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Research Update:

Danish Public-Sector Funding Agency
KommuneKredit Ratings Lowered To 'AA+'; Off
UCO; Outlook Stable

Overview

 Followi ng our review of KomuneKredit under our new public-sector funding
agencies criteria, we believe the agency's financial risk profile is less
strong than that of higher rated Nordic peers.

 KommuneKredit has adequate liquidity, with coverage slightly bel ow 1x
over the next 12 nonths, and a structural asset-liability msmatch that
i s sonewhat counterbal anced by funding maturities of nore than five years.

W are therefore lowering our long-termrating on KormuneKredit to ' AA+
from'AAA, affirmng our 'A-1+ short-termrating, and renoving both
ratings fromunder criteria observation (UCO).

e The stable outlook reflects our expectation that KommuneKredit's
guarantee structure will remain unchanged and the agency will continue to
benefit fromits menbers' unwavering support

Rating Action

On July 26, 2018, S&P d obal Ratings lowered its long-termissuer credit
rati ng on Dani sh public-sector funding agency KomuneKredit to ' AA+ from
"AAA . The outl ook is stable.

We affirnmed our 'A-1+ short-termissuer credit rating on the agency.

At the same tinme, we renmoved our ratings on KommuneKredit from UCO, where we
pl aced them on May 22, 2018, followi ng the publication of our criteria for
public-sector finance agencies.

Rationale

The downgrade reflects our conbined view of KomruneKredit's strong enterprise
ri sk and adequate financial risk profiles, which |leads to a stand-al one credit
profile (SACP) of 'a+'. W factor in our assessnent of KommuneKredit's joint

and several liability nechanism which we consider very predictable,
supportive, and inmedi ately enforceable. This, in addition to the agency's
highly creditworthy | ocal governnent shareholders, lifts the issuer credit

rating to ' AA+' .
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Qur funding and liquidity ratios indicate that KonmuneKredit woul d not be able
to cover its schedul ed one-year termdebt liabilities without access to the
capital markets. Under extrenely stressed market conditions (' AAA" stress
scenario), without access to the capital markets, we estinmate KonmuneKredit's
one-year liquidity ratio to be slightly bel ow 1x, which conpares unfavorably
with that of its 'AAA' rated peers. Qur calcul ated static one-year funding gap
for KonmmuneKredit is 0.7x, but this is counterbal anced to sone extent by an
average maturity of 5.5x for its funding, indicating sone |eeway for adjusting
the structural mi smatch.

Furthernore, we see a negative trend in KommuneKredit's capital adequacy,
since a buildup of its top 20 | endi ng exposures could increase pressure from
si ngl e-nane concentration on our risk-adjusted capital (RAC) netric, which
after adjustments now stands slightly above 15%

Count er bal anci ng these risks is KonmmuneKredit's very strong market position,
which together with its creditworthy borrowers, still underpin its strong
enterprise risk profile. The strength of KommuneKredit's menbers supports our
strong public industry risk assessment (PICRA) for Denmark and the agency's

i mportant public policy nmandate.

Enterprise risk profile: A very strong market position as a key lender to low-risk municipal sector and
an important public policy mandate
» Extensive lending and a very conpetitive |oan offer underpin the agency's

strong public policy role and inpressive nmarket position

o« Strong PICRA, reflecting Denmark's weal thy, resilient econony and
wel | - devel oped financial sector, and the agency's strong ties to the
"AAA" rated sovereign.

