
Bank of Aland PLC

Primary Credit Analyst:

Olivia Fleischmann, Stockholm (46) 8-440-5904; olivia.fleischmann@spglobal.com

Secondary Contact:

Helena Cederloef, Stockholm (46) 8-440-5920; helena.cederloef@spglobal.com

Table Of Contents

Major Rating Factors

Outlook

Rationale

Related Criteria

Related Research

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT AUGUST 28, 2017   1



Bank of Aland PLC

SACP bbb

Anchor a-

Business

Position
Weak -2

Capital and

Earnings
Strong +1

Risk Position Moderate -1

Funding Average

0

Liquidity Adequate

+ Support 0

ALAC
Support 0

GRE Support 0

Group
Support 0

Sovereign
Support 0

+
Additional
Factors 0

Issuer Credit Rating

BBB/Stable/A-2

Major Rating Factors

Strengths: Weaknesses:

• Business operations in economically robust regions

in Finland and Sweden.

• Sound funding position, supported by stable

customer deposits.

• Strong capitalization.

• Concentration risk in the loan book, due to the

bank's focus on retail and private banking.

• Modest market position exposes the bank to

revenue volatility.

• Lower cost efficiency than peers, distorted by

nonbanking activities.

Outlook: Negative

The stable outlook on Finland-based Bank of Åland PLC reflects S&P Global Ratings' view that the bank will

maintain strong capital and earnings and uphold a sound approach to risk over the next two years. It also

incorporates our expectation that the majority of the bank's credit exposures will continue to be in Finland.

We could take a negative rating action if Bank of Åland's exposure to Sweden increases markedly from its current

levels, and, at the same time, we consider that the economic environment for banks operating in Sweden has

deteriorated. We currently see risks associated with economic imbalances in Sweden that could disrupt economic

developments and increase credit risks in the country. This could have a negative impact on banks active in

Sweden, including Bank of Åland, as such we could lower the bank's weighted anchor.

While we consider a positive rating action unlikely at this time, it could materialize if Bank of Åland's capitalization

improved, as indicated by a sustained increase in our risk-adjusted capital (RAC) ratio, in addition to a view that

the quality of the capital base supported a higher capital and earnings assessment. This would also require a

stabilization of economic imbalances in Sweden.
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Rationale

Our ratings on the consolidated Bank of Åland group reflect its 'a-' anchor, and our assessments of the bank's weak

business position, strong capital and earnings, moderate risk position, average funding, and adequate liquidity. The

bank's stand-alone credit profile (SACP) is 'bbb'.

We consider Bank of Åland to have low systemic importance in Finland, and because we view the prospect of

extraordinary government support for Finland's banking sector as uncertain, our long-term counterparty credit rating

on the bank is 'BBB'.

Anchor: 'a-' for banks operating in Finland

We use our Bank Industry Country Risk Assessment (BICRA) economic risk and industry risk scores to determine a

bank's anchor, the starting point in assigning an issuer credit rating. Our anchor for a commercial bank operating only

in Finland is 'a-', based on our economic risk score of '2' and our industry risk score of '3'. The 'a-' anchor for Bank of

Åland also considers the weighted-average economic risk in all countries the bank is exposed to, primarily Finland

(70% of exposures at default (EaD) and Sweden (30% of EaD). Under our BICRA methodology, Sweden has similar

economic and industry risk scores to Finland.

We view Finland as an innovative and wealthy economy with high education levels. After a mild economic downturn

in 2012-2014, we expect economic growth will gradually recover over the next two years, supported by private

consumption and starting from 2018 by recovery in exports. We believe that the risk of a house price correction is

becoming more remote as economic prospects and consumer confidence improve. We expect banks' asset quality to

remain strong in the next two years, based on the sound financial position of the household and corporate sectors, the

banking sector's moderately conservative underwriting standards, and the persisting low interest-rate environment.

We do not consider the banking sector's competitive landscape to be distorted despite concentration stemming from

the presence of large pan-Nordic banks and the domestic cooperative banking group OP Financial Group. We also

regard the sector's overall profitability and capitalization as resilient and expect banks will maintain their restrained

risk appetite. That said, the sector remains highly interconnected with other Nordic banking systems, which results in

potential spill-over risks for the Finnish economy from external events. We expect deposits will continue to dominate

the domestic banks' funding profiles and foresee that banks will rely moderately on external funding, given the limited

size of domestic capital markets.

