Financial Stability
=4 Report
g 2009:1

2 June 2009






B Contents

B FOREWORD 5
B SUMMARY OF THE STABILITY ASSESSMENT 7

B FINANCIAL MARKETS 15

Summary of risks for the financial markets 36

W THE SWEDISH BANKS' BORROWERS 43
The Swedish household sector 45
The Swedish corporate sector 53
The commercial property market and property companies 59
The Swedish banks' borrowers abroad 65

Summary of risks for the borrower sector 73

B DEVELOPMENTS IN THE BANKS 75
The effects of the financial crisis on the Swedish banks 76
Earnings and profitability 77
Lending and credit risk 80
Funding - liquidity risk 92
Contagion risks 93
Stress test of the banks resilience 95

Summary of risks for the major Swedish banks 100

B THE FINANCIAL INFRASTRUCTURE 103
The financial infrastructure during the financial crisis 104

The systems in the Swedish financial infrastructure 107
B ARTICLE: Global recession and financial stability 113
B ARTICLES IN PREVIOUS STABILITY REPORTS 133

M GLOSSARY 135



BOXES

The Riksbank and financial stability 6

What does the Riksbank’s extra lending imply? 22
Developments in Eastern Europe 32

The Riksbank's new measures 38

Swedish market participants’ views of risks
and the functioning of the Swedish markets 39

Stress test of households' debt servicing ability 51

The effects of the financial crisis on
companies’ funding possibilities 57

What are loan losses? 87

Capital — regulatory capital in accordance
with Basel Il and economic capital 89

Handling counterparty risks in the financial infrastructure 105



B Foreword

The Riksbank has the Riksdag's mandate to promote safe and efficient
payments. This entails safeguarding the stability of the financial
system, which is also a prerequisite for an effective monetary policy.

An ongoing analysis of stability provides possibilities for the early
detection of changes and vulnerabilities that together can lead to a
serious crisis. A thorough analysis also facilitates the management
of a crisis if one were to occur. The Financial Stability Report, which
is published twice a year, presents the Riksbank's overall assessment
of risks and threats to the financial system and an evaluation of the
capacity for coping with them. The work on the analysis of stability
is accordingly an instrument that is directly connected with the
Riksbank’s function of promoting safe and efficient payments.

By making the analysis available to financial market participants
and other interested parties we can share our viewpoints and
contribute to the debate on this subject.

The Executive Board of the Riksbank discussed this Report at its
meetings on 7 and 26 May. The Report uses data available as at 26
May.

Stockholm, June 2009

Stefan Ingves
GOVERNOR OF SVERIGES RIKSBANK
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The Riksbank and financial stability

he Riksbank has the Riksdag's mandate

to “promote safe and efficient

payments”. Payments are material to
every economic activity and a central feature of
the financial system. The government therefore
has a particular interest in overseeing the
functioning of payment systems. A serious crisis
in the financial system is liable to entail extensive
economic and social costs.

The commercial banks are responsible for the
central components of payment systems. At
the same time, banking has a number of special
characteristics. Liquidity risk is a natural part

of banks' activities since they normally obtain
short-term funding and provide long-term
loans. Moreover, the similarity of the operations
in different banks entails a risk of problems
elsewhere hitting many banks simultaneously.

In Sweden the four major banks
(Handelsbanken, Nordea, SEB and Swedbank)
have a dominant position, with a combined
market share of around 75 per cent. Besides
the banks, the financial system comprises other
institutions, market places and the financial
infrastructure for registering and settling
transactions. The infrastructure also includes the
public framework, that is, rules and legislation.

Stability is founded on confidence in the
financial system. The occurrence of a problem
in one institution may suffice to generate
apprehensions that spread to similar operations
elsewhere. A loss of confidence can make

it difficult for the banks to undertake their
operations, in which case the system will be in
danger. The basic requirements for confidence
are sound institutions and efficient markets.

The Riksbank analyses the financial system’s
stability on a continuous basis for the early
detection of changes and vulnerabilities that
could lead to a crisis. The analysis focuses on
the systemically important institutions: the four
major banks. The Financial Stability Report,
published twice a year, presents the Riksbank’s
view of the risks and the banks' capacity to cope
with any shocks. Knowledge is also disseminated
in other ways: by arranging dialogues with
market participants, publishing speeches and
participating in the public debate. Moreover, the
Riksbank is in a position to influence the framing
of laws and rules that pertain to supervision and
crisis management, for instance by submitting
opinions and by participating in international
organisations.

The Riksbank is the authority that has the
possibility to provide emergency liquidity
assistance if problems arose of such a serious
nature as to threaten the entire system. To be
able to use this possibility in a good way requires
adequate crisis preparedness. This in turn
requires an appropriate crisis organisation with
good information channels and analysis tools
and well-developed forms of cooperation with
other authorities.

The Riksbank cooperates closely with
Finansinspektionen and the Ministry of
Finance. The Ministry of Finance is responsible
for the regulation of financial enterprises and
Finansinspektionen (the Swedish Financial
Supervisory Authority) is responsible for
supervision. The authorities’ interaction is
important both in the preventive work and in
the event of crisis management. The same also
applies internationally as financial enterprises
increasingly operate across national borders.



B Summary of the stability assessment

In brief

When the previous Financial Stability Report was published in
November 2008 the greatest threat to the banks was the shortage

of liquidity. The Riksbank's liquidity assistance and the government's
guarantee programme for the banks' borrowing have contributed to
reducing this risk. At the same time, there are signs that conditions

on the international credit markets have eased slightly. There is still
considerable sensitivity to individual shocks. The confidence crisis may
therefore gain new impetus, which could have consequences for the
banks' possibilities to obtain funding.

Economic activity in the world has deteriorated considerably
since November. The forecasts for growth have been gradually revised
down and the world economy is expected to shrink by a good one
per cent during the current year." The poorer economic activity in the
world hits Sweden hard, and GDP is now expected to fall by about 4.5
per cent in 2009. In 2010 growth is expected to be slightly positive,
both in Sweden and abroad. The poorer economic activity has a
negative effect on the outlook for the banks' borrowers and credit risk
is now the most immediate risk for the banks.

In the Riksbank’'s main scenario for the banks’ loan losses, the
banks are altogether expected to make loan losses totalling SEK 170
billion in 2009 and 2010. Just under 40 per cent of these losses are
expected to stem from the bank groups' operations in the Baltic
countries and in the rest of eastern Europe. However, the banks have
sufficient capital to meet losses of this magnitude, and are well-
capitalised in an international comparison.

However, there is considerable uncertainty in the assessment of
future economic developments and their effects on the banks. The
Riksbank has therefore examined the banks' resilience towards a much
worse, but less likely, scenario in what is known as a stress test. In this
test, too, the banks manage the statutory level for the Tier 1 capital
ratio.

The Riksbank's assessment is that the authorities’ measures are an
important condition even now for ensuring that the financial system
in Sweden will be stable. Sweden stands well-equipped, even if the
situation were to worsen.

See Sveriges Riksbank (2009), "Monetary Policy Update”, April.
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The Riksbank's assessment
of financial stability

THE WORLD ECONOMY'S DEEPEST CRISIS
SINCE THE SECOND WORLD WAR

The global financial crisis intensified greatly in autumn 2008 in
connection with US investment bank Lehman Brothers filing for
bankruptcy protection. The functioning of most of the markets was
seriously disrupted as the result of a lack of confidence between
financial institutions. Trading in certain securities completely ceased
to function. In turn, this meant that financial institutions borrowed
increasingly large volumes at ever shorter maturities on the interbank
market to manage their funding needs, at the same time as the
functioning of the interbank market itself worsened. The Swedish
financial markets were also hard hit and some sub-markets ceased
functioning. Just like banks around the world, banks in Sweden
encountered problems in funding themselves in the market. However,
unlike many other countries, the Swedish interbank market continued
to function relatively well, even if activity declined substantially. Since
November, when the previous Financial Stability Report was published,
the situation for banks globally has worsened in that world economic
activity has deteriorated substantially. In November we highlighted
the risk that the economic downturn could be more serious and more
prolonged than was expected at that time. Since then economic
activity around the world has continued to weaken considerably with
a severe deterioration in production and demand. The forecasts for
growth have been gradually revised down and the world economy

is expected to shrink by 1.1 per cent during the current year.2 World
trade fell by almost 10 per cent in December 2008, compared with
the same month in the previous year, which is the largest decline
since the end of the 1940s. The poorer economic activity in the world
hits Sweden hard, and GDP is now expected to fall by about 4.5 per
cent in 2009. Exports fell heavily towards the end of last year and the
labour market situation has deteriorated. The Riksbank is assuming
that GDP in Sweden will fall by roughly as much in 2009 as during
the economic crisis at the beginning of the 1990s, although the fall at
that time took place over several years. In 2010 growth is expected to
become slightly positive, both in Sweden and abroad.

At the same time as the credit tightening following in the wake of
the financial crisis has contributed to worsening economic prospects,
the economic recession has in turn contributed to stricter credit terms.
This means that both the global and the Swedish economies have
entered a situation where falling activity and tougher terms on the
credit market reinforce one another. However, in Sweden there are
so far few signs that companies and households will suffer a credit
tightening more than is normally the case in an economic downturn.

2 See Sveriges Riksbank (2009), "Monetary Policy Update”, April.



THE AUTHORITIES ARE CONTINUING
TO TAKE EXTENSIVE MEASURES...

Central banks, including the Riksbank, have lent large amounts to the
banks at longer maturities than normal and against a broader spectrum
of collateral than previously, to secure the banks' supply of liquidity. This
measure was necessary to meet the banks' borrowing requirements,
as they had been unable to obtain funding on the market. In addition,
several central banks have provided emergency liquidity assistance to
individual institutions. For instance, during the autumn, the Riksbank
provided special liquidity assistance to two financial institutions,
Kaupthing Bank Sverige AB and Carnegie Investment Bank AB. The
Riksbank has also entered into swap agreements with the central
banks in Estonia and Latvia, where the Swedish banks have substantial
activities. The financial systems in the Baltic countries are closely
entwined with the Swedish system. Consequently, the Riksbank has
decided to contribute towards strengthening the respective central
banks' ability to safeguard financial stability in their countries. In May
2008 the Riksbank also entered into a swap agreement with Iceland's
central bank, for the purpose of helping promote macroeconomic and
financial stability in Iceland.

Several central banks have seen their balance sheets more than
treble as a result of the measures taken during the crisis. For the
Riksbank these measures have meant that the lending to the banks
has increased by a total of around SEK 350 billion (see the box What
does the Riksbank's extra lending imply?).

In addition, central banks have cut their policy rates substantially,
approaching zero per cent, to mitigate the effects of the global
economic slowdown. If a central bank were to need to further
stimulate the economy in this situation it has other means than the
policy rate at its disposal. For example, the Bank of England and the
Federal Reserve have begun to purchase various types of domestic
financial assets with the aim of influencing longer interest rates.

On top of this, governments in several countries have continued
to develop their rescue packages. These contain guarantees and
capital injections to minimise the risk of more defaults in the bank
sector and thereby contribute to restoring confidence between
institutions. The government support packages are also aimed at
encouraging the banks to lend more, as shortage of credit could
aggravate the economic downturn. Several countries have also
decided on a more expansionary fiscal policy to counteract the
downturn in economic activity. The Swedish government's guarantee
programme, which was introduced last autumn, has been utilised by
four financial institutions so far, and the outstanding amount under
the programme is currently SEK 328 billion.

...BUT THE LACK OF CONFIDENCE REMAINS

During the six months that have passed since the previous Financial

SUMMARY OF THE
STABILITY ASSESSMENT
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Stability Report was published the financial crisis has continued.
However, there are signs that the most acute stage of the crisis

may have passed. During the spring, the situation on the interbank
markets has eased slightly and interbank rates have fallen. This is
primarily due to the central banks' large interest rate cuts and to the
measures taken by the central banks to ensure access to liquidity.

Until quite recently it was very difficult for the banks to finance
themselves in the bond market. It was primarily the possibility of
government guarantees that was behind the increase in issued volumes
on the bond market at the beginning of the year. However, there have
recently been signs of some easening. During the second quarter an
increasing number of financial institutions have been able to issue
securities without a government guarantee, and similarly an increasing
number of non-financial companies have been able to issue. This also
applies to companies with poorer credit ratings. At the same time, some
financial institutions have obtained funding even at longer maturities. This
indicates that the risk appetite has increased somewhat.

However, the international credit markets are far from functioning
in the way they did prior to the financial crisis, and the lack of confidence
between financial market participants remains. One reason for this could
be that there still appear to be unrealised losses in various parts of the
global bank system. Further capital injections will probably be required for
the banks globally as economic conditions deteriorate under the recession.

The continued lack of confidence means that sensitivity to individual
shocks in the financial system remains. The confidence crisis may
therefore gain new impetus, which could have consequences for the
banks' possibilities to obtain funding. At the same time the credit spreads
between corporate bonds and government bonds remain high, which
implies an uncertainty among investors as to how the recession will affect
companies’ earnings capacity and credit ratings.

THE MAJOR SWEDISH BANKS ARE NOW FACING INCREASING
LOAN LOSSES

When the previous Financial Stability Report was published the
major Swedish banks were financially strong, profitability was good
and loan losses were at historically low levels. At that point the
shortage of liquidity was the greatest threat to the banks. Since then
the authorities have in various ways guaranteed the liquidity in the
system, the banks have injected more equity capital and it appears
that some parts of the credit market have begun to function slightly
better. This means that the liquidity risk is no longer at the forefront.
As economic activity and prospects for the banks’ borrowers have
deteriorated, credit risk has taken over as the most imminent risk. The
major Swedish banks are now facing substantial loan losses.

However, different categories of borrower and different countries
will be affected to varying degrees (see Chapter 2). Although Swedish
households are affected to a large degree by the decline in economic
activity, stress tests of households' ability to pay show that they have
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CHAPTER 2

Chart 2:24. Maturity structure for outstanding
corporate bonds.
SEK billion

09 10

Sources: Bloomberg and the Riksbank

Chart 2:25. Maturity structure for corporate certi-
ficates 2009.
SEK billion

2009 2010
W SEK

Note. These data refer only to corporate certificates
issued in Sweden.

Sources: Euroclear Sweden AB and the Riksbank

Chart 2:26. Corporate credit quality measured by

expected default frequency (EDF), historical outcomes
and forecasts according to the Riksbank's main scenario

Per cent
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Note. The uncertainty intervals are the intervals within
which the average EDF is judged to lie with probabilities
of 50 and 95 per cent, respectively, given the Riksbank's
main scenario in the Monetary Policy Update in April
2009. The intervals thus reflect the uncertainty over
how the EDF is affected by changes in GDP, inflation
and in the three-month risk-free rate. The interval does
not take into account the uncertainty in the macroeco-
nomic variables.

Sources: Moody's KMV Credit Edge and the Riksbank

rates for new loans. This could in turn turn lower companies’ interest
coverage ratios as the earnings in the companies are not expected to
increase to the same extent despite an improved business cycle. This
means in turn that the probability that companies will not manage to
repay their debts within a certain period increases, which can lead to
the number of bankruptcies rising once again. The increase in credit
risk that this indicates could lead to larger loan losses for the banks.
However, developments in credit quality for the median company

in various branches differ substantially. Credit quality for companies
in the transport and services sectors is deteriorating more than for
other industries. The development of bankruptcies is expected to be
relatively high even for companies in the construction and hotel and
restaurant industries.