KommuneKredit's public-sector mandate is to provide funding solely to its
nmenbers, which formpart of the Danish |ocal and regional governnent (LRG
sector. It provides funding directly to its menber municipalities and regions,
or to conpanies with a nunicipal guarantee. As such, KonmmuneKredit's |oan book
contains only Danish LRG risk. KonmuneKredit holds a very strong market
position with a market share of 99% of total |lending to the LRG sector

KommuneKr edit has a pronounced public policy nmandate based on its ownership
support structure, niched | ending, and non-profit mssion. As such
KommuneKredit plays a very inportant role in supplying financing to the Danish
LRG sector by ensuring stable and advant ageous funding in national and

i nternational capital markets. KommuneKredit's public policy rel evance is
further accentuated by its |ong-termengagenent in the LRG sector. A

di stingui shing feature of the Danish LRG sector is its target of long-term
borrowi ng. The average maturity of KomuneKredit's lending is 7.7 years, which
shows the agency's long-termcomitnent to the sector. KommuneKredit has cal
options on its lending, although we do not expect it will exercise them due
toits public policy role and very close ties to the LRG sector
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We vi ew KommuneKredit's overall financial nanagenent and governance as strong
However, its liquidity and funding ratios are weaker than those of its Nordic
peers. In contrast to Kommunal banken (KBN), Municipality Finance, and

Kommuni nvest (KI), KommuneKredit does not performits own credit analysis of

i ndi vi dual borrowers. Instead, the Danish Mnistry for Econonic Affairs and
the Interior perforns nonitoring of the LRG sector and thereby de facto sets
KommuneKredit's | ending strategy.

KommuneKredit's risk managenment principles (including policies for liquidity
risk, currency risk, interest rate risk, and credit risk) are defined in the
operating policies approved by the board of directors.

The Dani sh LRG sector exhibits key structural features that support its high
credit standing and our view of a strong PICRA. For exanple, the econony is
weal thy, the financial systemis advanced, the LRG sector benefits froml ow

| everage and a strong institutional franework, and there are close |inks

bet ween the LRG sector and the ' AAA' rated sovereign. In addition, the econony
di spl ays very strong resilience.

Financial risk profile: Strong capitalization combined with adequate liquidity and neutral funding
ratios

Strong capital adequacy, as reflected in a RAC ratio slightly above 15%
after adjustnents, and our view of a negative trend in ternms of
capitalization.

Under extrenely stressed market conditions and without access to the
capital markets we estimate a KomuneKredit's one-year liquidity ratio to
be slightly bel ow 1x.

Qur calcul ated static one-year funding gap of 0.7x is counterbal anced by
an average maturity of 5.5 years.

Qur RAC ratio for KonmuneKredit before adjustments is one of the highest on
our capital adequacy scale, at a very strong 35% After applying adjustnents
specific to public-sector funding agencies, to account for single-nane
concentrati on on Danish municipalities, the RAC ratio reduces to a borderline
15% This conpares sonewhat unfavorably with peers', since KI's and KBN s
adjusted RAC ratios are 17% and 31% respectively, above our 15%threshold. A
RAC ratio of 15% conbined with our view of a negative trend for
capitalization arising froma risk that single-nane concentration could

i ncrease, |leads to our assessment of overall strong capital adequacy. For
exanpl e, considering that KonmuneKredit's |ending strategy depends on genera
borrowi ng trends in the Dani sh LRG sector, we do not believe it has nuch

| eeway to adjust its I ending concentration. This, when conbined with its
significant market share, could in our viewresult in an increase in

si ngl e- name exposure, which in the follow ng 24 nonths could wei gh on the RAC
rati o after adjustnents.

W see a risk stenmi ng from KonmmuneKredit's funding gap of 0.7x, which
i ndicates a structural m smatch between assets and liabilities. The average
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maturity of funding is over five years, which is shorter than 7.7 years for

| endi ng, but I onger than for security investnents (2.5 years), and therefore
still provides sone headroom for adjusting the msmatch. As a result, the
agency's funding is a neutral rating factor, which is not the case for
Muni ci pal ity Finance, whose funding profile we assess as negative and incl udes
structured debt.

KommuneKredit's fundi ng strategy focuses on benchmark i ssuance in strategic
markets, including green bonds. All nmarkets are open to KomuneKredit as a
result of its excellent nane recognition and deep investor base. It issues
primarily standard funding instrunents, with any structured instrunents
typically conprising Japanese retail Uridashi with index-1inked options.

