FINANCIAL INSTITUTIONS

CREDIT OPINION
19 December 2017

St. Galler Kantonalbank
Following rating affirmation of Aa1, outlook remains stable

Update

Summary
We assign Aa1/P-1 deposit ratings and Aa1 senior unsecured debt rating with a stable outlook
to St.Galler Kantonalbank's (SGKB). Further, we assign an a3 Baseline Credit Assessment
(BCA) and Adjusted BCA and an Aa1(cr)/P-1(cr) Counterparty Risk (CR) Assessment. We rate
SGKB's subordinated debt Baa1, its junior subordinated debt Baa1(hyb) and its high-trigger
Additional Tier 1 (AT1) instruments Baa3(hyb).
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The Aa1 ratings reflect (1) the bank's a3 BCA and Adjusted BCA; and (2) five notches of
government support uplift, based on the guarantee framework provided by the Canton of
St. Gallen. The Baa1 subordinated debt rating reflects (1) SGKB's a3 Adjusted BCA, and (2)
the result of our Advanced Loss Given Failure (LGF) analysis, which takes into account the
severity of loss faced by different liability classes in resolution and indicates a high loss given
failure, resulting in a positioning one notch below the bank's Adjusted BCA.
SGKB's a3 BCA reflects the bank's (1) solid solvency profile, resulting from its good and
improving capitalization, (2) moderate asset risk and (3) resilient and adequate profitability,
offering a sufficient capacity to absorb a certain degree of unexpected losses. The BCA
additionally reflects SGKB’s stable liquidity profile, with liquidity reserves almost at balance
with market funding exposures.
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Credit strengths
» Senior creditors and deposit holders benefit from the Canton of St. Gallen's full guarantee for all of the bank's senior liabilities
» Solid capital ratios provide an increasing buffer for downside risks
» The bank has sustainable profitability and efficiency metrics

Credit challenges
» Partial reliance on market funding and relatively lower liquid resources compared with that of its peers
» Geographically concentrated loan book, with rising exposure to residential real estate

Outlook
» The outlook on SGKB's ratings is stable because we do not expect any material changes in the full ownership and statutory
guarantee from the Canton of St. Gallen or the bank's credit fundamentals over the next 12-18 months.

Factors that could lead to an upgrade
» The bank's senior debt and deposit ratings may be upgraded if the Canton of St. Gallen's creditworthiness improves, provided the
Canton maintains its existing guarantee. Improvements in the bank's standalone credit profile will not lead to an upgrade of the
senior long-term ratings given the 'government-backed' support assumption factored into the ratings.
» Upward pressure on SGKB's BCA could arise from a combination of (1) meaningfully higher capital ratios combined with improving
asset risk profile; (2) reduced exposure to market-funding sources combined with a sustainable increase in liquid resources; and (3) a
marked and sustainable improvement in risk-adjusted levels of recurring profitability.

Factors that could lead to a downgrade
» The bank's senior debt and deposit ratings may be downgraded if the Canton of St. Gallen's creditworthiness deteriorates, or if the
Canton would withdraw its guarantee (though highly unlikely).
» Downward pressure on SGKB's BCA could result from (1) reduced capitalization combined with (2) a material, prolonged erosion
in asset quality; and (3) a more imbalanced funding structure, with market funds rising significantly above the available liquid
resources.
» A change in the Swiss Macro Profile to Strong+ could exert pressure on the bank's BCA all else equal.