The banks' lending to private equity investment companies also
comprises a risk in the future.> Loans to leveraged buyouts involving
private equity investment companies have increased substantially in
recent years. The Riksbank's examination of the four major banks’
reports and interviews with them show that their credits for leveraged
buyouts in which private equity companies are involved total over
SEK 120 billion. That is about 1.7 per cent of these banks' total

stock of loans. The credit quality of the companies that the private
equity investment companies have already acquired is expected to
deteriorate in the future. These companies have a high debt burden
which makes their situation and the situation for the banks that have
lent to the private equity investment companies particularly alarming.
However, these credits are almost exclusively senior credits which
have top priority in the event of bankruptcy. Credits with a lower
priority are disposed of immediately in the secondary market, which
reduces the risks associated with lending. At the same time it will
become increasingly difficult for private equity investment companies
to obtain funding for new company acquisitions if the banks choose
to reduce their risk-weighted assets. *°

To summarise, the credit risk in the Swedish corporate sector will
increase over the coming three years, while the demand for credit
will decline. The reasons for this are the rapid economic downturn
and the weak recovery, combined with rising lending rates in the
future. The number of bankruptcies has already begun to increase as a
consequence of companies’ financial positions having deteriorated in
a very short time. So far the number of bankruptcies has increased at
the same rate as at the beginning of the 1990s crisis. But the starting
position of the Swedish economy is much better today, notably
because of the low interest rates that help to hold back bankruptcy.

59  See Sveriges Riksbank (2008) “The Swedish Financial Market 2008", page 63 for a closer description of
private equity investment companies.

60  See the quarterly survey by the Swedish Private Equity & Venture Capital Association, the Innovations-
bron and the Swedish Agency for Regional and Economic Growth on private equity investment compa-
nies" activities and funding at an early stage for Q3 2008.



The effects of the financial crisis on companies’ funding possibilities

ending to non-financial companies Chart B10. Corporate borrowing from credit institutions
. . . and their securities funding in Sweden and abroad
has increased at a rapid rate since the SEK billion
financial crisis started in summer 2007.
This is somewhat surprising given the current 3000
economic situation, particularly as companies 2500 |- | -
are painting a picture through various surveys | . | N
of experiencing difficulties in obtaining I
funding. This box provides a current status PO r |
report on companies’ funding possibilities 1000 8
and explains why Financial market statistics 500 |
and surveys provide different pictures of
developments. 0798 99 00 01 02 03 04 05 06 07 08 09

Statistics and surveys point in different directions

) . The companies’ funding structure
Since summer 2007 corporate borrowing

from credit institutions has increased at a high Borrowing from Swedish credit institutions

rate (see Chart 2:23). During 2008, however, is the most important source of funding
borrowing began to increase at a slightly lower  for Swedish companies. This is followed by

rate, although it is still high. According to borrowing from foreign credit institutions, which
various surveys, companies have stated, quite constitute however a much smaller share of
contrary to the official statistics, that it is difficult the companies’ debt (see Chart B10). Another
to obtain credit. For example, 60 per cent of important source of funding is debt securities.
the bank managers in ALMI's bank lending This form of funding takes place on the bond

indicator®' state that it is more difficult for new  market by issuing corporate bonds and in the
than for existing corporate customers to obtain ~ money market by issuing commercial paper.
loans compared to one quarter ago. In several When a corporate bond matures, a refunding
other surveys many companies, both large and  need arises, which the company must cover in
small, claim that it is more difficult or much more one way or another, given that the total funding
difficult than normal to obtain funding, and it need remains unchanged.

is especially difficult to obtain loans with long

maturities. However, the picture is not clear,

although the surveys point to the banks having

tightened their lending standards for companies

in certain industries. %2 To find explanations

for the large increase in borrowing despite the

opposing picture given by the surveys, one

must first understand the companies’ funding

structure.

61 ALMI Foretagspartner AB carries out a survey of 150 bank managers every quarter. The most recent survey was published in April 2009.
62 According to the Riksbank's survey “The funding situation according to companies”, March 2009, the National Institute of Economic Research’s
business tendency survey April 2009, and the Swedish Federation of Business Owners survey "Small business in crisis”, March 2009.

B Swedish credit institutions
W Debt securities
in Sweden
Foreign credit institutions
Debt
securities abroad
W Trade credits

Note. All data for the first
quarter of 2009 has not yet
been published.

Sources: Statistics Sweden and
the Riksbank
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W Local governments and
government-linked companies

m Non-financial companies
= Financial companies
Covered bonds

B Government guaranteed
(including Volvo finans)

Note. Companies linked to

the government such as

Telia Sonera, Vattenfall and
Vasakronan are included in the
column “Local governments
and government linked compa-
nies". The statistics refer to all
corporate bonds with a maturity
of more than 18 months not
issued by governments or in
the mortgage institutions’
benchmark programme. The
outcome for Q2 refers to issues
up to 22 May 2009.

Sources: Bloomberg and
the Riksbank

Chart B11. Total issued in the Swedish corporate bond
market broken down by issuer
SEK billion
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The companies’ funding problems

There are several factors that may have
contributed to corporate borrowing continuing
to increase at a relatively high rate, despite

the fact that surveys show that companies
consider it much more difficult to find funding
via banks and the market. One explanation
for the companies’ increased borrowing could
be that since 2008 companies have found it
more difficult to fund their operations through
the securities market and that it has become
more expensive to do so (see Chart B11). The
companies can then make use of existing credit
lines in Swedish and foreign banks, which thus

increases the borrowing from credit institutions.
At the same time, the banks must in turn fund
the credit lines used by the companies. However,
under the prevailing circumstances it is also
expensive for the banks to acquire funding, at
the same time as the funding opportunities are
limited. This could mean that it becomes more
difficult for small, higher-risk companies to
borrow from the banks. In other words, the large
companies’ increased borrowing may repress

the possibilities for smaller companies to borrow
from the banks. This is reflected in both the
Swedish Federation of Business Owners survey
and in ALMI's bank lending indicator.

A further explanation as to why companies
consider it difficult to obtain funding is that the
banks are trying to reduce their own funding
costs. One means of doing this is to try to retain
the credit rating they already have or to try
to acquire a better credit rating in the market.
They can do this for instance by increasing
their capital. However, increasing capital entails
costs for the banks, which means it is easier
to try to bring down or retain the level of the
risk-weighted assets. The banks can achieve
this, for example, by cutting down on lending
to small companies, whose possibilities to
fund themselves by means of bank loans thus
deteriorate.



Despite the poorer financial position, companies are continuing to
increase their borrowing from credit institutions. This is largely because
companies’ opportunities to fund their operations in the bonds and
securities market have deteriorated. It has at the same time pushed
aside the banks' lending for new investment planned by existing and
new customers.

The commercial property market
and property companies

This section describes the financial position of property companies,
and how their borrowing and their debt servicing ability is expected to
develop in the future. A large share of the banks' lending to property
companies is with property as collateral. The value of the property
used as collateral and the property companies' earnings and debt
servicing ability are determined in the commercial property market.
The section therefore begins with a review of developments in this
market.

THE COMMERCIAL PROPERTY MARKET

Commercial property prices in Sweden and abroad have continued
to fall substantially (see Charts 2:27 and 2:43). However, the price
fall has not been as large in Sweden as in, for instance, the United
Kingdom and Ireland. On the other hand, prices in Sweden have
fallen more than they have in, for instance, France, the Netherlands,
Spain and the United States.® In Sweden commercial property prices
fell (that is, offices, retail, industrial premises and residential) by
almost eight per cent in 2008, compared with the previous year. This
can be compared with a price fall of between just over 17 and 26 per
cent in Ireland and the United Kingdom respectively, and of between
two and seven percent in France, the Netherlands, Spain and the
United States during the same period. The fact that prices have fallen
by different amounts is due to the extent to which the rental market
has been able to secure good earnings and thereby counteracted the
generally increased yield levels and thereby the price fall. In addition,
the variations in price developments depend on how large the
previous price increases have been in the respective markets. ¢

The price fall in the different segments of the Swedish commercial
property market varies between six and eight per cent. Offices
and industrial property represent the segments with the largest

63 According to the annual French price index the price outcome for all types of property was 6.0 per cent.
According to the biannual French price index, however, the annual change in price was -9.2 per cent. The
difference is explained by the difference in property price portfolios in the different indices, where the
biannual index contains a much larger percentage of listed property companies.

64 Investment Property Databank (2009), press releases.
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Chart 2:27. Commercial property prices in Sweden
and abroad
Annual percentage change
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Sources: Investment Property Databank (IPD), Reuters
EcoWin, MIT Center for Real Estate and the Riksbank

Chart 2:28. Commercial property prices in Sweden
Annual percentage change
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Note. The population of office properties may differ
from Newsec's in Chart 2:29. This is because IPD/SFI's
office value represents offices in the whole of Sweden
based on the values of the 1,276 properties from IPD/
SFI's total of 17 members, which accounts for SEK 225
billion of the Swedish property market.

Sources: IPD, Reuters Ecowin and the Riksbank
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CHAPTER 2

Chart 2:29. Real prices of office premises in city
centres
Index 1981=100
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Note. To take into account inflation, the prices have
been deflated by the CPI. This makes it possible to
compare the prices over time.

Sources: Newsec and the Riksbank

Chart 2:30. Average yield levels for modern office
premises in city centres
Per cent
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and smallest price falls respectively over the past year (see Chart
2:28). In an international comparison, however, it does not appear
that any specific property segment has overall had a more positive
development in value than any other. For example, offices have
shown the largest price falls in Sweden, Ireland, the Netherlands

and the United Kingdom, while the largest price falls in France and
Spain have been in industrial premises and retail respectively. Among
the city centre locations in Sweden the largest fall in prices has been
on office premises in Stockholm (see Chart 2:29). As a result of the
financial crisis and the general deterioration in economic activity,

the demand for commercial property as an investment object has
declined. Similarly, the demand for commercial premises from tenants
of office, retail and industrial premises has declined as a result in turn
of declining demand for the respective tenant's goods and services.

The falling prices are first and foremost explained by yield levels
continuing to rise. The rising yield levels are due to the fact that

in the wake of the crisis investors are now demanding higher
compensation, that is, risk premiums, for investing in property (see
Chart 2:30). As the price that an investor is prepared to pay for a
property corresponds to the ratio between the net operating income
generated by the property and the yield of the property, these
increased yield levels mean that the property prices have continued
to fall. In the same way as these higher yields are what is currently
explaining the downturn in property values, it was the earlier low
yields that explained the rise in prices in the years 2003 -2007. As
most investors are now acting cautiously and the recession is expected
to continue for a while, the yield levels are expected to continue
rising and commercial property prices are consequently expected to
continue falling. ¢

At the same time, investment in the market for Swedish commercial
property has continued to decline. This has also contributed to
prices continuing to fall. It is first and foremost the foreign investors’
reduced presence that has had an impact. In 2008 foreign investment
represented 25 per cent of the total transaction volume while in
2007 it represented almost 60 per cent. Among the business carried
out in 2008, the dominant news was AP Fastigheter's acquisition of
state-owned Vasakronan in July 2008. This came to be the largest
property deal ever made in Sweden and counteracted the downturn
in transaction volume. Including AP Fastigheter's acquisition of
Vasakronan for SEK 41 billion, the total transaction volume in the
Swedish commercial property market amounted in 2008 to SEK 133
billion, which can be compared with SEK 146 billion in 2007.% The
transactions that are nevertheless made are of a smaller size.®”

65  One probable development is that the yield levels for property of poorer quality in poorer locations will
increase more than the yield levels for property of better quality in better locations.

66 See Newsec (2009), "Nordic Spring Report”, March.

67  See, for example, the discussion in Affarsvirlden magazine on 11 March 2009.



The reduced investment is largely explained by liquidity problems.
The investors who have nevertheless been active in the Swedish
commercial property market in 2008 have in general been less
leveraged than before and therefore affected to a lesser extent by the
banks' stricter lending standards. ¢ On the other hand, the foreign
investors who were earlier active in the Swedish investment market
have been relatively highly leveraged in their investments. Now that it
has become more difficult to obtain loans, foreign investment has also
declined. Property analysts have further made the assessment that the
foreign investors who are active outside their own domestic markets
will probably turn to markets where they judge prices to be closer to
bottom than in the Swedish market.

The rental market has begun to weaken and is yet another reason
why property prices are expected to continue falling. Rents have so
far been fairly good, while the vacancy rates, that is, the percentage
of premises not let, have been low (see Charts 2:31-2:34). This

has meant that property owners' rent income and net operating
income has increased. As employment and household consumption
decline and demand for companies’ goods and services decrease 7
the demand for premises is expected to decline and the number of
vacancies to increase. This is because the risk increases that tenants
will go bankrupt and that tenants may for cost reasons need to
begin renting smaller premises or alternatively move to cheaper
premises in less attractive locations. Property owners may thus be
forced to renegotiate rent contracts at lower levels. As a result of
rent agreements having a fixed period of three to five years, rents
are stickier than house prices. During the first quarter of 2009 the
vacancy rates for office premises in Stockholm city centre have
increased and rents have fallen slightly (see Chart 2:34). A reasonable
assessment is that vacancies will also increase in other parts of the
country and that rents will fall in a similar pattern. Despite the fact
that construction investment in premises will decline over the coming
years”! there will be a number of new offices”? and new retail
premises built”?, which contributes further to an increase in vacancies
and falling rents, and falling prices on this type of property.

68  See Newsec (2009), "Nordic Spring Report”, March.

69 A comment made by property consultant Jones Lang LaSalle, in Dagens Industri newspaper on 2 March
2009.

70  See Sveriges Riksbank (2009), "Monetary Policy Update”, April.

71 See the Swedish Construction Federation (2009), "Byggkonjunkturen”, no. 2, May (survey of economic
activity in the construction industry).

72 See Jones Lang LaSalle Nordic City Report Spring 2009 and the comment by the property consultant
Jones Lang LaSalle, at www.SvD.se, made on 14 April 2009.