We consi der KommuneKredit to have only an adequate liquidity position. Cur
ratio of liquidity sources to uses of 0.96x indicates that KommuneKredit can
just meet its financial obligations over a one-year period. This ratio is
weaker than 1.2x for KBN and 1.05x for KI. W factored into our cal cul ations
stressed narket conditions, under which we assune the agency woul d not have
access to the capital markets. KommuneKredit's adequate liquidity and neutra
funding weigh on its financial risk profile, which we assess as adequate.
Kommunekredit has adapted to the change to bilateral credit support annexes
(CSAs) .

By | aw, KonmmuneKredit can prefinance up to 25% of |ending and, in May 2018,
this anbunted to 23% of | ending. KonmuneKredit's liquidity portfolio is
invested in liquid fixed-income securities issued by governnents, states,
regi onal governnents, nultilateral devel opment banks, and financi al
institutions rated ' AA-' or higher.

We do not foresee risks not captured in our RAC cal cul ati ons and fundi ng and
liquidity nmetrics, since KonmuneKredit hedges risk through derivatives, which
however, creates material counterparty exposures to financial institutions.

I nportantly, the agency follows prudent counterparty linitations and

ri sk-reducing contracts--such as International Swaps and Derivatives
Associ ati on nmaster agreenents and CSAs--to handl e t hese exposures.

We observe that securities issued by KommuneKredit are eligible as collatera
in the Danish central bank's nonetary policy operations, and its foreign
currency issues are eligible as collateral at the European Central Bank
However, KommuneKredit's |ending book is not eligible as collateral
therefore, the eligibility of its securities does not enhance its liquidity
position, in our view.

Likelihood of extraordinary support: Extremely high, via a joint and several guarantee and the
agency's mutual structure, resulting in a three-notch uplift to the SACP
e KommuneKredit's highly creditworthy nmenbers are liable for its

obligations under a joint and several liability scheme, and we expect

that the largest nenbers will support the agency if needed
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e W assess the likelihood of KommuneKredit receiving extraordi nary
governnent support to be extrenely high, owing to what we view as the
agency's integral link to, and very inportant role for, its municipa
gover nment nenbers.

KommuneKredit's nenbers are responsible for its obligations through a joint
and several liability nechanism This translates into an explicit, statutory
liability of all municipalities and regions, and ultimately of the central
government. W assess the guarantee structure as predictable and i medi ately
enforceabl e by I aw, under which nmenbers have to inject capital if the capita
ratio falls below 1% W understand that any investor, w thout a court order
can call upon any guaranteei ng menber to pay a claimon KomuneKredit. This
gives the | argest LRG nenbers, whose creditworthiness we assess as slightly
bel ow t he sovereign's, an extrenely strong incentive to provide support to
KommuneKredit before the guarantees are called. The | egal enforceability of
t he guarantee underpi ns our assessment of an integral |ink between
KommuneKredit and its nmenbers. At the sane time, we consider that
KommuneKredit has a very inportant role in providing cost-efficient funding to
its menbers. We therefore believe there is an extrenely high |likelihood that
t he menbers woul d support KonmmuneKredit should it experience financial

di stress, before any guarantees are call ed.

In addition, we believe that KomuneKredit's other LRG nenmbers woul d al so be
liable and able to support it in a stress scenario. This underlines our view
of sector support in addition to extraordinary support fromthe |argest
owners. All together, we add three notches of uplift to KommuneKredit's 'a+
SACP, leading to the issuer credit rating of 'AA+ . By conparison, we add a
two-notch uplift for KI and one notch for Municipality Finance.

Outlook
The stable outl ook reflects our expectation that KonmuneKredit's guarantee
structure will remain unchanged and that the agency will continue to benefit

from unwaveri ng nenbership support. Moreover, we expect that KommuneKredit
will continue to manage risk so that its lending services, and ultimtely the
execution of its public policy role, are not affected.

We could lower the long-termrating over the next two years if KomuneKredit's
liquidity position remains below 1x, the funding gap wi dens further, or the
average maturity of funding falls below five years. In addition, the long-term
rating could cone under pressure if the | ending book expands significantly,
with increased concentration on the top borrowers, |eading us to revise our
capi tal adequacy assessment downward. W could also |lower the ratings if we
change our view of the Iikelihood of extraordinary support fromthe LRG
menbers.

