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KommuneKredit, Municipality Finance Plc,
Kommunalbanken AS, Kommuninvest
FAQ: Nordic specialist lenders' sovereign ties and low credit
risk support their credit profile

Sweden’s Kommuninvest i Sverige Aktiebolag (Kommuninvest), Norway’s Kommunalbanken
AS, Denmark’s KommuneKredit and Finland’s Municipality Finance Plc (MuniFin) are specialist
lenders that provide debt finance solely to regional and local governments (RLGs). All four
share their respective sovereigns' Aaa/Aa1 credit ratings. This reflects a combination of their
low risk lending, and the strong support we expect they would receive from their domestic
governments in case of stress.

RLG lenders benefit from the stable operating environment of the Nordic countries. They are
well capitalised and have stable albeit low profitability due to their not-for-profit mandate
and low risk business activities as evident by their exceptional asset quality metrics of zero
problem loans.

Their RLG borrowers pose limited risk, as they engage in low risk activities, are closely
supervised by their central governments, and would likely receive central government
support if they experienced financial difficulties. In addition, the debt issued by most of the
lenders is explicitly guaranteed by the RLGs they lend to. Ultimately, we would also expect
central governments to support the RLG lenders if required, even though their commitment
to do so is less explicit and direct than their commitment to support the RLGs. Our view
reflects the lenders' public policy mandate to provide low cost financing to the RLG sector,
as well as their role as a key channel through which central governments enforce local
government policy.

Below we address some frequently-asked questions (FAQs) about the four Nordic specialized
lenders.

What is the role and business model of the specialist lenders?
The four Nordic municipality lenders - Kommuninvest, Kommunalbanken, KommuneKredit
and MuniFin - have a narrow not-for-profit public policy mandate. They issue debt in
the capital markets, and lend the proceeds to municipalities and other regional and local
government (RLG) bodies.

The RLG sector plays an important role in all four Nordic countries, where it is mandated by
the central government to deliver a wide array of public services, including education and
healthcare (see below). RLGs use their loans from the specialist lenders to fund investments
in environmental projects, local infrastructure, education, healthcare and social housing (see
Exhibit 1)

https://www.surveygizmo.com/s3/1133212/Rate-this-research?pubid=PBC_1108502
https://www.moodys.com/credit-ratings/Kommuninvest-i-Sverige-Aktiebolag-credit-rating-16010
https://www.moodys.com/credit-ratings/Kommunalbanken-AS-credit-rating-600051647
https://www.moodys.com/credit-ratings/Kommunalbanken-AS-credit-rating-600051647
https://www.moodys.com/credit-ratings/KommuneKredit-credit-rating-700300
https://www.moodys.com/credit-ratings/Municipality-Finance-Plc-credit-rating-600059335
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Exhibit 1

Municipality lenders exclusively fund public bodies backed by the central government
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The credit risk borne by the lenders is strictly limited. Their RLG borrowers are engaged in low risk activities, are under close central
government supervision, and are financially backed by the central government. The lenders' only other credit exposure takes the form
of investments in highly rated debt instruments (such as Aaa-rated sovereign debt and covered bonds) which they hold for liquidity and
hedging purposes.

There are practically zero non-performing loans (NPLs) on the lenders' balance sheets, compared to the Nordic banking average of
2% (see highlight box), underlining the low risk nature of their RLG lending. All four institutions also have a very good track record of
fulfilling their mandate to provide finance to RLGs at times of severe stress in debt capital markets.

The four institutions rank as the largest lenders to RLGs and related entities in their respective countries. Their dominant positions
reflect their not-for-profit status, which allow them to lend more cheaply than commercial banks. We consider the specialist lenders to
be particularly valuable to smaller local governments, which gain access to market funding on competitive terms and at favourable loan
tenures.

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

The RLG lenders benefit from strong financial fundamentals. All four of them are well capitalised and have stable albeit low profitability
compared to traditional banks due to their low risk appetite as evident by their exceptional asset quality metrics of zero problem loans. In
addition, they benefit from efficient cost structures due to their efficient distribution (see Exhibit 2).