Table 1

Bank of Aland PLC Key Figures

--Year ended Dec. 31--

(Mil. €) 2017* 2016 2015 2014 2013

Adjusted assets 5,246.0 5,121.2 4,592.6 4,284.7 3,877.6

Customer loans (gross) 3,928.0 3,820.8 3,628.8 3,358.7 3,120.5

Adjusted common equity 201.4 195.4 193.4 179.6 171.3

Operating revenues 63.5 120.4 124.9 120.6 108.0

Noninterest expenses 50.2 91.3 91.6 96.4 92.0
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Table 1

Bank of Aland PLC Key Figures (cont.)

--Year ended Dec. 31--

(Mil. €) 2017* 2016 2015 2014 2013

Core earnings 9.8 19.7 24.3 17.6 8.9

*Data as of June 30.

Business position: Weak, due to a concentrated franchise in its home markets

We consider Bank of Åland's business position to be weak, reflecting the bank's concentrated retail private banking

franchise in Finland's Åland Islands, as well as selected growth areas in Finland and Sweden.

As of June 30, 2017, Bank of Åland reported total assets of €5.3 billion (assets actively under management of €5.5

billion) and has about 100,000 customers. The bank holds a leading position in its wealthy but small home region,

Finland's Åland Islands, which account for about 20% of the bank's revenues. Sweden currently represents

approximately 30% of Bank of Åland's revenues, primarily as a result of volume growth, and the remainder is

generated in mainland Finland. Market shares in Finland and Sweden remain marginal, and as a result we consider

Bank of Aland's revenues are likely to be vulnerable to economic swings in these markets, relative to larger and more

diversified peers. We anticipate that over time Sweden is likely to represent a larger share of revenues, given that the

bank remains committed to its growth strategy in the country.

Bank of Åland focuses on providing retail private banking services, offering both basic and advanced private banking

products. The bank's growing asset management operations complement this offering, enabling it to serve affluent

customers in selected regions in Finland since the 1980s and in Sweden since 2009, following the acquisition of

Kaupthing Bank Sweden (see chart 1). In May 2017, Bank of Åland finalized an agreement where three of

Ålandsbanken Fondbolag's funds will be managing approximately Swedish krona (SEK) 13 billion (€1.3 billion) in funds

from the scandal-ridden financial services company called Allra on behalf of the Swedish pension authority. We

understand that the terms of the agreement stipulate that the savers remain under the pension authority's system for

the next several years. However, we believe that over time we could see a conversion of these savers into Bank of

Åland fund savers.
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Chart 1

In addition to asset management, Bank of Åland's credit card company CompassCard and IT company CrossKey,

which provides banking technology consulting services to several smaller local banks, are a part of the bank's

noninterest income sources. We believe the bank is likely to remain the sole shareowner of both companies. Generally,

we consider that CrossKey's relatively higher expenses, which have weighed on the bank's overall cost-efficiency

metrics, will improve over the coming years.

The bank benefits from a loyal customer base, in our opinion, and has taken steps to broaden its distribution channels

by initiating various opportunistic partnerships with financial technology companies, such as Dreams and Trustly.

Bank of Åland has also raised brand awareness by launching the first environmentally-friendly credit card, the Baltic

Sea Card, which allows Finnish customers to offset the carbon footprint of their purchases.

In our view, management remains focused on a long-term prudent strategy, which is underpinned by a strong local

shareholder collective.
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Table 2

Bank of Aland PLC Business Position

--Year ended Dec. 31--

(%) 2017* 2016 2015 2014 2013

Total revenues from business line (mil. €) 63.5 120.4 124.9 120.6 108.0

Retail banking/total revenues from business line 31.8 48.1 47.1 47.3 43.0

Commercial & retail banking/total revenues from business line 31.8 48.1 47.1 47.3 43.0

Payments and settlements/total revenues from business line 4.9 5.7 7.1 7.1 7.5

Asset management/total revenues from business line 36.5 33.8 33.2 29.1 32.6

Other revenues/total revenues from business line 26.8 12.4 12.7 14.3 13.5

Return on equity 8.8 9.1 11.9 8.6 3.7

*Data as of June 30.

Capital and earnings: Strong capitalization, underpinned by earnings growth and hybrid issuance

We assess Bank of Åland's capital and earnings as strong, reflecting our expectation that the bank's risk-adjusted

capital (RAC) ratio will remain in the 13.5%-14.5% range over the next 18-24 months.