73 See Newsec (2009), "Nordic Spring Report”, March.
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Chart 2:31. Real prices and rents of office
premises in Stockholm city centre
Annual percentage change
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Chart 2:32. Real rents of office premises in city
centres
Index 1981=100
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Chart 2:33. Vacancy rate for office premises in city
centres
Per cent
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Chart 2:34. Vacancy rate and nominal rents for office

premises in Stockholm city centre

Per cent, SEK per square metre and year

90 92 94 96 98 00 02 04 06

W Rent (left scale)
—— Vacancy ratio (right scale)

Sources: Newsec and the Riksbank

Chart 2:35. Price development of property shares
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THE PROPERTY COMPANIES

The property companies’ financial position has begun to deteriorate.
This is indicated by the number of bankruptcies in the total property
sector having continued to increase in recent months.”* Even if none
of the listed property companies has gone bankrupt, their financial
position has deteriorated, for instance, in the form of the interest-
bearing liabilities having increased during the report period in most
of the listed property companies.” Both the debt/equity ratio and
solvency in the companies has thus deteriorated on the whole. In
addition, the loan-to-value ratios have increased slightly on the
whole, which can be explained by the fact that the interest-bearing
liabilities have increased and the properties’ values have declined.
Despite the fact that rent income has shown a positive development
and entailed increased net operating income as a result of the good
growth in the rental market up to now and thereby good cash flows,
the property companies’ results have deteriorated substantially, with
a number of property companies experiencing negative results. This is
because most of the listed property companies have made extensive
write-downs of the value of their property stock in the form of
unrealised changes in value.”®

The property companies' current debt servicing ability is fairly good,
but has deteriorated. The listed property companies have during

the report period had an interest coverage ratio that has meant that
the property companies have generated sufficient cash flows to be
able to meet their interest payments. The high interest rates last
autumn constituted a threat to the property companies’ debt servicing
ability, although this has been staved off by the Riksbank’s extensive
interest rate cuts. However, some concern has been expressed over
an increased risk premium in the banks' lending which could to some
extent cancel out the effect of the interest rate cuts.”” In a comparison
with the property crisis of the 1990s, however, the current interest
rate situation is much more beneficial for the property companies.

Prices of property shares have largely followed general share prices
in recent years. Since the beginning of the 2000s, prices of property
shares, that is, shares in property companies, have shown a slightly
more positive development than the NASDAQ OMX Stockholm on
the whole (see Chart 2:35). The downswing in property share prices
and in the OMXS that began in the second half of 2007 is explained

74 This refers to all property companies, that is, also non-listed property companies. The number of
bankruptcies among property companies with at least one employee amounted during the twelve-month
period May 2008 to April 2009 to 67, which can be compared with 48 during the twelve-month period
May 2007 to April 2008.

75  The 17 property companies listed on NASDAQ OMX Stockholm are the property companies best covered
by statistics and the analysis of financial ratios thus focuses these property companies. The report period
refers to January to March 2009. Unless otherwise stated, comparisons are made with the corresponding
period in the previous year.

76  In accordance with the IFRS accounting regulations such changes in value are to be reported in both the
companies' profit and loss accounts and their balance sheets.

77  See, forinstance, “Léttat rantetryck ger bolagen spelrum” (reduced interest rate pressure gives compa-
nies better scope), Fastighetsvarlden magazine 3/2009.



by the general uncertainty in the financial markets. The stock market's
evaluation of the property companies in terms of market capitalisation
has followed the same pattern and fallen since the middle of 2007 to
the lowest level in five years.

The property companies’ borrowing from the four major Swedish
banks has continued to increase during the fourth quarter, albeit at
a slower rate.”® There are also signs that the property companies,
like the property sector as a whole, have experienced difficulty in
obtaining external funding in the form of, for instance, bank loans as
a result of stricter lending standards and higher lending margins. At
the same time, economic activity is declining rapidly. This has meant
that the property companies and the non-financial corporate sector
are experiencing increasing difficulty in making new investments (see
the section The Swedish corporate sector).”® Given that investment in
the commercial property market has declined, the assessment is that
the demand for credit will decrease.

Some concern has been expressed that foreign banks have begun

to leave the Swedish commercial property market.* If the Swedish
banks would not have the opportunity to refinance the property
companies' loans from foreign banks, it could in a worst case scenario
mean that the companies were forced to sell the properties. This
would in turn mean that commercial property prices as a whole were
pushed down. However, the Swedish listed property companies
appear on the whole to be less dependent on foreign bank funding.®'
The fact that foreign banks have reduced their presence in Sweden
and in the Swedish commercial property market thus does not need to
have decisive significance for these property companies’ possibilities
to obtain funding. However, there may be other types of participants
who may experience difficulties in refinancing their loans or obtaining
funding from the Swedish banks. In addition, a withdrawal of foreign
financiers could mean a further element of uncertainty in the Swedish
commercial property market, which might make it appear less
attractive.

The property companies’ debt servicing ability and credit quality
are expected to deteriorate as a result of the recession. A recession
naturally means that the property companies’ possibilities to obtain
rent income deteriorates. This is because demand for rented premises

78  The lending rate refers to the annual percentage change in lending during the fourth quarter of 2008,
compared with the fourth quarter of 2007.

79  See, for instance, the Riksbank's "Company interviews December 2008-January 2009", ALMI's loan in-
dicator April 2009, National Institute of Economic Research’s Economic Tendency Survey April 2009. This
is also indicated by the contacts the Riksbank has had with a selection of property companies. It is worth
mentioning the Economic Tendency Survey's result that the construction industry is the area of the busi-
ness sector that is claiming to have the biggest problems obtaining funding. The construction industry’s
opportunities for funding and investment are closely related to the property companies’ opportunities to
implement the intended investment projects.

80 See, forinstance, the discussion in Affarsvédrlden 11 March 2009.

81 This data is according to a general telephone survey carried out by the Riksbank among a selection of
Swedish listed property companies.

THE SWEDISH BANKS'
BORROWERS

(o))
w

600Z/L L¥Od3I¥ ALITIEYLS TVIDONVNI4



64

FINANCIAL STABILITY REPORT 1/2009

18
1.6
14
12
1.0
038
0.6
0.4
0.2

CHAPTER 2

Chart 2:36. The property companies’ credit quality

measured according to the EDF
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declines as a result of lower employment and a decline in demand for
goods and services. It is therefore probable that the number of newly-
signed rent agreements will decline, at the same time as the existing
rent agreements may be renegotiated at lower rents. Given the poorer
prospects in the rental market, the assessment is that the property
companies' debt servicing ability will deteriorate. This assessment is
also confirmed by the expected default frequency one year ahead
among listed property companies having increased (see Chart 2:36).%
To summarise, this means that the credit risk in the banks' lending to
property companies has increased.

If the value of commercial properties continues to fall, the credit

risk in the banks’ lending to property companies will be greater. If
the property companies were to experience a situation where they
are unable to pay the interest on their bank loans, the banks may call
in the property assets used as collateral and decide on forced sales.
Given the large falls in value in the commercial property market, this
would entail a risk that the income from such sales did not correspond
to the value of the initial loans and that the banks thus made losses.

To summarise, the credit risk in the banks’ lending to the property
companies will increase in the future, as will that in the corporate
sector as a whole. This is because of the poorer economic prospects
and thus poorer earnings capacity for the property companies.

It means that the property companies' debt servicing ability will
deteriorate. At the same time, further price falls can be expected on
commercial property, which means an increased credit risk for the
banks, as the value of the banks' collateral for the loans given in

the form of property credits will decline. The current financial crisis
also entails an element of uncertainty with regard to the property
companies' possibilities to find external funding in the form of bank
loans and wholesale funding. In a comparison with the situation
during the property crisis in Sweden in the 1990s, however, the
current interest rate situation is more beneficial for the property
companies. In addition, it is usually claimed that the banks have
learned their lesson from the experiences of the 1990s and now focus
to a greater extent on the property companies’ cash flows rather
than on loan-to-value ratios, which means that the recent price fall
has relatively less significance. Compared with the 1990s, the current
loan-to-value ratios among property companies are in general lower;
only a few of the 100 largest property owners currently has a loan-to-
value ratio of more than 75 per cent.® This means that the property
companies are currently better equipped to cope if the value of their
property assets were to fall further. However, the banks' stricter

82  According to the forward-looking EDF (Expected Default Frequency) indicator that reflects the probability
of a company's assets being lower than the value of its debts when they fall due for payment. The EDF is
only calculated for the listed property companies, which is why the assumption on the probability of an
expected default mainly applies to these companies.

83  See the Swedish Construction Federation (2009), "Byggkonjunkturen” (survey of economic activity in the
construction industry), no. 1 February.
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downturn is expected in Germany than in the other euro countries.
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84  See Consensus Forecast Inc. (2009), "Consensus Forecasts”, May.
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Chart 2:40. Expected default frequency for listed
non-financial companies
Per cent
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Chart 2:41. Expected default frequency for transport
companies
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Chart 2:42. Expected default frequency for construction
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to households in the Nordic countries, around 100 per cent of their
disposable income. German households’ borrowing from credit
institutions has declined over the past two years, which means in
net terms that they have amortised their debts. Their borrowing is
expected to increase marginally.

Despite a sudden downturn, the ability to service debt is expected to
be good on the whole. Household's financial situations are currently
good in general. However, unemployment is expected to rise in

the future, which will contribute to households’ margins declining

in coming years. However, in Denmark and Finland tax cuts will
contribute to increasing working households' disposable incomes
during 2009. In Norway, large fiscal policy stimulus is expected to
compensate to some extent for the fall in demand caused by the
decline in household consumption. The German government is also
conducting a very expansionary fiscal policy, which together with an
unusually high rate of wage increase in 2008 is expected to contribute
to keeping up households' disposable incomes in 2009. Although the
risk in lending to households will increase slightly in 2009 and 2010,
the recovery rate after household defaults is expected to remain high.
All'in all, households in the other Nordic countries and Germany
should not constitute any substantial risk for the banks in terms of
loan losses. If the labour market deteriorates more than expected,
however, more households will suffer payment problems.

Companies' default risk has increased substantially in both the
Nordic countries and in Germany. This applies in particular to
Norway, where the risk has approached the same levels that prevailed
during the IT crisis (see Chart 2:40). This is expected to lead to a
decline in both the supply of and demand for credit in 2009, and to
increased loan losses. For one thing the banks are expected to be
more cautious in their lending, and for another companies’ willingness
to invest will fall as a result of the decline in demand. The industries to
which the Swedish banks are particularly exposed, and which are also
very sensitive to fluctuations in economic activity, are the property
and transport sectors, particularly in Norway (see Chart 2:41). All in
all, the Swedish banks have lent around SEK 200 billion to foreign
transport companies (excluding the Baltic countries), most of which
was to companies in other Nordic countries. Shipping companies that
are included in the transport sectors have been particularly hard hit by
the recession and the default frequency has increased more for these
companies than for the sector as a whole. In the construction industry,
too, the estimated default frequency has increased significantly,
particularly in Denmark (see Chart 2:42). Swedish banks' exposure to
construction companies is relatively small, however, around SEK 40
billion (excluding the Baltic countries).



In Germany the economic crisis has dealt a severe blow to the
export-dependent companies. In the export sector total orders
declined heavily during the first two months of the year.® The
manufacturing industry is expected to reduce its sales and the
German motor vehicle industry is particularly vulnerable. However,
when looking at the manufacturing industry as a whole, the default
risk in all countries is lower than the average in the corporate

sector as a whole. Moreover, the German government is trying

to support car sales in a fiscal policy package, with an initial good
result. However, falling demand is expected to lead in general to
lower gross investment in the German companies, which in turn
should dampen the growth rate in corporate borrowing. German
companies have borrowed more cautiously than Nordic companies
in recent years and should therefore be more easily able to manage
their credit costs during the recession (see Chart 2:38). As with other
Nordic companies, the default risk has increased in both the property
and transport sectors, however these levels are in line with other
companies and probably do not entail a strong risk factor. However,
the declining economic activity will probably entail a sharp fall in gross
investment in all of the Nordic countries and companies’ demand for
credit will thus fall.

Commercial property prices are falling in the Nordic countries

and in Germany (see Chart 2:43). However, in Germany a stable
rental market has been able to ensure good earnings for commercial
property companies, which has also counteracted the increased
direct return requirement and thereby dampened the price fall.# In
Finland, the price fall has also been limited so far, which can be partly
explained by a continued rise in housing rents in 2008 and stable
earnings on office premises. Norway has so far been hit hardest

by the recession and the price fall there is much larger than in the
other Nordic countries; here it is mainly office premises that have
contributed to the fall.

To summarise, risk among borrowers in other Nordic countries and
in Germany will increase in 2009. On the corporate side, Norway
stands out with a substantial increase in default risks one year ahead.
Both companies and households are expected to borrow at a much
more cautious pace than before. However, despite the decline, both
households and companies are assessed as having good conditions
for maintaining their ability to pay even during the recession. The
risks lie mainly in the developments in the labour market, where
there is currently great uncertainty regarding unemployment levels
in the coming years. Denmark and Norway are still at low levels,
but if unemployment were to increase more than anticipated, more

85  See Bundesbank (2009), "Monthly Report”, April.
86 See IPD Press Release 2nd April 2009, "German property returns reveal minor correction in values,
says IPD".
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Chart 2:43. Commercial property prices
Annual percentage change
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Chart 2:44. GDP
Annual percentage change
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Chart 2:45. Real exchange rates for the Baltic
countries
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Diagram 2:46. Change in export and real exchange
rates for various countries
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Chart 2:47. Current account
Percentage of GDP, totalled over four quarters
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Chart 2:48. Unemployment
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households would experience difficulties making payments. However,
the recovery rate regarding household defaults is expected to

remain high. The Swedish banks have high-risk exposures to foreign
companies in the property and transport sectors. These are expected
to cause increasing loan losses during 2009, primarily in Norway

and Denmark. The construction industry has also been affected by
increased default risks, however here Swedish banks' exposures are
much less than against commercial property, for instance.

THE BALTIC COUNTRIES

The economic situation in the Baltic countries has deteriorated
substantially. As a result of the financial crisis and the global
recession, GDP fell heavily in both Estonia and Latvia at the end of
last year. GDP fell in Lithuania, too, but not as much as in the other
two countries. The decline in GDP intensified in all three countries
during the first quarter of this year (see Chart 2:44). Despite the
fact that market analysts were counting on a substantial decline

in economic activity, it arrived sooner and has been deeper than
expected. The weaker outcome is primarily due to domestic demand
having continued to deteriorate, which has led to imports falling.

External demand has also begun to decline and exports are falling
in all three countries. This is to some extent explained by the high
domestic cost pressures in these countries and the fact that their

real exchange rates have appreciated, which means that their
competitiveness has deteriorated (see Chart 2:45). However, the most
important factor behind the fall in exports is probably the weaker
global demand. This is illustrated by the fact that exports have fallen
roughly as much in the eastern and central European countries whose
currencies have depreciated (see Chart 2:46).%” A substantial share of
the trading in the Baltic region is between the Baltic countries, which
is an aggravating factor as the recession is much deeper there than

in many other countries. The effect is probably greatest in Latvia,
where 30 per cent of exports is to other Baltic countries (see Table
2:1). Other important trading partners include Russia, and in the case
of Estonia, Sweden and Finland. The currencies of both Russia and
Sweden have weakened significantly, which affects these countries’
demand for export goods and thus also the export prospects for

the Baltic countries. Although external demand has fallen rapidly,
however, domestic demand has fallen even more rapidly. This means
that the previously large current account deficits are now quickly
declining, although the countries are still in need of capital inflows
(see Chart 2:47).

87  Very recently the currencies in many eastern European countries have appreciated, but they are still
weaker than they were prior to the crisis breaking out. See the box Developments in eastern Europe.



