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RESEARCH Ul

Danish Mortgage Bank BRFKkredit
Assigned ‘A-/A-2’ Ratings; Outlook
Stable

Overview

= BRFkredit is the fourth-largest mortgage bank in Denmark.

= We believe BRFkredit benefits from a stable business model, sound funding position,
adequate capitalization, and strong earnings quality.

= BRFkredit ratings are constrained by concentration risks and low earnings diversification.

= We are assigning our ‘A-/A-2’ long- and short-term ratings to BRFkredit A/S.

= The stable outlook reflects our expectation that the bank will successfully execute its
strategy to decrease real estate development exposure while maintaining current capital
levels and improving earnings.

Rating Action

On Oct. 12, 2011, Standard & Poor’s Ratings Services assigned its ‘A-" long-term and ‘A-2’
short-term counterparty credit ratings to BRFkredit A/S, a Danish mortgage bank
headquartered in Copenhagen. The outlook is stable.

Rationale

The ratings reflect BRFkredit’s stable market position in the Danish mortgage market, its
adequate capitalization, strong earnings quality, and sound funding profile based on the
domestic covered bond market.

The ratings are constrained by the company’s concentration on the Danish property market,
which limits earnings diversification and increases risks to asset quality. In addition, the
Danish mortgage market’s low margin characteristics offer only limited preprovision earnings
to absorb outsize credit impairments, as could be seen by BRFkredit’s losses in 2008-2010.
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BRFkredit is Denmark’s fourth-largest mortgage bank and the fourth-largest financial services group
by assets. It also has a small banking subsidiary, BRFkredit Bank A/S (not rated), which provides
complimentary retail banking services. Total assets amounted to Danish krone (DKK) 223.8 billion at
June 30, 2011 (€30 hillion at DKK7.44 to €1).

The ratings are underpinned by BRFkredit’s stable business model and market position in the Danish
mortgage market, which provides recurrent net interest income revenues. BRFkredit has a total market
share of 9%. It finances about 20% of private rental property and subsidized housing, and about 7%
of the retail segment.

Capitalization is adequate according to Standard & Poor’s measures. The group reported a risk-
adjusted capital (RAC) ratio of 9.9% before adjustments at year-end 2010. This compares favorably
with the majority of a group of international banks (see ““ Despite Significant Progress, Capital Is Still A
Rating Weakness For Large Global Banks,”” published Jan. 18, 2011, on RatingsDirect on the Global
Credit Portal). However, when we take into account BRFkredit’s concentrated geographic and sector
exposure, the RAC ratio after our adjustments drops to 7.7%, which limits our assessment to
“adequate”. Total adjusted capital is high quality, according to our definition, and is composed entirely
of common equity.

We believe earnings quality to be strong and recurrent, as interest income is the main source of
income. However, some volatility incurs from the assets held in the investment portfolio. In 2008-
2010, bottom-line profits were negative or very small and hit heavily by losses suffered in the bank
subsidiary resulting from a number of exposures to the real estate development sector. We believe the
provisions incurred adequately cover the potential losses (70% coverage ratio in respect of the bank’s
nonperforming real estate development loans) and we understand that BRFkredit Bank has
discontinued lending to the real estate development sector. We therefore expect little additional need
for further provisioning. We consider BRFkredit’s asset quality in the mortgage-related book to be
strong, supported by sound underwriting standards and low demonstrated losses.

BRFkredit funds itself almost entirely through wholesale Danish covered bonds, but its funding
profile is supported by the strict matching principles inherent in the Danish mortgage legislation. While
interest rate sensitivity has increased due to the growth of adjustable-rate mortgages, the domestic bond
market has continued to function well through the past few years of financial turmoil, thanks to strong
incentive for domestic investors to continue their commitment to the market.

Although we see BRFkredit’s business model as a strength, we see exposure to predominantly one
sector, real estate financing in Denmark, as a ratings constraint. In our opinion, BRFkredit’s three
leading domestic competitors have broader business activities and consequently a more diversified
earnings capacity. But BRFkredit has managed to defend its position in the Danish market so far, due
to its role as a mortgage partner for the banking sector, especially in the subsidized housing segment,
but also based on its own distribution channels and cooperation with real estate agents. In addition,
BRFkredit is the only independent mortgage provider other than the Big Three (Danske Bank A/S
[A/Negative/A-1; Nordic national scale —/—/K-1], Nordea Kredit Realkredit A/S [not rated] and
Nykredit Realkredit A/S [A+/Stable/A-1]). Although we anticipate consolidation of the Danish banking
market, this structure is likely to remain.

Danish mortgage market margins are low, and this is a ratings constraint. The bank has historically
been able to generate sufficient capital through earnings to support loan growth. But the financial crisis
in 2007-2009 has lead to an increased awareness of risk-based pricing, and BRFkredit is presently
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working to implement a more differentiated pricing model. Standard & Poor’s expects that margin
increases will be realized only very gradually, however.

Outlook

The stable outlook reflects our expectation that management will execute its revised strategy with
increased focus on lower-risk segments within the Danish real estate market. Furthermore, the outlook
incorporates the expectation that this can be accomplished in such a way that capitalization is not
weakened and that retained earnings remain sufficient to capitalize additional loan growth. We expect
capitalization to remain adequate at about 10% before adjustments based on Standard & Poor’s RAC
framework.

A downgrade could be triggered by a material weakening of the economic conditions in Denmark
leading to higher unemployment and falling property prices, which in turn materially impacts earnings
and risk cost for BRFkredit. A substantial fall in capitalization could also lead us to downgrade
BRFkredit.

An upgrade is unlikely at this stage, but would require material strengthening of the group’s business
position without an increase in the risk position or a weakening of capitalization.

Related Criteria And Research

All articles listed below are available on RatingsDirect on the Global Credit Portal, unless otherwise
stated.

Related criteria

= Bank Rating Analysis Methodology Profile, March 18, 2004

= Criteria | Financial Institutions | Banks: Bank Capital Methodology And Assumptions, Dec. 6, 2010

= Franchise Stability, Confidence Sensitivity, And The Treatment Of Hybrid Securities In A Downturn,
Dec. 1, 2008

Related research
= Growth, Normalized Interest Rates, And Receding Losses Drive Nordic Banks’ Return From The
Crisis, Feh. 24, 2011

Ratings List
New Rating

BRFkredit A/S

Counterparty Credit Rating A-/Stable/A-2

Complete ratings information is available to subscribers of RatingsDirect, Standard & Poor's Web-
based credit analysis system, at www.ratingsdirect.com. All ratings affected by this rating action can be
found on Standard & Poor's public Web site at www.standardandpoors.com; under Credit Ratings in
the left navigation area, select Find a Rating, then Credit Ratings Search.
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