As of Dec. 31, 2016, Bank of Åland's RAC ratio was 13.3%, having increased by 30 basis points (bps) from year-end

2015. Over the course of 2016, the bank's risk-weighted asset growth was about 1.2%, as a result of an increase in

lending, primarily in Sweden. This growth was offset by an increase in the bank's total adjusted capital (TAC), our

measure of loss-absorbing capital for banks. Some of this increase was supported by capital build-up through retained

earnings, in addition to further issuance of regulatory Tier 2 instruments that qualify for inclusion in TAC, representing

approximately 10% of TAC (see chart 2). We regard Bank of Åland as having average quality of capital, as a result of a

relatively high share of Tier 2 instruments. Many of its peers have a higher quality of capital, with 100% core equity.
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Chart 2

Our forecast for Bank of Åland's capitalization includes an expectation that the bank will payout nearly 50% of net

profits in dividends over the next two years, which is in line with the 2016 payout ratio of 47%. We anticipate that

increased loan volumes, and associated customer growth, will be the major driver of Bank of Åland's earnings growth.

Consequently, we think the bank will maintain an above-average pace of 6%-7% lending growth over the next 18-24

months. This is supported by the bank's stated strategy to expand its operations in Sweden as a share of the loan book.

In the medium term, we anticipate that net interest and net fee income will contribute equal amounts to revenues, as

asset management and private banking services remain focus areas for Bank of Åland's strategy. We note that asset

management fees can be subject to market swings, and therefore could create some earnings volatility. Nevertheless,

we forecast that the bank will maintain annual net profits of €20 million-€25 million for the next two years, translating

into a sound three-year average earnings buffer of 1.35%-1.40% (an earnings buffer of about 1.0% indicates adequate

earnings capacity).
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Table 3

Bank of Aland PLC Capital And Earnings

--Year ended Dec. 31--

(%) 2017* 2016 2015 2014 2013

Tier 1 capital ratio 12.5 11.8 11.9 10.9 10.8

S&P Global Ratings' RAC ratio before diversification N.M. 13.3 13.0 11.2 10.5

S&P Global Ratings' RAC ratio after diversification N.M. 11.6 11.1 9.7 9.0

Adjusted common equity/total adjusted capital 93.2 93.0 95.7 100.0 100.0

Double leverage N.M. N.M. N.M. N.M. N.M.

Net interest income/operating revenues 43.3 45.8 43.2 40.9 39.2

Fee income/operating revenues 39.2 37.3 37.2 38.3 39.3

Market-sensitive income/operating revenues 0.5 3.5 6.4 5.6 6.8

Noninterest expenses/operating revenues 79.1 75.8 73.3 80.0 85.2

Preprovision operating income/average assets 0.5 0.6 0.7 0.6 0.4

Core earnings/average managed assets 0.4 0.4 0.5 0.4 0.2

*Data as of June 30. RAC--Risk-adjusted capital. N.M.--Not meaningful.

Table 4

Bank of Aland PLC Risk-Adjusted Capital Framework Data

(Mil. €) Exposure*

Basel II

RWA

Average Basel II

RW (%)

S&P Global

Ratings' RWA

Average S&P Global

Ratings' RW (%)

Credit risk

Government and central banks 697 0 0 21 3

Institutions 636 103 16 92 15

Corporate 852 571 67 448 53

Retail 3,127 656 21 726 23

Of which mortgage 2,732 553 20 639 23

Securitization§ 0 0 0 0 0

Other assets 52 45 86 52 99

Total credit risk 5,364 1,375 26 1,339 25

Market risk

Equity in the banking book† 1 1 208 6 851

Trading book market risk -- 0 -- 0 --

Total market risk -- 1 -- 6 --

Insurance risk

Total insurance risk -- -- -- 0 --

Operational risk

Total operational risk -- 188 -- 236 --

(Mil. €)

Basel II

RWA

S&P Global

Ratings' RWA

% of S&P Global

Ratings' RWA

Diversification adjustments

RWA before diversification 1,564 1,580 100
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Table 4

Bank of Aland PLC Risk-Adjusted Capital Framework Data (cont.)

Total diversification/concentration

adjustments

-- 237 15

RWA after diversification 1,564 1,818 115

(Mil. €)

Tier 1

capital Tier 1 ratio (%)

Total adjusted

capital

S&P Global Ratings'

RAC ratio (%)

Capital ratio

Capital ratio before adjustments 186 11.9 210 13.3

Capital ratio after adjustments‡ 186 11.8 210 11.6

*Exposure at default. §Securitization exposure includes the securitization tranches deducted from capital in the regulatory framework. †Exposure

and S&P Global Ratings' risk-weighted assets for equity in the banking book include minority equity holdings in financial institutions.

‡Adjustments to Tier 1 ratio are additional regulatory requirements (e.g. transitional floor or Pillar 2 add-ons). RWA--Risk-weighted assets.