We could raise the long-termrating i f KomuneKredit consistently maintains a
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stronger funding and liquidity position
mar ket conditi ons exceeding 1x,
strengthen its capitalization

whil e preserving its strong enterprise profile.

adequacy,

Key Statistics

KommuneKredit Selected Indicators

suggesting a neutral

trend for capital

--Year ended Dec. 31--

(Mil. DKK) 2017 2016 2015 2014 2013
Business position

Total adjusted assets 230,199 223,938 213,199 201,413 184,239
Customer loans (gross) 172,271 168,589 157,693 152,085 142,711
Growth in loans (%) 4 7 4 7 5
Net interest revenues 269 498 104 254 279
Noninterest expenses 58 106 96 95 96
Capital and risk position

Total liabilities 215,231 217,094 206,852 195,169 178,244
Total adjusted capital 7,333 6,844 6,347 6,244 5,993
Assets/capital 34.7 38 42 55 46
RAC ratio before diversification (%) 34.7 N.A. N.A. N.A. N.A.
RAC ratio after diversification (%) 15.1 N.A. N.A. NA. N.A.
Gross nonperforming assets/gross loans 0 0 0 0 0
Funding and liquidity

Liquidity ratio with loan disbursement (1 year) 0.6 N.A. N.A. NA. N.A.
Liquidity ratio without loan disbursement (1 year) 0.96 N.A. N.A. N.A. N.A.
Funding ratio (1 year) 0.67 NA. N.A. N.A. NA.

DKK--Danish krone. N.A.--Not available.

Ratings Score Snapshot

| ssuer Credit Rating

SACP

Enterprise Risk Profile

Pl CRA

Busi ness Position
Managerment and Gover nance

Financial Risk Profile
Capi tal Adequacy
Fundi ng
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AA+/ St abl e/ A- 1+
at+

Strong (2)
Strong (2)
Very strong (1)
Strong (2)

Adequat e (3)
Strong (2)
Neutral (0)

Outlook Stable

with liquidity ratios under stressed
and if the agency is able to consistently
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and Liquidity Adequat e (3)
Suppor t +2

GRE Support +2

Group Support 0
Addi tional Factors +1

Related Criteria

e Criteria - Governments - International Public Finance: Public-Sector
Fundi ng Agenci es: Met hodol ogy And Assunptions, May 22, 2018

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

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

e CGeneral Criteria: Rating Governnent-Related Entities: Methodol ogy And
Assunptions, March 25, 2015

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

Related Research

e Assunptions For Liquidity Gap Anal ysis Under "Public-Sector Funding
Agenci es: Met hodol ogy And Assunptions", May 22, 2018

e Credit FAQ A doser Look At The New Public-Sector Fundi ng Agencies
Criteria, May 22, 2018

* 10 Public-Sector Funding Agencies Placed Under Criteria Observation On
Publication O New Criteria, May 22, 2018

Ratings List

Downgr aded; Ratings Affirnmed

To From
KonmmuneKr edi t
I ssuer Credit Rating AA+/ St abl e/ A- 1+ AAA/ St abl e/ A- 1+
Seni or Unsecur ed AA+ AAA
Short - Ter m Debt A-1+ A- 1+
Conmrer ci al Paper A-1+ A-1+

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

Rati ngsDi rect at www. capitalig.com Al ratings affected by this rating action
can be found on S&P d obal Ratings' public website at

www. st andar dandpoors. com Use the Ratings search box located in the |eft
colum. Alternatively, call one of the follow ng S& d obal Ratings numnbers:
Client Support Europe (44) 20-7176-7176; London Press O fice (44)
20-7176-3605; Paris (33) 1-4420-6708; Frankfurt (49) 69-33-999-225; Stockholm
(46) 8-440-5914; or Mscow 7 (495) 783-4009.
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