Exhibit 2

Nordic specialized lenders benefit from strong fundamentals
Kommunalbanken Kommuninvest MuniFin KommuneKredit

Norway Sweden Finland Denmark

TCE/ RWAs 18.8% 253.8% 55.7% 41.8%

Moody's Rated Banking Avg 18.0% 26.6% 19.1% 20.7%

Leverage Ratio 3.7% 1.8% 3.8% 3.3%

Moody's Rated Banking Avg 7.0% 5.1% 7.8% 5.2%

NPLs/ Loans 0.0% 0.0% 0.0% 0.0%

Moody's Rated Banking Avg 1.4% 1.1% 3.9% 1.8%

Net Income/ Avg Assets 0.5% 0.3% 0.5% 0.2%

Moody's Rated Banking Avg 0.9% 0.7% 0.7% 0.7%

Cost/Income 6.8% 19.3% 16.4% 16.4%

Moody's Rated Banking Avg 41.5% 47.6% 63.6% 50.9%

Source: Kommunalbanken, Kommuninvest I Sverige AB, KommuneKreditt, Municipality Finance Plc, Moody's Investors Service

We consider the lenders to be adequately capitalised given their growth and risk appetite, however, calculations vary in-terms of risk weight
assumptions across different countries. The Norwegian regulator requires institutions to apply a 20% risk-weight to loans issued to the
country’s regional and local governments, as opposed to zero in Sweden and Finland. As a result Kommunalbanken's tangible common equity
to risk weighted assets ratio at 18.8% in 2017 is considerably lower than Kommuninvest's 253.8% or MuniFin's 55.7%, but well within the
regulatory minimum of 15.4% as set by the Norwegian FSA. Kommunalbanken has nevertheless never recorded a loss on its lending during 90
years of operation similarly to its peers and we consider it to be adequately capitalised relative to its risks.

The Nordic lenders are large and frequent issuers in the debt capital markets, with total debt outstanding amounting almost EUR 120 billions
as of end 2017. All four of them employ diversified funding strategies whereby they issue debt in several currencies, in several geographies
using different funding instruments to different institutional investors. We view this strategy as prudent because it alleviates the burden of
relying on a single source of funding, while the access to multiple markets also allows to optimise their cost of funding.

Nordic specialized lenders issue debt with option-like features which could suddenly shorten their liability profile. We understand the
institutions issue callable bonds for their liquidity planning and assume that all such funding is called at first call date. Both MuniFin and
Kommunalbanken have some contractual mismatches, resulting in somewhat higher level of refinancing risk, but both lenders are match-
funded based on an anticipated average maturity of the assets based on historical data.We consider Kommuninvest and KommuneKredit to be
match-funded since the maturity profile of their liabilities is aligned with that of their assets.
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What is the ownership structure of the specialist lenders?
All four institutions are 100% owned by public sector bodies. For all four, this is a statutory requirement. Their ownership structures
differ slightly, but all are highly stable (see Exhibit 3).

KommuneKredit and Kommuninvest are 100% owned by the regional and local governments they finance, while their Norwegian
counterpart is fully owned by the Norwegian central government. Finland’s Municipality Finance Plc has a more diverse ownership
structure: Keva, a public-sector pension fund, holds 30.66% of its shares, while the Finnish central government and the City of Helsinki
hold 16% and 10.41% respectively. The remaining shares are held by the municipal sector.

Exhibit 3

The specialized lenders have diverse ownership structures
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What is the relationship between the specialist lenders and their central governments?
There is no explicit commitment from the Nordic central governments to support their specialist lenders in case of financial stress.
However, the lenders benefit indirectly from the Nordic central governments' strong links with and close supervision of their RLG
borrowers. This makes sovereign support for the RLGs in the event of financial distress likely, and safeguards the asset quality of the
lenders in turn. In some cases, the central government also has a direct role in supervising the lenders (see below). These considerations
support our expectation that the Nordic central governments would support their municipality lenders if required.

Nordic central governments maintain financial discipline within the wider public sector by imposing strict fiscal rules on municipalities,
which are responsible for the bulk of RLG expenditure. These include a requirement that they balance their budgets, which makes the
build-up of substantial municipal operating deficits unlikely. In addition, supervisory bodies monitor municipalities' decisions to make
sure they do not exceed their legislative powers.

The supervisory bodies can question the municipalities' approach to revenue distribution, efficiency, allocation of resources, and
expenditure. Municipalities may also be subject to borrowing restrictions, and may face additional requirements regarding their
accounting systems and benchmarking standards. To promote accountability and transparency, they may also be required to respond
to requests for information from citizens and the central government.
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In all four countries, legislation prohibits local governments from declaring default, making government intervention in the event of
an RLG facing severe financial difficulties very likely. Nordic RLGs have on occasion experienced financial distress. However, there have
been no Nordic RLG defaults for over 100 years thanks to timely central government support (see Exhibit 4).