RW--Risk weight. RAC--Risk-adjusted capital. Sources: Company data as of Dec. 31, 2016, S&P Global Ratings.

Risk position: Moderate, due to concentration risks in terms of geographic and single-name
exposures

We view Bank of Åland's risk position as moderate, reflecting the concentration risks in its loan book. We expect that

the bank will continue to have limited geographic diversity, a narrow number of client segments, and some large

single-name exposures.

We anticipate that the bank's loan portfolio will continue to be retail focused (70% of the gross loan book), while

growth in the corporate portfolio will mainly result from collateralized real estate financing in Sweden. Further growth

in Sweden should provide some lending diversification, and we do not believe this will lead to an accumulation of

high-risk exposures given the bank's prudent underwriting standards and the sound collateralization of these

exposures.

A continued reduction in Bank of Åland's shipping finance portfolio will likely be supportive of the bank's asset quality.

This portfolio currently represents about €52 million, or about 1.3 2% of total lending. We continue to expect shipping

exposures to decline toward €45 million over the next few years.

We view positively the bank's focus on wealthy individuals and their related corporations, its prudent underwriting

standards, and its strategy of engaging mainly in collateralized lending. Much of this is a result of Bank of Åland's focus

on customer relationships. This has also meant that the bank keeps nonperforming loans on its balance sheet longer

than peers. Generally, the bank's product offering primarily comprises vanilla retail banking and related asset

management products. Furthermore, it has no exposure to European peripheral countries, nor does it use complex

financial instruments.

Bank of Åland has managed its loan book well over the recent economic cycle. In the past few years, the bank has

averaged 12 bps annually in loan losses, and for 2016, loan losses were generally in line at 11 bps. These stemmed

from two larger corporate exposures, demonstrating that concentrations remain the prevalent risk for the bank. Over

the coming years, we believe the bank's losses will be near or below an average level of 12-13 bps, which is broadly in

line with the Finnish market average. We generally believe that the bank has adequately provisioned for troubled

shipping exposures and that new lending in Sweden is prudently underwritten. We therefore expect that losses will

remain below our estimated normalized loss level of €10 million over the credit cycle.
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Table 5

Bank of Aland PLC Risk Position

--Year ended Dec. 31--

(%) 2017* 2016 2015 2014 2013

Growth in customer loans 5.6 5.3 8.0 7.6 6.9

Total diversification adjustment / S&P Global Ratings' RWA before diversification N.M. 15.0 17.0 15.6 16.1

Total managed assets/adjusted common equity (x) 26.1 26.3 23.8 23.9 22.7

New loan loss provisions/average customer loans 0.1 0.1 0.1 0.1 0.1

Net charge-offs/average customer loans 0.0 0.1 0.2 0.1 0.1

Gross nonperforming assets/customer loans + other real estate owned 1.3 1.3 2.0 1.5 1.5

Loan loss reserves/gross nonperforming assets 25.4 25.2 16.4 30.9 34.8

*Data as of June 30. RWA--Risk-weighted assets. N.M.--Not meaningful.

Funding and liquidity: Average, as a large share of funding consists of a stable deposit base

Bank of Åland's funding profile is average in our opinion, owing to a stable core customer deposit base covering 64%

of the bank's funding base, and a fairly balanced stable funding ratio of about 112% as of June 30, 2017. Customer

deposits are not significantly concentrated, and we expect they will remain a stable source of funding.

Over the past few years, Bank of Åland has used a larger share of wholesale funding to aid lending growth, and now

represents approximately 36% of the funding base. This is now predominantly made up of covered bonds since the

bank launched a covered bond program in the second half of 2012. Both Finnish and Swedish covered mortgage pools

are used in the program. The average maturity of Bank of Åland's funding profile is approximately 3.1 years, which the

bank is likely to maintain given that it has established a solid investor base beyond Finland and Sweden.

We assess the Bank of Åland's liquidity as adequate, reflecting a ratio of broad liquid assets to short-term wholesale

funding of 2.4x as of year-end 2016. This ratio is somewhat volatile given maturing long-term funding and changes in

assets held with other banks, which supports our current assessment. Bank of Åland's liquidity reserve stood at

approximately €988 billion as of June 30, 2017, leading to a liquidity coverage ratio of 110%, which is in line with

peers' and above the regulatory minimum of 100%. This portfolio consists of cash and securities, which are all eligible

for repurchase agreement transactions at the Finnish or Swedish central banks. We therefore believe that under

stressful conditions involving the closure of access to capital market funding and a significant deposit outflow, Bank of

Åland could survive for more than six months, but dependence on the central bank through repurchase agreement

activity could become significant thereafter.