Table 2:1. The Baltic countries’ five largest trading partners
Percentage of total exports
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Chart 2:49. Real wages
Annual percentage change
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The recession has now made an impact on the labour market. In

all three countries unemployment has risen very quickly in recent
months (see Chart 2:48). At the same time, nominal wages are

not increasing as much as before. In Estonia and in several sectors

in Latvia, nominal wages are falling. In Latvia extensive tightening
has begun in the public sector as part of the work to restore the
country's competitiveness in accordance with the conditions of the
support given by the International Monetary Fund (IMF) and the

EU. This means that wages in the country’'s public sector will be cut
substantially this year, which will in turn provide an incentive for wage
cuts in the private sector, too. The Estonian parliament has voted

for an addition to the budget that entails lower wages in the public
sector. Real wages have begun to fall in Estonia, while the rate of
increase has declined in Latvia (see Chart 2:49). Wages are also being
cut in Lithuania. Even though inflation has recently fallen rapidly, it is
still fairly high in both Latvia and Lithuania. In both of these countries
the annual inflation rate amounted to just below six per cent in April.
At the same time, inflation in Estonia was just below one per cent (see
Chart 2:50). VAT has been raised in Latvia and Lithuania, which may
have contributed to the rise in inflation.

The economic downturn in the Baltic countries may be prolonged.
During 2009 GDP is expected to fall substantially in all three Baltic
countries, especially in Latvia where GDP is expected to fall 15

per cent.® Consumer confidence has increased slightly in Estonia
and Latvia during the spring, although it is still very low in all three
Baltic countries (see Chart 2:51). At the same time, the situation

in these countries’ labour markets is expected to deteriorate. This
indicates that domestic demand will continue to fall. In addition, the
global recession is deepening, which means that external demand is
expected to continue to weaken. The Baltic countries’ competitiveness
is expected to be gradually restored as fiscal policy tightening has an
impact on domestic demand, and as wages and prices are pushed
down. The weak currencies in other export countries may continue
to hold back demand for the Baltic countries’ exports. In addition,
inflation in Lithuania may rise again as energy prices are expected to
increase when the Ignalina nuclear power station closes at the end of

88  Consensus Economics Inc. (2009), "Eastern Europe Consensus Forecasts,” May.
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Chart 2:50. Harmonised index for
consumer prices
Annual percentage change

N A
3 %Xiff’\/\ \
| | | | |
00 01 02 03 04 05 06 07 08 09

— Estonia
—— Latvia
Lithuania

Source: Reuters EcoWin

Chart 2:51. Consumer confidence indicator
Net figures, per cent

10 WANAL

-40
-50 — \/ -
60 05 06 07 08 09
—— Estonia
—— Latvia
Lithuania

Note. The confidence indicator is a weighing together
of various questions about the respondent’s own finan-
cial situation and the general state of the economy in
the next twelve months. The net figures are defined as
the proportion of respondents who reply positively less
the proportion of respondents who reply negatively.

Source: European Commission
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Chart 2:52. Household borrowing
Percentage change from the previous month,
calculated as an annual rate
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Chart 2:53. Corporate borrowing
Percentage change from the previous month,
calculated as an annual rate
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Chart 2:54. Households’ and companies’ debts in rela-

tion to GDP in the Baltic countries and Sweden
Per cent
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the year. All in all, this means that the GDP forecasts for 2009 may

be revised down further. It also means that the current account deficit
will continue to shrink, but that it will still be lower imports driving
developments rather than increased exports.

The weaker economic activity means that the budget deficits will
increase in all three countries. At present market participants are
expecting the budget deficit this year to amount to 3.9 per cent of
GDP in Estonia, 7.2 per cent in Latvia and 4.6 per cent in Lithuania.®
This means that the deficit in Latvia will be greater than the five per
cent that the IMF and EU have set as conditions for the loan of EUR
7.5 billion granted to the country at the end of last year. The reason
why the deficit is expected to be larger is that economic activity

has weakened much more than was anticipated when the loan was
granted. The countries’ opportunities to issue government bonds to
cover the budget deficits are limited, however. Estonia has in recent
years build up fiscal policy reserves corresponding to 10 per cent

of GDP which to some extent reduces the borrowing requirement.
However, the strains on the reserves will increase if economic activity
deteriorates further.

Household and corporate borrowing has begun to fall in some of the
Baltic countries (see Charts 2:52 and 2:53). The gloomy economic
prospects have meant that the demand for credit has declined. At
the same time, the supply has been tightened as a result of the
deterioration in the quality of the credit. Most of the loans are taken
in foreign currency, mainly in euro. In Latvia the percentage of loans
in foreign currency is 90 per cent, while in Estonia and Lithuania

the borrowers' figures are 85 and 60 per cent respectively. At the
same time, the incomes are largely in local currencies, which can
entail difficulties for the borrowers if the fixed exchange rates are
threatened. The lower borrowing has meant that households’ and
companies' debts in relation to GDP have begun to fall in Latvia. In
the other countries the quota has continued to increase, particularly
in Estonia (see Chart 2:54). At the same time as demand for loans

is declining, house prices are also falling. During the third quarter of
2008 real house prices, that is house prices adjusted for inflation, fell
by around 25 per cent in Estonia. In Latvia and Lithuania they fell by
35 and 27 per cent respectively in 2008 as a whole. This means that
house prices in the Baltic countries have fallen more than any other in
Europe. Commercial property prices have also begun to fall.*°

Borrowing by households and companies is expected to continue
to fall. This is partly because private consumption and corporate

89  See Eastern Europe Consensus Forecasts (2009), May. The budget deficit for 2008 is expected to amount
to 3.0 per cent of GDP in Estonia, 4 per cent in Latvia and 3.2 per cent in Lithuania

90 See Global Property Guide and Newsec Nordic Report Spring (2009). Housing prices are measured in
different ways in different countries. This makes it inappropriate to make direct comparisons between the
countries, particularly for limited periods of time.



investment are expected to continue to develop weakly. At the same
time, their credit ratings are expected to deteriorate as the economic
downturn progresses. It will then be both more expensive and more
difficult to obtain loans. Moreover, the banks will continue to be more
restrictive in their credit granting.

Households' and companies’ debt-servicing ability has weakened.
This can be noted not least in that the number of late payments

has continue to increase rapidly (see Chart 2:55). This is because
unemployment has risen rapidly and the number of defaults in the
corporate sector has increased. In Estonia companies account for 60
per cent of the late payments, a share that has gradually increased in
recent months.

The debt-servicing ability is expected to continue to deteriorate.
Companies' earnings are expected to decline as the recession
deepens, which means that profitability will decrease. This in turn
means that the probability of a company being unable to repay its
loan, and thereby the risk of default, increases. Profitability can also
be affected by the real interest rate. Real interest rates have long
been very negative in the Baltic countries. But as inflation is declining
rapidly, there is a risk that real interest rates may suddenly rise. If
companies have counted on negative real interest rates in their
profit calculations the current value of future expected profits is now
threatening to decline rapidly. At the same time, the loan burden
remains unchanged. With regard to households, rising unemployment
will contribute to weakening the debt-servicing ability. On the other
hand, interest rates on loans have fallen substantially, which reduces
the pressure on households' and companies’ balance sheets.

To summarise, the recession in the Baltic countries is expected

to deepen. This is partly because domestic demand will continue

to weaken and partly because external demand will decline as
international economic activity weakens. Weaker economic activity
means that borrowers' ability to pay will weaken and credit quality
will deteriorate. This in turn means that the banks are becoming more
restrictive in their credit granting and that the cost of loans is rising,
which further contributes to weakening the ability to pay. The gloomy
economic prospects also mean that borrowers are becoming more
cautious with regard to taking on more loans. Lending is therefore
expected to continue to decline.
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Chart 2:55. Late payments in Estonia and Latvia
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Figure 2:56. Industrial production in Ukraine
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Chart 2:58. Households' bank borrowing in foreign and
domestic currency in Ukraine
Per cent of nominal GDP
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Note. The year 2008 observation for bank borrowing
refers to per 31 October 2008.

Sources: Reuters EcoWin, the National Bank of
Ukraine, the IMF and the Riksbank

Chart 2:59. Non-financial companies' bank borrowing
in foreign and domestic currency in Ukraine
Per cent of nominal GDP
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Note. The year 2008 observation for bank borrowing
refers to per 31 October 2008.

Sources: Reuters EcoWin, the National Bank of Ukraine,
the IMF and the Riksbank

UKRAINE

The economic situation in Ukraine is serious. During the fourth
quarter of 2008 GDP fell by eight per cent compared with the same
period last year, and there are indications that growth will fall much
more during the first quarter of this year. The country’s GDP is
expected to fall by ten per cent in 2009 and to grow by almost one
per cent in 2010.°" A decline in external demand for the country’s
industrial goods and thereby a fall in exports is one important
explanation for the sharp deterioration in developments; industrial
production fell by closer to 40 per cent in April, compared with the
same period last year (see Chart 2:56). A further explanation is that
access to foreign funding has been limited. As a result of the poor
economic situation, in November 2008 the Ukraine was granted a
loan totalling USD 16.4 billion by the IMF (see the box Developments
in Eastern Europe) with a first instalment in November 2008 and

a second planned for the beginning of 2009. However, political
opposition as to how the country would meet the IMF's requirements
led to the second payment not being made until May.

The country’s currency, the hryvnia, has weakened substantially over
the past six months. It has lost almost 40 per cent of its value against
the US dollar (see Chart 2:57). The central bank has made regular
interventions in the form of pegging purchases of its own currency

to prevent further weakening. The fact that the currency has lost so
much in value has entailed difficulties above all for all the households
and companies that have borrowed in foreign currencies. Moreover,
the premiums for insuring oneself against default of the state of
Ukraine are among the highest in the world.

Both companies and households have increased their borrowing
from credit institutions at a rapid rate during the past two years.*? A
large share of the borrowing has taken place in foreign currency (see
Charts 2:58 and 2:59). As the income is often in domestic currency,
this means that the highly leveraged households and companies are
particularly vulnerable when the currency weakens to such a large
extent. Households have a larger percentage of their loans in foreign
currency than companies.

The debt servicing ability among Ukrainian households and
companies has deteriorated. It is also assessed that the debt servicing
ability will weaken further as the economic downturn intensifies and
thus increases unemployment among households while companies
experience poorer earnings potential and fewer orders.

91  See Consensus Economics Inc. (2009), "Eastern Europe Forecasts”, May. According to IMF World Eco-
nomic Outlook April 2009 Ukraine's GDP will fall by eight per cent in 2009 and grow by one per cent in
2010.

92 Companies here refers to non-financial companies.



To summarise, the prospects for borrowers in the Ukraine are
gloomy. The negative economic current situation and the apparently
very bleak financial and real economic prospects for the state of the
Ukraine in general, and the banks' borrowers in particular, point to
the number of payment suspensions increasing and to a decrease in
lending.

Summary of risks for the borrower sector

All in all the financial conditions for the banks' borrowers have
deteriorated since the previous Financial Stability Report. However,
there is great uncertainty regarding future economic developments
and thus regarding the assessment of different groups of borrowers.
This means that there are substantial risks for the borrower sector in
the future.

There is a considerable risk that developments in the Baltic countries
will continue to deteriorate. This would have even greater negative
effects on the borrowers’ debt servicing ability and on the banks’

loan losses than is currently anticipated. At the same time, investors'
risk appetite for Eastern European assets is on the whole slight and
the credit rating agencies have gradually downgraded the Baltic
countries. For example, Latvia now has a credit rating that is below
the investment grade. This means that the international capital
markets are to a great extent closed to Latvia and the country is thus
dependent on the payments from the IMF and the EU continuing.
Several factors indicate that it will take time before the willingness

to take risk returns. For instance, the real economic developments
entail major challenges for public sector finances in all three of the
Baltic countries. Reduced tax income increases the pressure for further
cutbacks in expenditure to avoid the budget deficit soaring further. At
the same time as reduced expenditure threatens to delay the recovery,
excessive budget deficits may delay the introduction of the euro.
Another factor is whether the loan granted to Latvia by the IMF is not
extended because the country fails to meet the set targets. It could
also have consequences for the neighbouring countries, as investors
will probably reappraise risk in the region as a whole. If capital flows
decline and credit dries up, this will have serious consequences for the
real economic recovery. In Ukraine, too, the conditions for borrowers
have deteriorated. There is a substantial risk that the situation will
worsen there, too.

The uncertainty regarding economic prospects entails a risk of
poorer creditworthiness in the corporate sector as a whole. This
applies in particular to cyclically-sensitive sectors such as construction
and transport. The increased credit risk from the corporate sector
may moreover lead to the banks raising their interest rates on new
loans, which could mean that it becomes even more expensive for
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companies to fund new investment. At the same time, it has become
more difficult for companies to acquire capital on the securities
market, and they are thus to an increasing extent dependent on bank
loans. If the banks do not replace the lack of market funding this may
further curb corporate investment and thereby have repercussions

on the real economy. There are also signs that large companies' bank
borrowing has made it more difficult for smaller companies to obtain
bank loans.

There are few indications that the Swedish household sector as a
whole will cause any major loan losses in the bank sector. But the
longer and deeper the economic crisis becomes, the greater is the
risk that households will need to cut back on other expenditure.

This affects the real economy in several ways. For example, lower
consumption leads to lower earnings in the corporate sector, which in
turn means that investment falls.



B Developments in the banks

Developments at the banks —in brief

The liquidity crisis that dominated the picture for the banks

in November 2008, when the previous Stability Report was
published, has diminished mainly as a result of the liquidity
supplied by the central banks and the introduction of
government programmes. The rapid economic downturn has
instead emerged as the predominant risk for the major Swedish
banks. It appears that the global economy and the Swedish
economy are on the verge of the single worst year in the post-
war period. This affects the banks in several ways. The loan
losses of the major Swedish banks, which have long been
insignificant, increased rapidly during the first quarter of this
year.

How high the loan losses will be in the period ahead is
very uncertain. In the Riksbank’s main scenario the loan losses
of the four major Swedish banks are expected to total SEK 170
billion in 2009 and 2010. Almost 40 per cent of these losses
are expected to stem from the banks' operations in the Baltic
countries and other countries in Eastern Europe. The Riksbank
assesses that the earnings of the banks will continue to increase
in the near future, in part as a result of an increase in net interest
income. The rising loan losses, however, mean that profitability
will decline in the period ahead.

In order to increase equity capital Swedbank, SEB and
Nordea have carried out rights issues in order to increase their
Tier 1 capital. All four of the major banks have also either
reduced or cancelled dividends to their shareholders. The banks
have sufficient capital to cope with the losses arising from the
assumptions made in the main scenario and appear to be well-
capitalised in an international perspective.

There is, however, a great deal of uncertainty about the
development of the economy in the period ahead and its effects
on the banks. The Riksbank has therefore conducted a stress
test to investigate the banks' resilience to a much more severe
global downturn. Even in such a scenario, the banks meet the
statutory level for the Tier 1 capital ratio.