Exhibit 4

Nordic central governments have historically provided support to RLGs in financial distress

 DENMARK FINLAND SWEDEN NORWAY

Local government under 

stress

Municipality of Farum, (2002) Municipality of Karkkilla, (1992) City of Bjuv, (1995) Municipality of Lebesby, (Late 

1980s)

Background Excessive spending and 

breaches of borrowing 

regulations. Several ambitious 

projects were carried out via 

opque public-private 

partnerships using sale and 

leasback loans.

Financial distress of a major 

state-owned company (Karkkila 

Industrial Village Ltd.) with 

domestic and foreign loans 

guaranteed by the municipality.  

A devaluation of the Finnish 

Markka exacerbated the 

situation, pushing guaranteed 

loans up  to 250% of the 

municipality’s tax revenue. 

Financial distress due to the 

overindebtedness of its housing 

company. Bjuv was unable to 

raise taxes at the time due to 

nationa legislation that 

suspended municipalities’ tax-

raising powers. 

The municipality guaranteed the 

liabilities of a fishing business 

that went bankrupt, and was 

forced to assume responsibility 

for NOK 50 million of its 

short—term debt. 

State intervention The central government 

assumed control of Farum and 

granted the municiality a 

subsidy of DKK 2 billion, a sum 

equivalent to its annual budget. 

This marked the first time the 

Danish central government had 

bailed out a local government, 

and was highly controversial in 

Denmark. Farum was forced to 

raise municipal taxes from 

19.6% to 22.8%.

Karkkila took the liabilities on its 

balance sheet and the central 

government was given the right 

to veto the company board. The 

central government passed 

emergency legislation tha 

tenabled the payment of a state 

interest subsidy to the 

municipality, which had to be 

repaid. Karkkila raised 

municipal taxes to the highest 

level in the country.

The central government 

provided SEK 159 million out of 

the SEK200 million requested to 

resolve the crisis. It also took 

over the housing company until 

31 May 2003 as a condition of 

allowing Bjuv to keep it 

thereafter. Bjuv took a larger 

management role in the housing 

company.

The central government 

provided financial support for 

number of years, and allowed 

the debt to be restructured as 

part of a wider rescue package 

that also imposed  spending 

cuts and closer scrutiny on the 

municipality.

Source: Farum – Policy making in multilevel systems: Federalism, decentralisation and performance in OECD countries (2013); Karkkila – Finnish local government institutions and creditworthiness
(2012); Bjuv – Fiscal Federalism in Unitary States (2004); Lebesby – Recovery of local and regional authorities in financial difficulties (2002)

All the Nordic specialist lenders' have exceptionally high asset quality. None of them have incurred any credit losses throughout their
long history. This is because the safeguards outlined above have supported RLGs' long-term creditworthiness, allowing them to fulfil
their mandate to deliver critical public services such as education and healthcare.

A planned reform in Finland will create a new subdivision of local government, the county, which will sit in between RLGs and
the central government. The counties will take over responsibilities relating to health and social services currently performed by
municipalities in an effort to improve efficiency.

This could adversely affect some Finnish municipalities, as the efficiency improvements may result in the loss of some real estate
assets, potentially putting at risk the repayment of existing loans. However, we do not expect any change in MuniFin’s credit costs, even
if some of its loans become non-performing, thanks the supportive mechanisms currently in place for Finnish RLGs.

In some cases, central governments have a role in supervising the specialised lenders. For example, Denmark’s KommuneKredit is
structured as a credit association, and hence is not subject to Danish banking law. As a result, it is directly supervised by the Ministry of
Economic Affairs and the Interior, rather than Denmark's banking regulator.

Similarly, Kommunalbanken's status as a “state instrumentality” requires the Norwegian government to ensure the lender is able to
meet its financial obligations. Moreover, Norway's Ministry of Finance is responsible for setting Kommunalbanken's return on equity
target (currently 8%), while material changes to the lender's business model would require parliamentary consent. Kommunalbanken is
also supervised by Norway's Financial Supervisory Authority (FSA), the country's bank regulator.
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How economically significant are Nordic RLGs?
The Nordic countries' local government sectors are the largest in the world, accounting for 20% of total employment on average, and
for an unusually high share of total public expenditure (see Exhibit 5). In Denmark, Sweden and Finland, local government spending
exceeds that of the central government, in contrast to most other countries in the Organisation for Economic Co-operation and
Development (OECD).

