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Research Update:

The Mortgage Society of Finland 'BBB/A-2'
Ratings Affirmed On Unchanged Asset Quality
And Capitalization; Outlook Stable

Overview

« The Mortgage Society of Finland (Hypo) continues to expand in its snall
ni che focusing on well-collateralized nortgage | oans to househol ds and
housi ng conpanies in the Hel sinki netropolitan area.

* W project that Hypo will maintain high capital ratios offsetting its
| oan portfolio concentrations, but it renmmins nore dependent on whol esal e
funding and therefore on preserving appropriate levels of liquidity for
stress events than peers.

W are affirnmng our 'BBB/A-2' |ong- and short-termissuer credit ratings
on Hypo.

e The stable outlook reflects our projection of continued sound econonic
conditions in Finland and our view that changes to the bank's
conservative lending policies and capital managenent are unlikely over
our 12-24 nonths outl ook horizon

Rating Action

On July 25, 2018, S&P d obal Ratings affirnmed its 'BBB/ A-2' |ong- and
short-termissuer credit ratings on Finland-based The Mrtgage Society of
Finl and (Hypo). The outlook is stable.

Rationale

The affirmation reflects our view that Hypo maintains its prudent underwiting
standards and very strong capitalization while potentially growing its |oan
book at a relatively high pace of about 15% annually over the next two to
three years. Despite its growh, Hypo renmains a snmall niche player in Finland.
It also continues to rely nore strongly on senior unsecured whol esal e fundi ng
despite grow ng i ssuance of covered bonds recently.

Hypo operates with a concentrated busi ness nodel focused on residential

nort gage | endi ng to housi ng conpani es and househol ds in Hel sinki, southern
Finl and, and in specified growmh centers in the rest of the country. Despite
strong | oan growh in recent years, nearly doubling its custoner |oans since
2014, it holds only a small narket share in Finland, with total assets of €2.7
billion as of March 31, 2018. Moreover, the growh did not result in stronger

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT JULY 25,2018 2



Research Update: The Mortgage Society of Finland 'BBB/A-2' Ratings Affirmed On Unchanged Asset Quality And
Capitalization; Outlook Stable

profitability as its cost-to-incone ratio deteriorated and surpassed 60%in
2017--for the first tine since 2012. The ratio was 67.6%in first-quarter
2018, weaker than nost banks in the Nordic countries, but we note Hypo's
sizabl e one-tine contribution to Finland's Financial Stability Fund. W
project that profitability will inprove, however, mainly reflecting a higher
net interest margin fromlower funding costs.

Hypo offsets this rating weakness with very strong capitalization. W expect

its risk-adjusted capital ratio to reach 16.0% 16. 5% over the next 24 nonths,
conpared with 17.1% as of Dec. 31, 2017. The projected decline results from

the continued high | oan growth outpaci ng earnings retention

Its regionally focused nortgage business nmakes the bank vul nerable to rea
estate price devel opnent in sone regions of Finland. That said, its |oan | oss
track record is strong, with a negligible nonperformng [oan ratio of 0.13% on
March 31, 2018. Also, the bank has very conservative |lending policies, in our
view This is denpnstrated, for exanple, by its reported average | oan-to-val ue
(LTV) ratio on nortgage | oans of 36.5%as of March 31, 2018.

We continue to view Hypo's funding and liquidity as weaker than Finnish peer
banks. Fundi ng conmes predomi nantly from whol esal e markets, with 43% of tota
funds representing whol esal e instrunents as of March 31, 2018. In our view,
these are generally nore confidence-sensitive and prone to volatility during
adverse market and economic conditions. The el evated | oan-to-deposit ratio of
156% at the end of first-quarter 2018 i s weaker than nost banks in Finland and
under pi ns our conservative assessnment. W view as positive the increasing
share of covered bonds, which I eads to an inproving funding profile given the
| ong-term | endi ng busi ness on the asset side. Mreover, Hypo's broad liquidity
asset to short-termwhol esale funding nultiple was at 1.4x, an average netric
in conparison to rated banks on a gl obal scale. However, Hypo's nonoline

busi ness nodel, small size, and relatively high share of whol esal e fundi ng may
require stronger liquidity buffers in a stress event than at |arger nore

di versified peers.

Outlook

The stable outlook reflects our view that sound construction activity in

Finl and on the back of an inproving econom ¢ environnent will support Hypo to
reach its growth anbitions without diluting its asset quality. It also
reflects our view that nmaterial changes to the bank's capital nanagenent are
unl i kely over our outl ook horizon

Downside scenario
We could | ower the ratings on Hypo in the next 18-24 nonths if:
e« Hypo unexpectedly changes its current conservative |ending policies;

e Hypo fails to maintain its very strong capital (for exanple, by nore
aggressi ve business grow h wi thout correspondi ng earnings inprovenents);
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or

« Hypo manages its liquidity buffers nore aggressively than currently,
| eading to a substantial weakening of its liquidity ratios. We viewthis
scenario as unlikely, however.

Upside scenario

A positive rating action is, in our view, renmpte at this stage. It could be
triggered by an inproved funding profile denmonstrated by a nore diversified
funding mx and funding netrics in line with donmestic peers'.

Ratings Score Snapshot

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

Anchor a-

Busi ness Position Weak (-2)

Capi tal and Earni ngs Very Strong (+2)
Ri sk Position Moderate (-1)
Fundi ng and Liquidity Bel ow Average and Adequate (-1)
Suppor t 0

ALAC Support 0

GRE Support 0

G oup Support 0

Sover ei gn Support 0

Addi ti onal Factors 0

Related Criteria

e Criteria - Financial Institutions - General: Methodol ogy For Assigning
Fi nancial Institution Resolution Counterparty Ratings, April 19, 2018

e Criteria - Financial Institutions - General: Risk-Adjusted Capital
Framewor k Met hodol ogy, July 20, 2017

e Ceneral Criteria: Methodol ogy For Linking Long-Term And Short-Term Rati ngs
, April 7, 2017

* Criteria - Financial Institutions - Banks: Bank Rating Methodol ogy And
Assunptions: Additional Loss-Absorbing Capacity, April 27, 2015

e General Criteria: Goup Rating Methodol ogy, Nov. 19, 2013

e« Criteria - Financial Institutions - Banks: Quantitative Metrics For
Rati ng Banks d obal ly: Methodol ogy And Assunptions, July 17, 2013

e Criteria - Financial Institutions - Banks: Banking Industry Country Ri sk
Assessnent Met hodol ogy And Assunptions, Nov. 9, 2011
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e Criteria - Financial Institutions - Banks: Banks: Rating Methodol ogy And
Assunptions, Nov. 9, 2011

e Ceneral Criteria: Use OF CreditWatch And Qutl ooks, Sept. 14, 2009

Related Research

e Banking Industry Country Ri sk Assessnent: Finland, Feb. 2, 2018

* Nordic Banks' Capitalization Should Remain Stable Despite Revised Basel
11 Standards, Jan. 24, 2018

« The Mortgage Society of Finland, Sept. 14, 2017
Ratings List

Rati ngs Affirned

The Mortgage Soci ety of Finland
| ssuer Credit Rating BBB/ St abl e/ A- 2
Seni or Unsecured BBB

Certain terms used in this report, particularly certain adjectives used to
express our view on rating relevant factors, have specific neani ngs ascribed
to themin our criteria, and should therefore be read in conjunction with such
criteria. Please see Ratings Criteria at ww. st andardandpoors.com for further
information. Conplete ratings information is avail able to subscribers of

Rati ngsDi rect at www. capitalig.com Al ratings affected by this rating action
can be found on S&P d 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 O fice (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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