The Riksbank's analysis of the banking sector focuses on the four
major Swedish banks: Handelsbanken, Nordea, SEB and Swedbank.
Together, they account for approximately three-quarters of the
deposits from and loans to the Swedish public. These banks are thus
of decisive importance to financial stability in Sweden. The major
banks have extensive operations abroad and a significant proportion
of their risk exposure is therefore also abroad. The Riksbank's analysis
thus covers the bank groups, which include both Swedish and foreign
branches and subsidiaries.
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This chapter begins by examining the effects of the financial crisis
on the Swedish banks, followed by a review of the banks' earnings
and profitability. Thereafter the banks’ lending and the associated
risks are described, and this section also contains a presentation of the
Riksbank’s main scenario for the banks' loan losses. The development
of the bank’s capital, which is an important part of the assessment
of their ability to cope with potential losses, is then analysed. This
is followed by a discussion of the banks’ funding and liquidity risks.
Next, there is a section on contagion risks. The chapter concludes
with an account of the stress test that the Riksbank has carried out.

The effects of the financial crisis
on the Swedish banks

Since the financial crisis began in the summer of 2007, various

risks have followed one another as the most imminent in the global
banking sector. The initial problems related to actual and mark-to-
market losses on various financial securities, primarily linked to the US
mortgage market, which forced many banks to carry out right issues
to avoid insolvency. The next problem for the banking sector was the
suspicion of financial institutions that arose following the collapse of
Lehman Brothers on 15 September last year. Anxiety concerning the
underlying collateral of counterparties and their liquidity situation
became tangible among investors, which made them less willing

in funding banks. Access to market funding therefore tightened.
Consequently, borrowing at longer maturities became expensive, and
in certain cases impossible.

Central banks and other authorities around the world have taken
extensive measures to facilitate the funding of the banks. In
Sweden, the measures have aimed to avert the risk of liquidity
problems in the banking system and to improve the functioning of
the financial markets. The Riksbank's lending and the government
debt instruments’ guarantee scheme are the main elements of this
safety net. One of the effects of this is that exposures and thereby
counterparty risk between the banks has decreased as the Riksbank's
lending has to a certain extent replaced the funding that normally
takes place on the interbank market.

As the state of the global economy has declined, the credit risk

of the banks has become the most prominent risk. This has drawn
the Swedish banks more tangibly into the crisis. In the wake of the
steeper economic downturn, the credit risk has increased in all sectors
and countries. The considerable decline in GDP growth in large parts
of the world, including Sweden, is also reflected by the fact that the
provisions for expected loan losses of the Swedish banks increased
significantly at the end of 2008, although from low levels. Most
analysts agree that loan losses will increase in the period ahead, but



there is a great deal of uncertainty about the magnitude of these
losses. As a consequence of negative results and the increased risk
of future losses, banks all over the world have sought new capital in
the form of rights issues and government capital injections. In order
to strengthen their capital bases, three of the major Swedish banks
have carried out rights issues. Several of the major banks have also
issued so-called hybrid Tier 1 capital, which is a cross between equity
and debt (see the box "Capital — regulatory capital in accordance
with Basel Il and economic capital”). In order to further increase their
capital, all four major banks have also either reduced or cancelled
dividends to the shareholders.

To date, the Swedish banks have not used the government debt
instruments' guarantee scheme to the full. In many cases they
have instead chosen to shorten the average maturity of their
market funding. If uncertainty about the situation increases, it
seems reasonable that the banks as a first measure will consider
joining the government guarantee scheme. The measures taken by
the authorities to promote liquidity have, furthermore, mainly had
an impact on the banks' short-term funding, while government
guarantees still make it easier to obtain funding at longer maturities.

Earnings and profitability

The Nordic operations are the basis for the profits of the Swedish
banks. Approximately 90 per cent of the banks' net operating profits
come from the Nordic countries, with Sweden accounting for over
half of this sum (see Chart 3:1). The banks' largest income items

are net interest income (the difference between interest income and
interest expenditure) and net commission (charges for various services
and products). Over time, these two items account for just below 90
per cent of earnings. On the cost side, the banks' personnel costs are
the largest cost item.

Over the last five years, it is net interest income that has increased
most rapidly (Chart 3:2). The main reason for this is that the banks'
lending has increased. Most of the lending of the four major banks

is in the Nordic countries, although there are differences between

the geographical distribution of the banks' lending (see Chart 3:3).
Nordea, for example, has a smaller proportion of its operations in
Sweden. On the other hand, a comparatively larger part of Nordea's
lending and operating profits relate to the other Nordic countries than
in the case of the other banks. Lending to the Baltic countries, which
has attracted a lot of attention recently, accounts for approximately
seven per cent of the total lending of the major banks. For Swedbank,
lending to the Baltic countries accounts for 16 per cent of the bank’s
total lending, while the corresponding figure for SEB is 12 per cent
and for Nordea three per cent (see Table 3:1).
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Chart 3:1. Distribution of net operating profits of
the major banks, last four-quarter period
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Chart 3:2. The banks' earnings
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Chart 3:3. Lending per geographical area and
borrower category, year-end 2008
Per cent of total lending
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Sources: Bank reports and the Riksbank
Chart 3:4. Earnings distribution over the last three

years
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Chart 3:5. Net interest income in relation to
interest-bearing assets
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The banks are dependent to varying degrees on net interest income
(Chart 3:4). SEB has a lower share of net interest income than the
other three banks and a larger share of net commission. The reason
for this is that SEB is dependent on securities-related earnings to a
greater degree than the other banks. Handelsbanken and Swedbank
have a large proportion of net interest income as a result of their
extensive mortgage lending.

Table 3:1. Lending in the major banks, geographical breakdown, March 2009.
Percentage share of total lending
Handelsbanken Nordea SEB Swedbank

Sweden 69 23 48 77
Norway 13 16 7 *
Denmark 4 29 2 *
Finland 7 19 3 *
Estonia 0 1 3 7
Latvia 0 1 3 5
Lithuania * 1 5 5
Germany 1 0 24 *
UK 4 0 * *
Other countries 1 10 5 7

Note. * indicates that there is no data or that the bank has low exposure in the country.
Sources: Bank reports and the Riksbank.

Net interest income increased substantially during the reporting
period.* This is explained for one thing by the increase in the banks'
deposit and lending volumes. This is partly due to the Swedish krona
having weakened in relation to many other currencies. A weaker
krona means that the banks' lending and deposits in foreign currency
increase when measured in Swedish kronor. As approximately half of
the banks’ lending is in other currencies, the weakening of the krona
has significant effects. For example, lending at Nordea, the bank that
has the largest proportion of its operations outside Sweden, increased
by eight per cent measured in euro but by 26 per cent measured in
kronor.

Increased lending margins have also contributed to the increase in
net interest income.® In Chart 3:5, it can be seen that the net interest
margin, that is net interest income in relation to interest-bearing
assets, increased during the reporting period. If the increase in net
interest income had only been driven by increased volumes, the net
interest margin would to a large extent have remained unchanged.
Both the lending margin and the borrowing margin are important to
the net interest margin. The banks have not cut their lending rates as
much as their funding costs have declined recently, and their lending
margin has therefore increased. One reason for this is that it is difficult
for the banks that have not joined the government debt instruments'

93  The reporting period is the latest four-quarter period running to the end of the first quarter 2009. Unless
otherwise stated, comparisons are made with the preceding four-quarter period. The figures are adjusted
for one-off effects.

94 The lending margin refers to the difference between the banks' financing costs and their lending rates,
and the deposit margin refers to the difference between what the banks receive for investing in the
market and the interest rate that the banks pay for their deposits.



guarantee scheme to issue large volumes at longer maturities than
six months. This means that the banks are forced to fund long-term
loans with short-term funding and this increases the liquidity risk

in the banks’ operations (see the section on funding). The banks
compensate for this increased risk through higher lending interest
rates. However, this effect is counteracted to some extent by the fact
that the banks' deposit margins have declined as a result of the low
interest rates recently.

The banks’ securities-related commission income has largely
followed developments in the stock market. Consequently, this has
declined since the first quarter of 2007 (see Chart 3:6) and had a
negative effect on net commission income. Net commission income
also consists of commissions from payments. This is, on the other
hand, a more stable source of income that increased by five per cent
during the reporting period.

The net result of financial transactions increased by over 50 per cent
during the reporting period. The increase is mainly explained by

the fact that the value of the banks' interest-bearing securities rose
towards the end of the reporting period, which was primarily due to
the falling interest rates. This was counteracted to some extent by a
decling in the value of the banks' assets in shareholdings. The low
interest rate is expected to contribute positively to the net result of
the bank’s financial transactions in the period ahead.

All-in-all, the banks' earnings, that is their profits before loan losses,
continued to increase during the period, but at a lower rate than
previously. This is explained by the fact that the costs of the major
banks' increased at a higher rate than earnings. The cost increases

are largely due to increasing personnel costs, but also to write-offs of
goodwill. The cost/income ratio thus increased somewhat during the
reporting period (see Chart 3:7). However, the factor that has had

the greatest impact on profits is the substantial increase in provisions
for future loan losses at the end of the period (see the box "What are
loan losses?"). As a result of this, profitability has continued to decline
despite the increase in earnings. Since mid-2007, the profitability of
the major banks, measured as return on equity, has declined following
four years in which it increased. During the reporting period it
amounted to 11 per cent, which can be compared to the average of
15 per cent for the last 10 years.

In the period ahead, it is assumed that income and earnings of the
banks will continue to increase, while profitability is expected to
decline. Net interest income is expected to increase despite the fact
that deposit margins will be squeezed by the low interest rates. This
is because it is assumed that the banks will continue to keep the
interest rate for loans at short maturities at a relatively high level and

DEVELOPMENTS
IN THE BANKS

Chart 3:6. The major banks’ securities-related commis-
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Chart 3:7. Cost-effectiveness at the major banks
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80 Chart 3:8. Allocation of risk-weighted assets, the lending margin will thus help to increase net interest income. The
March 2009 . . . . .
Per cent lower interest rates will at the same time help to maintain the demand

for loans. Total lending from the major banks is therefore expected
to continue to increase over the next 12 months, although the rate
of increase will be lower. All-in-all, it is most likely that the banks
will compensate for the lower deposit margins by increasing lending
margins. In combination with a certain amount of growth in lending,
this will probably lead to a continued increase in net interest income,
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but the rate of increase is expected to fall off. Another consequence
of the low interest rates is that the present value of the banks’
securities increases and thus contributes to increased unrealised mark-

= Credit risk to-market income. It is assumed that future commission income from
redit risl

B Market risk payment-related charges will therefore continue to increase. However,
Operational risk even if earnings increase, the profits of the banks will be lower than
Note. According to Basel Il. Operational risk is the risk previously due to higher loan losses. The profitability of the banks will

for losses due to, for example, failed processes and .
human error. therefore decline.

Sources: Bank reports and the Riksbank

Lending and credit risk

Chart 3:9. Share valuation and CDS premiums over
the previous year

Approximately 60 per cent of the assets of the major banks consist
of lending to the public. The credit risk is therefore the most
substantial risk in banking operations, which is clearly evident in

the composition of the banks' risk-weighted assets (see Chart 3:8).
The banks also have assets that are exposed to market risk, such
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‘ ‘ ‘ ‘ ‘ The banks' assets are now associated with significant risks. During

250 200 0 100 50 0 the initial phase of the financial crisis, the major Swedish banks
CDS premium in basis points, reversed scale

coped relatively well as their exposures to the US mortgage market

Swedbank

SEB were limited. The broadening of the financial crisis and the economic
Nordea

Handelsbanken downturn that is now affecting most countries and sectors has,

. however, led to a situation in which the exposures of the Swedish
Note. Average value for the period 26 May 2008 to 25 ) . . . )
May 2009. banks, above all in the Baltic countries, have become associated with
Sources; Bloomberg, Handelsbarken Captal Markets a very high level of risk. This means that the banks themselves are
associated with high risks and a high degree of uncertainty. This is
confirmed, for example, by the fact that two of the four banks are on
average valued at a level lower than their equity on the stock market
and that the cost of insuring against the banks' default risks is high

(see Chart 3:9).

Different exposures mean that the credit risks differ from bank to
bank. Table 3:2 presents the banks’ exposures to different risk areas.
The respective exposures are presented in relation to the core Tier 1
capital that forms the core of the capital required to cover unexpected
losses (see the box "Capital — regulatory capital in accordance with
Basel Il and economic capital). A high value thus entails a greater risk
than a low value. In the table it can be seen that Swedbank has the
relatively highest exposure to the Ukraine and the Baltic countries



and that SEB has the next highest. In the case of Handelsbanken it is
primarily the exposures to the property sector that have high values,
while for Nordea it is the exposures to the shipping sector and private
equity companies that are conspicuous.

Table 3:2. The banks’ credit exposures to high-risk areas in relation to their core
Tier 1 capital, March 2009

Per cent
Handelsbanken Nordea SEB Swedbank

The Baltic countries 3 55 228 341
Ukraine - - 4 31
Commercial property 532 131 197 279
Construction industry 16 27 26 28
Shipping companies 24 98 48 47
Private equity * 56 30 24

Note. * indicates that there is no data
Sources: Bank reports and the Riksbank.

Although the growth in lending in the Baltic countries has declined
during the reporting period, it is still relatively high. To a certain
extent, the decline is explained by the fact that the banks have
become more cautious in their lending. In addition, demand has
fallen as a result of the weaker economic situation in these countries.
However, the Swedish banks are still the market leaders in all three
countries (see Chart 3:10). The total lending of the major Swedish
banks to the public in the Baltic countries amounted at the end

of the first quarter 2009 to SEK 483 billion, which corresponds to
seven per cent of the banks' total lending. Per country, the major
banks' lending to the public was SEK 165 billion in Estonia, SEK 145
billion in Latvia and SEK 174 billion in Lithuania. In all three Baltic
countries, GDP growth is expected to be negative this year and next
year. Consequently, Nordea, SEB and Swedbank have increased their
provisions for probable loan losses in all of the Baltic countries. The
Swedish banks represented in the Ukraine are Swedbank and, to a
lesser extent, SEB. Swedbank's lending to the Ukrainian public was 1.3
per cent of the Group's total lending to the public in the first quarter
of 2009, or SEK 16.8 billion of a total of SEK 1 282 billion. SEB's
lending in the Ukraine amounts to SEK 2.7 billion.

CREDIT RISK

The major banks’ loan losses as a percentage of their lending have
increased dramatically. Loan losses increased to around SEK 26 billion
during the reporting period and amounted to 0.4 per cent of lending).
This can be compared to the figures of SEK 2 billion and 0.04 per
cent for the previous reporting period. Loan losses increased above
all towards the end of the period and, calculated on an annual basis,
loans losses in the first quarter amounted to SEK 56 billion, which
corresponds to 0.8 per cent of lending (see Chart 3:11). The increase
in loan losses is mainly explained by increased provisions for probable
loan losses — actual loan losses are limited as yet. At the same time,
reversals and recoveries of earlier provisions have declined.

-0.6
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Chart 3:10. Market shares of lending in the Baltic
countries, March 2009
Per cent
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Swedbank
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Sources: Bank reports and the Riksbank

Chart 3:11. The major bank’s loan losses
Percentage of lending

|
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—— Net loan losses
M Recoveries and reversals
Realised and probable loan losses

Note. Annualised data.
Sources: Bank reports and the Riksbank
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Chart 3:12. The major banks’ impaired loans, loan
losses and provisions
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Note. Loan losses are calculated as for rolling four
quarters, while the provision ratio is stated as a

proportion of impaired loans, gross.