Exhibit 5

Nordic local governments account for a large share of public expenditure
Share of public expenditure spent by government level, 2016
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This reflects the wide range of responsibilities that the Nordic countries devolve to local level, including the delivery of most public
services (see Exhibit 6). Nordic local governments’ role as public service providers makes them systemically important, reinforcing the
probability that they would receive central government support if necessary. The bulk of public services are delivered by municipalities,
in line with the principle that services are most effectively delivered at the local level. Local governments in Denmark, Sweden, Norway
and Finland are regional or municipal.

Exhibit 6

Nordic regions and municipalities play a key role in public service delivery

Note: Finland's RLG reform will see health care services become the responsibility of the newly formed county-level governments, so as to reduce cost pressures on municipalities.
Source: Danish Ministry of Economic Affairs and the interior, Association of Finish Local and Regional Authorities, Swedish Ministry of Finance, Norwegian Ministry of Local Government and
Modernisation, European University Institute Florence.
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Nordic local governments also have wide tax-raising powers. Tax receipts account for the majority local government revenues,
with central government grants, fees and financial income making up the balance. Income tax is by far the largest source of local
government operating revenue. Other local taxes include corporate tax, land tax and property tax. Nordic RLGs have the autonomy
to raise taxes as required (with the exception of those in Norway, where local taxes are subject to a central government ceiling).
Equalization systems are in place to support financially weaker RLGs.

What kind of guarantees are in place for the debt issued by the lenders?
In most cases, the debt issued by Nordic specialist lenders is guaranteed by local governments. The exception is Norway's
Kommunalbanken, whose debt carries no explicit guarantees even though the institution is 100% state-owned (see Exhibit 7).

Nevertheless, Kommunalbanken's status as a “state instrumentality” requires the Norwegian government to ensure the lender is able to
meet its financial obligations, and to perform its mandate of providing finance to RLGs. We believe that in a failure scenario, which we
currently regard as unlikely, the Norwegian government would have both the ability and the willingness to support Kommunalbanken.

Sweden's Kommuninvest and Denmark's KommuneKredit both benefit from joint and several guarantees from the RLGs they lend to. In
the event of failure, creditors could therefore claim payment from any of the municipalities and regions without needing a court order.

MuniFin’s liabilities are guaranteed by a separate entity, the Municipal Guarantee Board (MGB, Aa1, stable). All municipalities in Finland
are members of the MGB, and they have a joint (but not several) obligation under the guarantee. We do not view the joint guarantee
as materially weaker than a joint and several guarantee in this instance, because we do not believe that smaller municipalities would be
able to cover the obligations of larger peers under a stress scenario.

Exhibit 7

Kommunalbanken debt is not guaranteed, in contrast to the other municipal lenders

 Kommunalbanken Kommuninvest MuniFin KommuneKredit

Country (Sovereign Rating) Norway (Aaa, Sta) Sweden (Aaa, Sta) Finland (Aa1, Sta) Denmark (Aaa, Sta)

Guarantee None Joint and several guarantee from RLGs which are 

part of Kommuninvest Cooperative Society

Joint guarantee from RLGs through the 

Municipal Guarantee Board

Joint and several 

guarantee from RLGs

Ratings (LT Issuer) Aaa Aaa Aa1 Aaa

Source: Kommunalbanken, Kommuninvest I Sverige AB, Kommunekreditt, Municipality Finance Plc, Moody's Investors Service

Are the lenders subject to a resolution framework?
The four specialist lenders all operate in countries that have adopted the European Union's (EU) Bank Recovery and Resolution
Directive (BRRD), designed to ensure that creditors rather than taxpayers bear the cost of bank failure.

However, we believe there is still a very high probability that the central government would provide Kommuninvest, MuniFin and
Kommunalbanken with support if necessary. This reflects the lenders' strong links with government, and their importance to the
smooth functioning of the local government sector. Denmark's KommuneKredit is exempt from the BRRD due to its non-bank status.

The business models of the specialist lenders differ from those of other banks, and we therefore expect them to be treated differently
in the event of failure. However, we consider the probability of a Nordic specialist lender failing to be very low, given Nordic central
governments' close supervision of both the RLG sector and individual lenders.
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Moody's Related Research:
Credit opinions:

» Kommunalbanken AS: Regular Semiannual Update

» KommuneKredit: Update to credit analysis

» Kommuninvest i Sverige Aktiebolag: Update to credit analysis

» Municipality Finance Plc: Semiannual Update

Rating Methodologies:

» Banks

» Government-Related Issuers

Issuer in depth:

» AFL, BNG Bank, Kommuninvest, MuniFin, NWB Bank, SFIL: European lenders to local governments: adequate capitalisation despite
expected relaxation in leverage requirements

» Nordic Local Governments: Credit quality boosted by support expectation and inherent strengths
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