to
senior unsecured debt. These are in line with our standard assumptions. We assume the bank's junior deposits to account for 26% of
total deposits, in line with banks with a diversified deposit base.

Based on Sparbanken Syd's balance sheet structure at December 2016, our Advanced LGF Analysis indicates a one notch of LGF uplift
above the BCA of baa2 due to the cushion of subordinated debt and the volumes of senior unsecured debt, positioning the issuer
ratings at Baa1/Prime-2.

Government Support
Sparbanken Syd’s national market share in lending on own book is small at around 0.1% at end-December 2016. If we include the
mediated loans as well, the bank’s national market share is around 0.2%. Given the limited scope of the bank’s operations and its low
national market share in lending, we assume a low probability of government support in case of need. As a result, Sparbanken Syd’s
deposit and/or issuer rating does not benefit from any uplift due to government support.

Counterparty Risk Assessment
CR Assessments are opinions of how counterparty obligations are likely to be treated if a bank fails, and are distinct from debt and
deposit ratings in that they (1) consider only the risk of default rather than expected loss and (2) apply to counterparty obligations
and contractual commitments rather than debt or deposit instruments. The CR Assessment is an opinion of the counterparty risk
related to a bank's covered bonds, contractual performance obligations (servicing), derivatives (e.g., swaps), letters of credit, guarantees
and liquidity facilities. The CR Assessment takes into account the issuer's standalone strength as well as the likelihood of affiliate and
government support in the event of need, reflecting the anticipated seniority of these obligations in the liabilities hierarchy. The CR
Assessment also incorporates other steps authorities can take to preserve the key operations of a bank, should it enter a resolution.

The CR Assessment is positioned at A2(cr)/ P-1(cr). The CR Assessment is positioned three notches above the BCA of baa2, based
on the cushion against default provided by junior deposits, senior unsecured, and subordinated debts and does not benefit from any
government support.
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Rating Methodology and Scorecard Factors

Exhibit 5

Sparbanken Syd
Macro Factors
Weighted Macro Profile Very

Strong -
100%

Factor Historic
Ratio

Macro
Adjusted

Score

Credit
Trend

Assigned Score Key driver #1 Key driver #2

Solvency
Asset Risk
Problem Loans / Gross Loans 1.4% aa2 ↓ baa2 Sector concentration Geographical

concentration
Capital
TCE / RWA 17.5% aa2 ← → a3

Profitability
Net Income / Tangible Assets -0.2% caa1 ↑ ↑ b2

Combined Solvency Score a2 baa3
Liquidity
Funding Structure
Market Funds / Tangible Banking Assets 7.7% aa3 ↓ a2

Liquid Resources
Liquid Banking Assets / Tangible Banking Assets 22.7% baa1 ← → baa1

Combined Liquidity Score a2 a3
Financial Profile baa2

Business Diversification 0
Opacity and Complexity 0
Corporate Behavior 0

Total Qualitative Adjustments 0
Sovereign or Affiliate constraint: Aaa
Scorecard Calculated BCA range baa1-baa3
Assigned BCA baa2
Affiliate Support notching 0
Adjusted BCA baa2

Balance Sheet in-scope
(SEK million)

% in-scope at-failure
(SEK million)

% at-failure

Other liabilities 1,104 11.8% 1,104 11.8%
Deposits 7,283 77.7% 7,283 77.7%

Preferred deposits 5,389 57.5% 5,120 54.7%
Junior Deposits 1,894 20.2% 1,420 15.2%

Senior unsecured bank debt 550 5.9% 550 5.9%
Dated subordinated bank debt 150 1.6% 150 1.6%
Equity 281 3.0% 281 3.0%
Total Tangible Banking Assets 9,368 100% 9,368 100%
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De Jure waterfall De Facto waterfall NotchingDebt class
Instrument
volume +

subordination

Sub-
ordination

Instrument
volume +

subordination

Sub-
ordination

De Jure De Facto
LGF

Notching
Guidance

vs.
Adjusted

BCA

Assigned
LGF

notching

Additional
notching

Preliminary
Rating

Assessment

Counterparty Risk Assessment 25.6% 25.6% 25.6% 25.6% 3 3 3 3 0 a2 (cr)
Senior unsecured bank debt 25.6% 4.6% 10.5% 4.6% 2 0 1 1 0 baa1

Instrument class Loss Given
Failure notching

Additional
Notching

Preliminary Rating
Assessment

Government
Support notching

Local Currency
Rating

Foreign
Currency

Rating
Counterparty Risk Assessment 3 0 a2 (cr) 0 A2 (cr) --
Senior unsecured bank debt 1 0 baa1 0 Baa1 Baa1
Source: Moody's Financial Metrics

Ratings

Exhibit 6
Category Moody's Rating
SPARBANKEN SYD

Outlook Stable
Baseline Credit Assessment baa2
Adjusted Baseline Credit Assessment baa2
Counterparty Risk Assessment A2(cr)/P-1(cr)
Issuer Rating Baa1
ST Issuer Rating P-2

Source: Moody's Investors Service

Endnotes
1 Sweden's Macro Profile: Very Strong -

2 Swedish Banks could Weather a Significant House Price Drop
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