Sources: Bank reports and the Riksbank
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Impaired loans increased more than loan losses (see Chart 3:12).
This is explained in part by the fact that the provision ratio, that is
the percentage of provisions for probable loan losses in relation to
impaired loans, fell. At the end of the reporting period the provision
ratio amounted to 60 per cent, while it was 75 per cent at the end of
the preceding reporting period. This indicates that the banks are to a
certain extent using the provisions for probable loan losses that were
set aside earlier, which leads to the loan losses not increasing as much
as the impaired loans.

Loan losses from the banks' operations in the Baltic countries
amounted to almost SEK 10 billion during the reporting period. This
corresponded to approximately 40 per cent of the major banks' total
loan losses. The corresponding figure for SEB's and Swedbank's loan
losses was over 60 per cent, while the figure for Nordea was seven
per cent. Nordea's loans losses consisted to 40 per cent of losses in
its Danish operations. Over half of Handelsbanken's loan losses came
from the bank’s Swedish operations. In addition, Swedbank reported
loan losses of SEK 1 872 million for its operations in the Ukraine in
the first quarter of 2009. This compares to SEK 7 million for the first
quarter of 2008. Swedbank’s loan losses in the Ukraine over the last
four quarters total SEK 2 214 million.

HOW LARGE WILL THE LOAN LOSSES
OF THE SWEDISH BANKS BE?

In this Financial Stability Report, the Riksbank presents its assessment
of the expected course of development for loans losses in the major
Swedish banks in 2009 and 2010. This main scenario should be kept
separate from the stress test that is presented later in the Report.

By breaking down the total loan portfolios of the major banks
into the business sectors and geographical areas that the banks have
exposures to, for example property companies in Sweden. The loan
losses (LL) can be estimated for each exposure. These are then added
together to arrive at the figure for total loan losses. This requires
knowledge of the banks' exposures (E), the probability of default (PD)
and the level of loss given default (LGD).> The loan losses (LL) for
sector i and country j are calculated as follows:

LL,=E *PD *LGD,
Information on the loan portfolios is based on public data from

the banks’ annual reports for 2008. The credit volume for 2009
and 2010 has been set in accordance with the assessments of the

95  For more information see the article "Using external information to measure credit risk” in Financial
Stability Report 2006:1.



banks’ borrowers made in Chapter 2. To estimate the probability of
default for each geographical region and sector, the Riksbank uses
an internally-developed model that is based on the Riksbank's and
Consensus Forecast's assessments of how interest rates, inflation
and GDP will develop for the respective countries (see Table 3:3).%
In a second stage, the model-based forecasts are assessed by sector
experts to ensure consistency between regions and sectors. As there
are no publicly-available statistics on LGD, this information is mainly
based on sector-specific recovery levels from the bond market.
Adjustments are then made in line with these depending on the type
of collateral that is assumed to lie behind the exposures. The better
the collateral, the lower the level of LGD.

In the Riksbank's calculations for the four major banks it is
assumed that the weighted average LGD is 13 per cent for mortgage
lending to households.*” For all other lending (to companies and
other lending to households) LGD is assumed to be 43 per cent, while
the weighted LGD for the entire portfolio (for both households and
companies) is 34 per cent.

Table 3:3. Macroeconomic variables per country 2009 and 2010
Per cent

Country GDP CPI 3M interest Effective PD
Sweden -4.4 (1.0) -0.3(1.3) 0.6 (1.0) 23024
Denmark -3.0(0.4) 1.2(1.7) 2.8(2.9) 1.5(1.8)
Norway -1.0 (1.5) 1.5 (1.6) 2.5(2.1) 3.03.4)
Finland -3.7(0.1) 1.0 (1.4) 1.7 (1.8) 1.0 (1.0)
Germany -5.0 (0.4) 0.3 (0.9) 1.2(1.3) 1.3(1.6)
UK -3.8(-0.3) 1.6 (1.7) 1.4 (1.5) 35(3.3)
Estonia -15.0 (-3.5) -1.0 (-3.5) -7.5(6.2) 11.1 (10.1)
Latvia -20.0 (-5.6) 1.1 (-5.0) 13.1(11.8) 13.7 (11.4)
Lithuania -15.0 (-3.7) 2.9 (-2.0) 7.4 (6.1) 8.8 (10.1)

Note. The three-month interest rate for domestic currencies in the Baltic countries is less significant as most of
the loans are taken in euros. The figures in brackets relate to 2010. The banks' loan losses are calculated as the
sum of the realised loan losses and probable loan losses with deductions for reversed provisions and recoveries.
Sources: Consensus Forecast and the Riksbank

It is important to emphasise that there is a high level of uncertainty in
the calculations of loan losses. In addition, the banks have a relatively
high degree of freedom in their bookkeeping to spread the losses over
time, which is not reflected in the calculations. This means that even

a forecast that is based on perfect information regarding a bank’s
exposures, probability of default and LGD will not always correspond
to the loan losses in the bookkeeping.

All business sectors and geographical areas are affected by the
global recession, but credit quality is affected to varying degrees.
The largest losses in relation to lending are assumed to come from
the banks' exposures in the Baltic countries and the Ukraine. This is
mainly due to the exceptionally weak macroeconomic development

96  The model used for assessing the probability of default was presented in Financial Stability Report 2007:1.

97  The majority of the exposures for mortgage lending (primarily for the Nordic countries and Germany)
have lower levels of LGD than 13 per cent, but as LGD is expected to be higher in the Baltic countries and
the Ukraine the average level of LGD in the portfolio increases.
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Chart 3:13. Earnings before loan losses and loan
losses (net) in the major banks

Summed up over four quarters, SEK billion, fixed
prices, 31 March 2009

S i

| |
91 93 95 97 99 01 03 05 07 09 M

—— Profit before loan losses
—— Loan losses, net

Note. Estimates for earnings before loan losses
according to SME Direkt, May 2009.

Sources: Bank reports, SME Direkt and
the Riksbank

Chart 3:14. Distribution of loan losses in 2009
and 2010 in the Riksbank’s main scenario

Per cent
B Nordea SEB
B Swedbank Handelsbanken

Sources: Bank reports and the Riksbank

Chart 3:15. Distribution of loan losses per region
in 2009 and 2010 in the Riksbank’s main scenario
Per cent

8%

W Sweden

W Nordic countries excluding Sweden
The Baltic countries
Other Eastern Europe

W Other

Sources: Bank reports and the Riksbank

that is expected in these countries (see Table 3:3). In addition, a
large part of the growth in the banks' loan volume, mainly in the
Baltic countries, coincided with a level of economic growth well in
excess of the level it would be possible to sustain in the long term.
In such circumstances, credit assessments are in practice often overly
optimistic. There is therefore a risk that loans will be granted to

fund projects and undertakings that are not profitable over a normal
business cycle. This is also an indication that the banks will suffer
relatively high loans losses in these countries.

On the developed markets on which the Swedish banks are active,
the number of corporate bankruptcies is expected to increase on

a broad front. Cyclically-sensitive sectors such as transport and
construction are expected to be even more exposed (see Chapter

2). This applies in particular to the shipping sector where major loan
losses may arise as a result of the dramatic decline in world trade.
The losses relating to commercial properties in Sweden are expected
to be lower than during the crisis of the 1990s. This is mainly due to
the generally low interest rates. Nevertheless, the decline in economic
activity will lead to increasing losses from commercial property
companies. This applies not least to the UK where the sector has been
hit particularly hard by the decline in activity on the financial markets.
The loans losses are expected to be lowest among Nordic households
with housing as collateral. This is partly because the social safety nets
are relatively well-developed in the Nordic region, and partly because
a Nordic household will incur legal issues if it defaults on its mortgage
payments.®®

According to the Riksbank’s calculations, the four major banks in

the main scenario are together expected to make loan losses of SEK
170 billion in 2009 and 2010.%° The loans losses are expected to be
SEK 70 billion in 2009 and SEK 100 billion in 2010 (see Chart 3.13).
Loan losses in 2008 amounted to SEK 12.5 billion. This means that
the loan losses in the main scenario are assumed to increase by almost
six and eight times in 2009 and 2010 respectively compared to 2008.
This is somewhat more than expected by the market participants,

but within the range between the highest and lowest assessments
among equity analysts.'® Loan losses are expected to increase for all
banks compared to 2008 (see Chart 3:14). Slightly less than 40 per
cent of the loan losses stem from the banks' operations in the Baltic
countries and the rest of Eastern Europe and roughly 50 per cent from
operations in Sweden and other Nordic countries (see Chart 3:15).
This also means that the aggregated result for the major banks will

98 In the Nordic region, in contrast to the USA, it is not possible for a household to stop making mortgage
payments in exchange for the bank being given the keys to the house, see "Why are many households
leaving their homes in the Unites States?"”, Financial Stability Report 2008:1.

99  The loan losses in 2009 and 2010 are equivalent to approximately 5.5 per cent of Sweden's GDP in the
same period. The corresponding figure during the bank crisis of 1991-1993 was 10 per cent of GDP.

100 See SME Direkt, May 2009.



only be marginally positive during the two years as the loan losses are
almost as large as the expected profits before loan losses.

CAPITAL

Three of the major Swedish banks have carried out rights issues
during the last six months (see the box Capital — regulatory capital
in accordance with Basel Il and economic capital). Nordea was third
in line of the major Swedish banks to ask the shareholders for more
capital. Nordea's rights issue added over SEK 27 billion (EUR 2.5
billion) to the bank’s equity. SEB's rights issue of SEK 15 billion was
completed in March, and Swedbank completed its rights issue of
over SEK 12 billion in January. At the same time, dividends to the
banks' shareholders for 2008 have been reduced or cut altogether.
Compared to 2007, all four banks have strengthened their Tier 1
capital ratios (see Chart 3:16).

In an international perspective the Swedish banks are well-
capitalised at present. Chart 3:17 presents a comparison of the

core Tier 1 capital ratios of European banks, that is the Tier 1 capital
excluding Tier 1 capital supplements, in relation to risk-weighted
assets in accordance with Basel Il. The Chart reveals that the core Tier
1 capital ratios of the Swedish banks are among the highest and well
exceed the statutory level for Tier 1 capital ratios. This is the case even
if account is taken of the loan losses in the Riksbank's main scenario
for 2009 and 2010. The Swedish banks thus have sufficient capital

to cope with the loan losses that the Riksbank expects in the main
scenario.

When the Swedish krona weakens, equity is not significantly
affected in absolute terms. The Swedish banks have more assets than
liabilities in Swedish kronor in their balance sheets. This is because the

DEVELOPMENTS
IN THE BANKS

Chart 3:16. Tier 1 capital ratios including rights issues,

first quarter
Per cent

07 08 07 08 07 08 07 08
Swedbank Nordea SEB SHB

M Tier 1 capital ratio
W Rights issue

Note. In accordance with transitional rules.
Sources: Bank reports and the Riksbank
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Chart 3:17. The core Tier 1 capital ratios of European
banks, first quarter 2009
Per cent

Handelsbanken
Swedbank

Mean

0 2 4 6 8 10 12 14

Note. Estimated and observed core Tier 1 capital ratios
in accordance with Basel II. Including pending and
announced capital raises.

Source: Nomura

banks' lending is to a great extent to the Swedish general public and
thus in Swedish kronor, while a large part of the funding is in foreign
currency and then mainly in dollars and euro. However, funding in
foreign currencies must be translated into kronor to cover the Swedish
general public's loan requirement in kronor. The banks use FX swaps
to match their assets and liabilities in all currencies. " As a result,

the banks' currency risk is relatively small, and their equity is not
significantly affected in absolute figures by a weakening of the krona.

On the other hand, the banks’ equity in relation to their risk-weighted
assets declines when the krona weakens. When the krona weakens,
the banks' assets, including their risk-weighted assets, increase
converted to Swedish kronor. This means that even if equity is hedged
against changes in exchange rates, and thus remains unchanged in
size, the ratio between equity and risk-weighted assets decreases in the
event of a weakening of the krona. In an attempt to counteract this, a
large proportion of the banks' Tier 1 capital supplements, that is that
part of Tier 1 capital that is not equity, consists of loans in dollars and
euros. The banks' Tier 1 capital supplements thus have a dampening
effect on the deterioration of the banks' Tier 1 capital ratios when the
krona weakens (see the box Capital — regulatory capital in accordance
with Basel Il and economic capital).

101 A swap is an agreement between two parties to exchange a particular currency for another during a
predetermined period of time and in accordance with certain terms.



What are loan losses?

ver the last six months, the focus

concerning risks in the banking sector

has shifted from market risks and
liquidity risks to credit risks. As over half of the
assets of the Swedish banks consist of lending,
the risk of future loan losses is the largest
single risk. The central elements of the term
loan losses are reviewed below.

When we refer to the banks' loan losses we
are referring to the item on the banks' income
statement that in accounting language is termed
loan loss, net. This item can be divided into four
parts:

e provisions for probable loan losses
e realised loan losses
e reversals

e recoveries

Provisions and loans

A good place to start when trying to understand
the concepts is the bank's balance sheet and
what in some cases results in loan losses, that

is the bank’s lending. Initially the bank records
lending on the balance sheet as the sum that
has been lent. Loans are then accounted
currently as the sum lent with any deductions for
provisions for probable loan losses and write-
offs for realised loan losses. On the closing day,
the bank assesses whether there are objective
grounds for writing down the loans. In order to
determine the write-down for loan losses, both

individual and group valuations of the loans are
used. An individual provision is made for the
probable loan loss from a loan that is identified
as impaired. To identify the write-down
requirement that cannot yet be allocated to
individual loans, a group valuation is then made
of the loans that are not classified as impaired in
the individual assessment.

Impaired loans

Every claim that gives rise to provisions is
included at its full amount in gross impaired
loans even if parts of the claim are covered by
collateral. Gross impaired loans with deductions
for provisions for probable losses constitute net
impaired loans. A loan is not impaired, however,
if there is collateral that by a comfortable margin
covers both the principal, unpaid interest and
any charges for late payment.

Non-performing loans

Non-performing loans is a term that often comes
up in connection with impaired loans. Non-
performing loans are loans for which interest,
amortisations or overdrafts fell due for payment
more than 60 days ago. An impaired loan is thus
a non-performing loan if it fell due more than

60 days ago and lacks sufficient collateral to
cover the total loan. Table B3 summarises how
provisions, impaired loans and non-performing
loans are interlinked.

Table B3. Lending and impaired loans in the balance sheet

A. Loans that are not impaired 20,000
B. Non-performing loans that are deemed to be impaired 200
C. Loans that are deemed to be impaired for other reasons 150
D. Gross impaired loans (B+C) 350
E. Loans before provisions (A+D) 20,350
F. Provisions for individually-valued loans 100
G. Group provisions 50
H. Total provisions (F+G) 150
1. Value of loans recorded on balance sheet (E-H) 20,200

Source: The Riksbank
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Provisions for probable losses and realised losses

Together, the individual and group provisions
made during the reporting period add up to

the part of net loan losses that is referred to as
provisions for probable loan losses. The other
part of net loan losses consists of the realised loan
losses during the reporting period. As in the case
of provisions for probable loan losses, realised
loan losses may relate to all of or part of a loan
and be reported when there is no realistic chance
of recovery. This is, for example, the case when a
composition proposal has been accepted or when
a loan has been remitted in some other way.