Table 6

Bank of Aland PLC Funding And Liquidity

--Year ended Dec. 31--

(%) 2017* 2016 2015 2014 2013

Core deposits/funding base 64.0 64.1 58.7 55.2 60.4

Customer loans (net)/customer deposits 125.1 125.8 143.7 151.9 142.6

Long term funding ratio 90.7 90.7 87.3 79.6 82.0

Stable funding ratio 112.4 112.1 101.6 92.1 92.6

Short-term wholesale funding/funding base 9.8 9.7 13.4 21.4 18.9
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Table 6

Bank of Aland PLC Funding And Liquidity (cont.)

--Year ended Dec. 31--

(%) 2017* 2016 2015 2014 2013

Broad liquid assets/short-term wholesale funding (x) 2.4 2.4 1.3 0.8 0.8

Net broad liquid assets/short-term customer deposits 21.0 22.0 6.5 (8.0) (6.7)

Short-term wholesale funding/total wholesale funding 26.9 26.9 32.3 47.8 47.6

Narrow liquid assets/3-month wholesale funding (x) 5.9 6.0 1.9 1.4 1.4

*Data as of June 30.

External support: No notches of uplift to the SACP

We do not factor any external support into our assessment of Bank of Åland. We believe the prospect of extraordinary

government support for Finnish banks is uncertain, following the full implementation of the EU Bank Recovery and

Resolution Directive, including bail-in powers.

In addition, we assess the Bank of Åland as having low systemic importance in Finland, given the marginal market

share of customer loans and deposits in Finland, and since the Finnish authorities have not identified Bank of Åland as

being subject to a well-defined bail-in process. Consequently, we do not include support from additional loss absorbing

capacity in our long-term rating on Bank of Åland.

Additional rating factors: None

No additional factors affect this rating.

Related Criteria

• General Criteria: Methodology For Linking Long-Term And Short-Term Ratings, April 7, 2017

• Criteria - Financial Institutions - Banks: Bank Rating Methodology And Assumptions: Additional Loss-Absorbing

Capacity, April 27, 2015

• Criteria - Financial Institutions - Banks: Bank Hybrid Capital And Nondeferrable Subordinated Debt Methodology

And Assumptions, Jan. 29, 2015

• General Criteria: Group Rating Methodology, Nov. 19, 2013

• Criteria - Financial Institutions - Banks: Quantitative Metrics For Rating Banks Globally: Methodology And

Assumptions, July 17, 2013

• Criteria - Financial Institutions - Banks: Revised Market Risk Charges For Banks In Our Risk-Adjusted Capital

Framework, June 22, 2012

• Criteria - Financial Institutions - Banks: Banking Industry Country Risk Assessment Methodology And Assumptions,

Nov. 9, 2011

• Criteria - Financial Institutions - Banks: Banks: Rating Methodology And Assumptions, Nov. 9, 2011

• Criteria - Financial Institutions - Banks: Bank Capital Methodology And Assumptions, Dec. 6, 2010

• General Criteria: Use Of CreditWatch And Outlooks, Sept. 14, 2009
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• Nordic Banks Continue To Outperform European Peers On Capital Thanks To Steady Retained Earnings And

Hybrid Issuance, July 12, 2017

• Banking Industry Country Risk Assessment: Finland, Jan. 30, 2017
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1 a a a- bbb+ bbb+ bbb - - - -

2 a a- a- bbb+ bbb bbb bbb- - - -

3 a- a- bbb+ bbb+ bbb bbb- bbb- bb+ - -

4 bbb+ bbb+ bbb+ bbb bbb bbb- bb+ bb bb -

5 bbb+ bbb bbb bbb bbb- bbb- bb+ bb bb- b+

6 bbb bbb bbb- bbb- bbb- bb+ bb bb bb- b+

7 - bbb- bbb- bb+ bb+ bb bb bb- b+ b+

8 - - bb+ bb bb bb bb- bb- b+ b

9 - - - bb bb- bb- b+ b+ b+ b

10 - - - - b+ b+ b+ b b b-
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Bank of Aland PLC

Counterparty Credit Rating BBB/Stable/A-2

Senior Secured AAA/Stable

Counterparty Credit Ratings History
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20-Nov-2012 BBB/Negative/A-3
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Sovereign Rating
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*Unless otherwise noted, all ratings in this report are global scale ratings. S&P Global Ratings’ credit ratings on the global scale are comparable

across countries. S&P Global Ratings’ credit ratings on a national scale are relative to obligors or obligations within that specific country. Issue and

debt ratings could include debt guaranteed by another entity, and rated debt that an entity guarantees.
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