Table B4. Net loan losses in the income statement

Recoveries and reversals

The two other elements of net loan losses

are the recoveries and reversals made during
the reporting period. Recoveries consist of
sums recovered from the realised loan losses
of previous years. Reversals relate to the
reversal of previous write-downs for probable
loan losses that are no longer relevant. The
total for provisions and realised loans losses
with deductions for recoveries and reversals
constitutes net loan losses. Table B4 shows how
the various components are interlinked.

A. Realised loan losses 65
B. Provisions for probable loan losses 60
C. Recovery of previous realised loan losses 25
D. Reversal of provisions that are no longer required for probable loan losses 20
E. Net loan losses (A+B-C-D) 80

Source: The Riksbank



Capital - regulatory capital in accordance with

Basel Il and economic capital

o protect depositors and to safeguard

financial stability there are regulations

governing the capital adequacy of the
banks, that is how much capital a bank must
hold in relation to its risk-weighted assets.
The aim of these regulations is to ensure that
the bank will be able to cope with potential
losses. In early 2007, the new capital adequacy
requirements in the Basel Il framework began
to apply to the Swedish banks. In Basel Il,
the calculation of the banks' capital adequacy
requirements is more risk-sensitive than
previously and thus better reflects the banks’
true risks. Two measures that are often used
in connection with Basel Il are the regulatory
capital requirement, that is the statutory capital
requirement, and economic capital, which is the
capital the bank needs to run its operations and
cope with unexpected losses. The two terms are
presented in general below

Basel Il — regulatory capital requirement

The regulatory capital requirement in Basel

Il requires the banks to have a level of Tier 1
capital of at least four percent, and a capital
base of at least eight per cent of risk-weighted
assets. During the crisis it has become very clear
that the market has demanded higher capital
ratios than these statutory minimum levels. The
focus on Tier 1 capital, and even on core Tier

1 capital which is the purest measure of capital
strength, has also steadily increased.

Risk-weighted assets

Lending to the non-bank public makes up as
much as 60 per cent of the major Swedish
banks’ assets. This lending entails credit risk, that
is the risk that the borrowers will not be able to
repay their loans. In order to cover these credit
risks, (but also other risks such as market risks
and operational risks) the banks must have a
buffer in the form of capital. How much capital a
bank needs depends on the bank's risk-weighted
assets. Risk-weighted assets are calculated by

allocating each exposure (for example a loan

to a company) a risk-weight based on the
borrower's creditworthiness and underlying
collateral. This means that the banks do not
need to retain as much capital for a borrower
with a high credit rating as for a borrower with a
low credit rating. One of the fundamental aims
of Basel Il is to ensure that the regulatory capital
requirement reflects the risk that the banks
actually have on their balance sheets. In the
capital adequacy requirements stipulated in Basel
I, the risk-weights for lending to companies

was the same irrespective of a company'’s
creditworthiness, that is the requirements were
based on general standards. This meant that

the banks did not need to retain more capital in
order to lend to a high-risk company, where the
margins and thus the earnings are usually better,
compared to lending to a low-risk company.
This encouraged the banks to sell loans with

a low level of risk (for example by means of
securitisation) and to keep loans with a high
level of risk which, all else being equal, increased
the risk on the bank's balance sheets.

In Basel II, the banks can use a standardized
approach (which is more refined than in Basel 1)
or their own models and methods for calculating
risk-weights. As the banks have detailed
historical information on their exposures, this
means that the risk-weights better correspond
to the actual risks in the operations concerned.
In the case of the Swedish banks, risk-weighted
assets were higher under Basel | than under
Basel . This is mainly because the Swedish
banks have a relatively large proportion of
lending to households that have housing as
collateral. These exposures were allocated higher
risk-weights under Basel | than in the banks’
own models. Historically, mortgage lending
to households has been associated with very
low loan losses. Lower risk-weighted assets
thus mean that the banks do not need to hold
as much capital as under Basel I. Up to 2010,
however, transitional regulations apply under
which the banks may only gradually reap the
benefits of the reduced capital requirements.
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The capital base

The capital strength of the banks is dependent
on their funding structure. According to the
Basel regulations, common stock is the strongest
form of capital. However, this type of funding is
also the most expensive (see Figure B1). This is
because the shareholders are at the bottom of
the priority list and, in the event of a bankruptcy,
will only get the possible residual value that
remains when all the other more prioritised
creditors have been paid. To compensate for this
risk, the shareholders have the highest demands
regarding the rate of return and thus represent
the most expensive form of funding. The
weakest form of capital is so-called subordinated
debt. This is a less expensive form of funding
than common stock. A bank's capital base can
be divided into Tier 1 capital and Tier 2 capital.

Tier 1 capital

In somewhat simplified terms, Tier 1 capital can
be divided into two parts: Core Tier 1 capital
and supplementary Tier 1 capital. Core Tier 1
capital largely consists of equity reduced for
goodwill and adjusted for untaxed reserves.
Thereby it consists for the most part of the
bank's own equity, that is the value that belongs
to the bank’s shareholders. The return to the
shareholders normally consists of dividends and
any increase in the value of the company. If, on
the other hand, the value of the company falls,
for example if the loan losses are so large that

Figure B1. The banks’ funding structure

Regulatory capital
strength
Common stock High
(Core Tier 1 capital)
Hybrids
(Supplementary capital)
Subordinated debt
(Tier 2 capital)
Senior debt None

Source: The Riksbank

the company makes a loss, equity will also fall.
As shareholders are never entitled to demand
a dividend or to have their capital contribution
refunded, the core Tier 1 capital completely
absorbs the first losses. This is therefore the
strongest form of capital.

Supplementary Tier 1 capital, or so-called
hybrid capital, is a cross between equity and
debt. The return on hybrid capital is determined
by interest payments just as in the case of a
normal bond. The inclusion of hybrid capital
in Tier 1 capital requires that the hybrid capital
can also absorb losses. If a lender is always
entitled to get back the loaned capital then the
loan is not loss absorbing. If the bank on the
other hand, in the event of financial problems,
can suspend interest payments, write down the
value of the bond or convert it to common stock
without the risk that the lender will make the
bank bankrupt, then the capital can be classed
as loss absorbing.

Tier 2 capital

Tier 2 capital mainly comprises subordinated
loans. A subordinated loan is subordinated to
other debt, which means that the investors are
not paid until the holders of senior-ranked debts
have been paid. In contrast to hybrid capital,

a bank cannot in general suspend interest
payments or write down the value of the loan
without the risk that the investors will start legal
proceedings. Tier 2 capital cannot therefore
absorb losses in the same way as hybrid capital.

Cost

High



Economic capital
— the banks’ own capital requirements

Apart from the regulatory capital requirements
set by Basel II, the banks have their own internal
capital requirements. This so-called economic
capital, or risk capital, is the capital that the
banks themselves believe they need to run their
operations with all the various risks this entails
and to cope with any unexpected losses that
may arise. The expected losses should be met by
current earnings, which are in part based on the
risk premiums the banks charge to the borrowers.
In simple terms, the Swedish banks retain capital
on a level with what is required to achieve a
certain credit rating. In order to obtain an AA
rating (the second highest credit rating) economic
capital is calculated on the basis of a confidence
level of 99.97 per cent (see Figure B2). This
means that the banks should retain enough
capital so that the risk of default is no greater
than 0.03 per cent looking one year ahead.

Regulatory capital in Basel Il
compared to economic capital

Since the early 2000s, several of the Swedish
banks have used their own models to calculate
economic capital. However, as the regulatory
capital requirement in Basel | was at that time
calculated on the basis of general standards the
measures differed. While the banks" models
attempted to reflect the actual risk at the bank in
a more sophisticated way, regulatory capital was
a rougher measure. As the risk-weights that the
banks use in their models for economic capital
can now be used to calculate the regulatory
capital requirement, the differences between
these measures will decrease. This is also one of
the main aims of Basel II.

However, regulatory capital and economic
capital will never match completely (see Chart
B12). The regulatory capital requirement is
governed by the interests of the authorities with
regard to protecting depositors and safeguarding
financial stability. Economic capital is governed
instead by the interests of the shareholders,

Figure B2. Loss distribution for a loan portfolio

Limit for
magnitude

of losses

the bank

can cope with

Expected loss

\ Risk capital requirement

Probability

f—

Loss 99.97 per cent

Chart B12. Regulatory capital requirement, economic
capital and Tier 1 capital
As a percentage of balance sheet total, December 2008

ol

B Capital requirement without
transitional rules (Basel 1)
4 W Economic capital

Tier 1 capital after rights is-
sue and decreased dividend

Note. Swedbank does not
report its economic capital.

Sources: Bank reports and the
Riksbank

SEB Nordea Swedbank SHB

whose aim is to optimise the bank’s capital
structure in order to maximise the value to the
shareholders. In simple terms, the amount of
economic capital is determined as an equilibrium
where the marginal cost of funding the bank
with more equity is equal to the advantage of
being able to withstand further negative events
thanks to the extra capital. If a bank should
choose to retain capital to withstand all possible
negative events it would need to hold so much
capital that the costs would be too high.

In the case of the Swedish banks, the
economic capital is roughly in line with the
requlatory capital requirement (see Chart B 12).
However, the capital that the banks in fact retain
(Tier 1 capital) is higher than the economic capital
and requlatory capital requirement which means
that the banks have a buffer against unexpected
events. One of the reasons for this is that the
banks strive to achieve an attractive credit rating,
which reduces their funding costs.
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Chart 3:18. The banks’ sources of funding,
March 2009, March 2009
Per cent

M Debt securities issued
W Credit from the Riksbank

Government-guaranteed borrowing via the
Swedish National Debt Office 3%

Interbank, net
B Deposits

Sources: Bank reports and the Riksbank

Chart 3:19. The banks’ deposits and lending
SEK billion
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Chart 3:20. Annual change in the banks’ lending to
other credit institutions
SEK billion
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Sources: Bank reports and the Riksbank

Funding — liquidity risk

One of the most important functions of the banking system is to
convert short-term deposits and borrowing to long-term lending.

A large part of the banks' liabilities, this is to say the funding of
their operations, is to be regarded as liquid. The banks' assets in

the form of lending are, on the other hand, illiquid. The banks thus
have a liquidity risk to manage. The reason for this is the uncertainty
regarding both the supply and price of funding in the future in
combination with the difficulty of quickly selling assets.

Half of the banks' funding consists of market funding and half of
deposits from the public (see Chart 3:18). In total, the banks' funding
amounts to around SEK 7,700 billion. Market funding consists
primarily of issued securities where bonds account for the long-term
market borrowing and certificates for the short-term borrowing.
Borrowing on the interbank market, which is primarily used to
balance liquidity, is also a part of the short-term market borrowing. In
addition, loans from the Riksbank and other central banks, together
with borrowing backed by government guarantees, have replaced
parts of the banks' normal funding.

The financial crisis has made it more difficult for banks to fund their
operations on the market. The fact that they are highly dependent
on the market is thus a problem for the Swedish banks that are not
part of the government's guarantee programme. Although deposits
from the public are increasing, lending is increasing even more. The
difference between deposits and lending, the so-called deposit deficit,
is thus increasing (see Chart 3:19). The deposit deficit shows the
proportion of a bank’s lending that cannot be funded by deposits and
accordingly has to be funded in some other way. At the end of the
first quarter 2009, the deposit deficit amounted to SEK 3 600 billon.
Although there are signs that competition for deposits has increased
between the banks, resulting in higher deposit rates, deposits from
the public are still the least expensive source of funding. As a result
of the greater dependence on market funding, the banks’ average
funding costs are increasing.

The fact that it has become increasingly difficult to find market
funding has meant that the banks’ borrowing has become more
short-term than previously. It is above all borrowing at longer
maturities that has become more difficult. This means that the
difference between when assets and liabilities mature has increased
further. In normal circumstances, this would lead to an increase in the
liquidity risk. However, thanks to the extraordinary measures taken
by the central banks and the possibility to borrow with a government
guarantee, these liquidity risks have been dealt with to a certain
extent. In Chart 3:20 it can be seen that the major banks' lending
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to other institutions has fallen by approximately SEK 111 billion
compared to the same period in the preceding year, which indicates
that the Riksbank and other central banks have acted in place of the
interbank market.

A substantial share of the banks’ market borrowing takes place in
foreign currency. Under normal circumstances this is positive as it
reduces dependence on an individual market. However, during the
financial crisis it has become apparent that it is the foreign market
funding that the Swedish banks have found it most difficult to renew.
It has proved to be very difficult, and in some cases impossible, for
banks to issue debt abroad. This means that it has not been possible
to renew a large part of the banks’ bonds and certificates once they
have fallen due for payment. The Riksbank has replaced part of the
foreign currency borrowing that is no longer available and to date
the Riksbank has lent USD 30 billion to the Swedish banking system.
However, the fact that over SEK 1 000 billion of the major banks'
market funding in foreign currency will fall due within the next 12
months entails a risk. If access to market funding continues to be
problematic, further measures will be required on the part of the
authorities.

Contagion risks

Contagion risk relates to the risk that problems in one institution will
spread to other institutions. Such risks can be direct or indirect. Direct
contagion risk relates to the risk that the actual claims that banks have
on other banks or on companies, so-called counterparty exposures,
will lead to major losses and, in the worst case, failures of other

banks if one bank defaults on its payments. The banks can influence
the direct contagion risks themselves by setting limits for the level

of exposure they accept in relation to particular institutions, or by
requesting collateral for their loans.

Indirect contagion risk, on the other hand, is difficult for the
banks to influence as it relates to the risk that information that a bank
is experiencing problems will lead to fears arising on the market that
other banks have similar problems. Such fears, whether they are well
founded or not, can lead to confidence problems for banks other
than the one originally involved. This could in turn lead to funding or
liquidity problems. It may for example lead investors to pull out from
the market, to actors on the financial markets becoming unwilling to
trade with each other or to the public withdrawing their money from
their bank accounts. Such fears can arise because banks have similar
business operations and therefore are exposed to the same risks. This
in turn means that they may be sensitive to the same macroeconomic
events. Such fears may also arise because the market participants
believe that banks are directly exposed to the bank that face the risk
of collapse.
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Chart 3:21. The major bank with the lowest Tier
1 capital ratio after another bank defaulted on its

payments
Per cent
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Source: The Riksbank

| |
04 05 06 07 08 09

Both indirect and direct contagion risks can result in a situation
in which several banks experience difficulties at the same time, which
may have a negative impact on the functioning of the entire financial
system.

The Riksbank's tests show that the direct risk of contagion between
the Swedish banks has decreased since the previous report. The tests
are based on data on the largest counterparty exposures of the four
major banks that the Riksbank has compiled in every quarter since
1999."92 On the basis of this data, the Riksbank calculates the effects
of the collapse of one of the major banks on the Tier 1 capital of the
other three major banks. In the tests, it is assumed that 75 per cent of
the banks' exposures to the bank that collapses will be lost and that

it will be possible to recover 25 per cent.'® During the previous three
quarters, none of the banks had exposures to another bank to the
extent that their Tier 1 capital fell below the statutory requirement of
at least four per cent in the Riksbank’s test (see Chart 3:21).1%4 It is,
however, important to bear in mind that the Riksbank’s counterparty
data only provides a picture of the situation at one point in time and is
therefore not necessarily representative of the entire period. Seen over
time, the data nevertheless indicates how the contagion risks have
developed in the Swedish banking system.

The decrease in the direct contagion risk during the period is partly
due to the increase of the banks' Tier 1 capital and partly to the fact
that the banks are depositing money with each other to a lesser
extent than previously. During the last three quarters, the total
counterparty exposures of the major banks have declined. This is
mainly due to a decline in unsecured loans. The decline in the banks’
counterparty exposures resulting from unsecured loans can partly be
explained by the fact that the banks no longer deposit money with
each other on the overnight market, but instead deposit their daily
surpluses with the Riksbank.

The Riksbank's tests also show that the major banks' exposures to
large companies and foreign banks do not constitute a serious direct
contagion risk. The major banks also have significant exposures to
foreign banks and large companies which could result in significant
losses. However, in the Riksbank’s tests, payment defaults on the
part of a large company or foreign bank did not result in the Tier 1
capital ratio at any of the major banks falling below four per cent

in the previous three quarters. As in the tests relating to the banks’

102 For a detailed description of the Riksbank’s counterparty data, see the box "The Riksbank’s counterparty
data” in FSR 2008:2.

103 The Riksbank’s test corresponds to a situation in which a bank, without warning, suspends all its pay-
ments with immediate effect. Possible recovery is also assumed to be relatively limited. The Tier 1 capital
levels calculated in the tests should therefore be seen as the outcomes of an extreme stress test.

104 If the loss also causes another bank to default on its payments, this may lead to further contagion. The
risk of such second-wave effects increases if the banks have originally been affected by a similar shock.
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exposures to each other, it is assumed in this test that 75 per cent of
the exposure is lost and that 25 per cent can be recovered.

Given the high level of uncertainty and the low level of confidence
that characterise the financial markets, the indirect contagion risk
is assessed to be high. However, indirect contagion risk cannot

be measured directly as it depends on the confidence between the
participants on the financial markets. The Riksbank nevertheless
attempts to assess the indirect contagion risk in the Swedish banking
system on the basis of the situation on the financial markets in
general and for individual institutions. The lack of confidence, that
arose when Lehman Brothers filed for bankruptcy protection last
autumn, developed into general uncertainty concerning the ability
of the financial institutions to meet their commitments (see Chapter
1). Uncertainty on the market affects not just individual institutions
but all of the market participants in that investors become less willing
to contribute funding. The extensive stability measures, including
the government guarantees for bank debts, are helping to reduce
uncertainty on the market. As described in the first chapter of the
report, however, there is still a considerable lack of confidence in the
market and the financial system is still sensitive to individual negative
events. If a Swedish bank were to experience problems and, as in
the test above, default on its payments, there is therefore a risk that
this would have serious consequences for the other Swedish banks
as well, even though the actual counterparty exposures are not
larger than that the banks could cope with losing them. All-in-all,
this indicates a high level of indirect contagion risk, although this is
somewhat mitigated by the government guarantees.

Stress test of the banks resilience

The Riksbank conducts ongoing stress tests to assess how relatively
unlikely events may affect the resilience of the banks. For example,
for several years now the Riksbank has stress tested the resilience of
the banks to a turn in the credit cycle and a dramatic downturn in the
Baltic countries. In the previous Stability Report, the banks' resilience
to a global recession scenario was also tested.

At present, there is a great deal of uncertainty concerning the
development of the economy in the period ahead and its effects on
the banks. In this report, the Riksbank has therefore tested the banks’
resilience to a scenario that is much more severe than the Riksbank's
main scenario. The financial crisis has also increased the focus on the
capital strength of the banks. The test therefore also covers how loan
losses may affect the banks' Tier 1 capital ratios.

The scenario runs over two years and the level of stress is high.
Given that the initial position of the global economy in 2009 and
2010 is already unprecedentedly weak, such a stress test can be
justified on two counts. First, there is a great deal of uncertainty
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regarding the development of the global economy in the period
ahead. Most analysts predict that the decline in the global economy
will slow down towards the end of 2009 and that a recovery will
begin thereafter. Previous experience shows, however, that economic
downturns in combination with financial crises can be both deeper
and more prolonged than originally forecasted. Second, there is

a great deal of uncertainty regarding how substantial changes in
macroeconomic variables, for example GDP and interest rates, affect
the parameters that ultimately determine the banks' loan losses, that
is the probability of default (PD) and the level of loss given default
(LGD). It cannot be ruled out, therefore, that in its main scenario

for the development of loan losses the Riksbank underestimates the
effects of both PD and LGD. Given this background, it is assumed in
the stress test that the macroeconomic outcome will be much poorer
and the impact on the quality of credit greater than the Riksbank
assumes in its main scenario.

The result of the stress test is based on public data from the
banks' annual reports and thus provides only an approximate picture
of the actual lending portfolio. A few simplifying assumptions are
also made concerning the increase in risk-weighted assets and profits
before loan losses. The stress test is also static in the sense that it
is assumed that the banks take no action to improve their situation
during the two years. In reality, it is more probable that the banks will
act to defend their Tier 1 capital ratio by attempting to reduce their
balance sheets in order to free up capital or by raising new capital at
an early stage.

An important question in this context is how the downturn will
affect the size of the banks' risk-weighted assets. Swedish banks
generally use a method called through-the-cycle when they assess
the probability of default (PD) that is used to calculate the risk-
weights of the assets. In this method, the probability of default should
correspond to an average year during an economic cycle. In good
times, the banks' estimated PD will therefore be higher than the
actual outcome. This means that the banks have to a certain extent
made allowances for less favourable times. When loans migrate to
poorer risk classes (with higher PD) the banks can thus benefit from
the buffers they have built up and the capital requirement could then
remain relatively unchanged. It is Finansinspektionen (Fl) that has
approved the models the banks use to calculate their risk-weighted
assets. On the basis of the information that Finansinspektionen has
regarding the banks’ models, and of developments during the fourth
quarter of 2008 and the first quarter of 2009 when economic activity
has deteriorated significantly, Finansinspektionen’s assessment is that
the migrations will thus only have a limited effect on the banks' risk-
weighted assets. ' In the stress test, however, the Riksbank assumes
that the banks' risk-weighted assets increase by five per cent per

105 See Finansinspektionen (2009), "The effects of the government stability measures—third report,” March.
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year as the degrees of stress in the test is high. It is assumed that the
increase is the same for all banks. In reality, however, the effect of
migration in risk-weighted assets will differ from bank to bank as they
use different calculation measures. Risk-weighted assets for the banks
that use the through-the-cycle method to a large extent will, all else
being equal, increase less than for those banks that use the method to
a lesser extent.

In the scenario, it is assumed that the following three events
occur at the same time:

e First it is assumed that Swedish borrowers are affected
negatively by increasing unemployment, declining global
demand and falling GDP. This is assumed to affect large parts
of the corporate sector, which increases the number of defaults
in both the industrial and property sectors. This in turn leads
to a substantial increase in the level of loan losses for lending
to Swedish companies (see chart 3:4). For losses of this
magnitude to arise, it is deemed that GDP in Sweden would
need to fall about twice as much as in the Riksbank’s forecast
for 2009-2010"'°¢, which means that it would need to be much
weaker than expected for the stress test scenario to actually
occur. In addition, the stress scenario implies a higher long-term
interest rate than seems probable during the next two years. It
is also assumed that loan loss levels for lending to households
that does not have housing as collateral (so-called consumption
loans) will increase. The loan loss level for mortgage lending
is assumed to be relatively low as the probability of default is
deemed to be low at the same time as the loans have housing as
collateral.

e The Baltic countries and the Ukraine are assumed to be the
regions that are hit hardest. Falling asset prices (mainly for
commercial properties) and a general increase in bankruptcies
contribute to very high levels of loan losses in the scenario for
properties, companies and households.

e Finland and Germany are assumed to be affected on a par with
Sweden, while development is assumed to be worse in the UK,
Denmark and Norway (mainly due to falling asset prices and
exposures to the shipping sector in Norway). Loan loss levels for
other lending vary from 0.5 per cent for credit institutions to ten
per cent for lending in Russia.

106 See Sveriges Riksbank (2009), "Monetary Policy Update”, April.
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Table 3:4. Assumptions regarding loan loss levels
Average loan loss level per year during 2009 and 2010 as percentage of lending

Type of exposure Loan loss level
Swedish households mortgages 0.2%
Swedish households other 25%
Swedish companies mortgages* 0.7%
Swedish companies and other 25%
Sweden total (as average) 1.3%
Denmark Sweden x 1.5
Norway Sweden x 1.5
Finland Sweden x 1
United Kingdom Sweden x 3
Germany Sweden x 1
Baltic countries 10%
Ukraine 30%
Poland 5%
Russia 10%
Credit institutions 0.5%
Other 25%

Note.* denotes the major part of lending to companies mortgages is lending to tenant-owned apartments and
apartment buildings.
Source: The Riksbank

In order to calculate the banks' Tier 1 capital ratios at the end of the
scenario the following assumptions are made. %/

e The stress test is done on a group level

¢ Profits before loan losses are based on the market participants'
forecasts for the respective major banks in 2009 and 2010.'% In
the scenario, it is assumed that the banks' earnings are only 85
per cent of consensus.

e The banks pay no dividends to their shareholders during the
scenario period.

e There is no growth in the loan volumes.

e The exchange rate of the Swedish krona is assumed to remain
unchanged during the two years of the scenario.

¢ Due to poorer credit quality, it is assumed that risk-weighted
assets will increase by an average of five per cent per year.

e The loan losses that arise during the scenario are deducted from
the risk-weighted assets at the end of each year.

e Nordea's, Swedbank's and SEB's rights issues as well as hybrids
done in the first quarter of 2009 are included in the calculation
of the Tier 1 capital base for the beginning of 2009.

The results of the stress test show that the loan losses of the four
major banks total over SEK 300 billion during the two years of the
scenario (see Table 3:5). Due to the loan losses, the banks' Tier 1
capital ratios in the final year of the scenario will be between 4.8 and
8.3 per cent (see Table 3:6 and Chart 3:22). This means that all the

107 The Riksbank's stress test excludes off balance sheet credit exposures.
108 See SME Direkt (2009), May.



banks, even in the stress scenario, would meet the statutory minimum
requirement of four per cent. When one compares the bank’s Tier 1
capital ratios, one should bear in mind that a bank's Tier 1 capital may
also include hybrid capital, which is often deemed to have a weaker
loss-absorbing capacity than common stock. The Tier 1 capital of

the four major Swedish banks consists of hybrid capital to a varying
extent. The percentage is highest at Handelsbanken and lowest at
Nordea. Just under 40 per cent of the loan losses in the stress test
come from the banks' operations in the Baltic countries and in the
rest of eastern Europe. The loan losses in the Baltic countries average
10 per cent per year of the banks' lending there. This means that

the scenario has an even greater negative impact on the banks that
have exposures to the Baltic countries and other countries in Eastern
Europe.

Table 3:5. Total loan losses for the major banks, SEK billion '*°

Lending to the public and credit institutions 7,200
Total loan losses 2009 and 2010 311
Total loan losses 2009 and 2010 as a percentage of lending 4.3%

Source: The Riksbank

Table 3:6. Results and Tier 1 capital ratios in the stress test for the four major
banks

SEK, billions
Swedbank Handelsbanken SEB Nordea
2009 2010 2009 2010 2009 2010 2009 2010
Operating profit
before loan losses 15 14 15 15 14 15 36 37
Loan losses 31 44 20 28 29 42 48 70
Operating profit
after loan losses -15  -29 -5 -13 -15 27 -12 -33
Tax 0 0 0 0 0 0 0 0
Net profit -15  -29 -5 -13 -15 =27 -12 33
Tier 1 capital
at start of year 77 62 79 74 99 84 200 187
Tier 1 capital
at end of year 62 33 74 62 84 57 187 154
Risk-weighted
assets at end of year 699 688 738 745 828 826 1,885 1,906
Tier 1 capital
ratio at end of year 89% 48% 101%83% 10.1% 69% 99% 8.1%

Note. The figures in the table are rounded off. The Tier 1 capital ratios are calculated according to Basel Il
without transitional rules.
Source: The Riksbank

109 The loan losses are calculated on the basis of the lending volume on 31 December 2008 and are rounded
off. In the scenario it is assumed that there is no growth in the stock of loans. The loan losses that occur
will, however, reduce the stock of loans. All repos are excluded.
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Chart 3:22. The banks’ Tier 1 ratios
Per cent

SEB Swedbank Nordea

B 31 Dec 2008 (actual)
B 31 Dec 2009 (stress test)
31 Dec 2010 (stress test)

Handelsbanken

Note. The Tier 1 ratios are calculated according to

Basel Il without transitional rules.
Sources: Bank reports and the Riksbank
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In the event of considerable loan losses, the capital situation of

the banks may impose restrictions on the supply of credit. If the
stress scenario were to become a reality the banks would probably
experience greater funding difficulties, credit ratings would be put
under pressure and a crisis of confidence could arise. This would force
the banks to strengthen their capital situation. The banks can do this
in two main ways: first, they can issue new capital; second, they can
reduce their lending or reduce their risk-weighted assets in some
other way. It is of course better to strengthen the capital base before
increased loan losses occur. Once loan losses do occur, it will probably
be both more expensive and more difficult, or even impossible, for
the banks to acquire new capital. In such a situation there is a risk that
there will be a tightening effect on the banks' lending. An important
factor in determining to what extent capital will constitute a restriction
on the provision of credit in the future is the extent of the loan losses
suffered by the banks.

In February, the government introduced a capital infusion
programme with a framework of SEK 50 billion. Under this
programme, Swedish banks with their offices registered in Sweden
can apply for additional capital from the State, the aim being to make
it possible for the banks to increase their lending without seriously
undermining their capital situation. ' The conditions are designed

so that it is in the interests of the banks, in the first instance, to
request a capital injection from the government in connection with a
standard issue on the market. The programme thus complements the
ability of the market to fund a bank. The type of capital, that is share
capital or so-called hybrid capital, that is needed in connection with a
government capital injection may vary from bank to bank. Generally
speaking, however, the need for common stock in the capital base
will probably increase as the outlook deteriorates. The sum that the
government has injected in connection with Nordea's rights issue lies
within the framework of this programme.

Summary of risks for
the major Swedish banks

Over the last six months, the focus on the banks' loan losses has
increased. In the Riksbank's main scenario, loan losses are expected
to total SEK 170 billion in 2009 and 2010. Slightly less than 40 per
cent of these losses are expected to stem from the bank group’s
operations in the Baltic countries and the rest of eastern Europe. The
main scenario is that the banks will make substantial loan losses but
that they will meet the statutory capital adequacy requirements by a
good margin. There is, however, a risk that the situation of the banks
will deteriorate even further. This applies in particular to the banks’

110 Each institution can apply for injections corresponding to an increase of two per cent in the capital
adequacy ratio the institution had at the turn of the year. Injections can be made either in the form of
shares or in the form of hybrid capital.