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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Key indicators
Exhibit 2

St. Galler Kantonalbank (Consolidated Financials) [1]
Total Assets (CHF billion)
Total Assets (EUR billion)
Total Assets (USD billion)
Tangible Common Equity (CHF billion)
Tangible Common Equity (EUR billion)
Tangible Common Equity (USD billion)
Problem Loans / Gross Loans (%)
Tangible Common Equity / Risk Weighted Assets (%)
Problem Loans / (Tangible Common Equity + Loan Loss Reserve) (%)
Net Interest Margin (%)
PPI / Average RWA (%)
Net Income / Tangible Assets (%)
Cost / Income Ratio (%)
Market Funds / Tangible Banking Assets (%)
Liquid Banking Assets / Tangible Banking Assets (%)
Gross Loans / Due to Customers (%)

6-172

12-162

12-152

12-142

33
30
34
2.1
2
2.2
2.0
14.7
22.8
0.9
1.2
0.5
60.1
20.5
19.1
119.0

32
30
32
2.1
2
2.1
2.1
14.9
22.8
1.0
1.2
0.4
59.8
21.0
19.0
120.5

31
29
31
2.1
1.9
2.1
2.4
14.5
26.5
1.0
1.2
0.4
61.8
21.4
18.3
120.8

30
25
30
2
1.7
2
2.6
14.4
28.5
1.0
1.3
0.5
59.5
21.3
17.9
121.7

12-132 CAGR/Avg.3

28
23
31
2
1.6
2.2
3.0
14.5
33.2
1.1
1.4
0.4
61.8
18.4
14.3
121.5

4.74
8.24
2.54
2.64
6.04
0.44
2.45
14.66
26.85
1.05
1.36
0.45
60.65
20.55
17.75
120.75

[1] All figures and ratios are adjusted using Moody's standard adjustments [2] Basel III - fully-loaded or transitional phase-in; LOCAL GAAP [3] May include rounding differences due to
scale of reported amounts [4] Compound Annual Growth Rate (%) based on time period presented for the latest accounting regime [5] Simple average of periods presented for the latest
accounting regime. [6] Simple average of Basel III periods presented
Source: Moody's Financial Metrics

Profile
SGKB is a Swiss cantonal bank operating mainly in the Canton of St. Gallen and Appenzell Ausserrhoden. SGKB provides savings and
credit services to individuals, and small and medium-sized businesses. SGKB was founded in 1868 as a government-owned credit
institution to promote regional economic development. As of 31 December 2016, the Canton of St. Gallen was the largest shareholder
of the bank, with a 54.8% stake. Since 2001, SGKB’s shares have been listed on the SIX Swiss Exchange. The Canton is required by law
to hold at least 51% of SGKB's shares.

Detailed credit considerations
Narrow geographical focus and loan growth are key drivers for asset risk
SGKB has a higher problem loan ratio (2.0% as of the first half of 2017, down from 2.1% as of year-end 2016) and a lower coverage
ratio compared with most of its closest Swiss banking peers. The main driver of the high ratio is the bank's exposure to regional
corporate and small and medium-sized enterprises, which loans entails higher problem loan ratios than the bank's traditional retail
mortgage loans. However, we believe that SGKB's risk management and controls allow for adequate assessments of the bank's inherent
asset-quality risk, aided by a fair degree of diversification in the bank's corporate loan book.
SGKB's mortgage loan book, which is concentrated in the Canton of St. Gallen and Appenzell-Ausserrhoden, grew at a compound
average growth rate of 4.9% during 2007-16 to CHF22.5 billion compared with 4.5% for the Swiss market, partially driven by the
takeover of Vadian Bank in 2014. Though growth slowed down to 3.2% and 3.3% in 2015 and 2016, respectively, the continued
expansion of the mortgage book has increased the bank's susceptibility to potential shocks from the domestic real estate markets,
which could potentially weaken the bank's capital buffers in an adverse scenario.
Loan loss provisions available to balance those risks could be adequate but are low compared with peers. However, the loan book is
highly granular; only a smaller proportion of it has loan to value (LTV) ratios above 60%. Our overall solid Asset Risk score of a3 reflects
these considerations.
SGKB is predominantly active in Switzerland, and its Macro Profile is aligned with that of its home country at Very Strong-.
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Solid capital ratios provide an increasing buffer for downside risks
SGKB's total capitalisation will benefit from the effect of the issuance of new high-trigger AT1 and Tier 2 instruments in 2017 and the
following years. We expect the total capital ratio to improve by around 140 basis points, ceteris paribus, with the latest reported total
capital ratio at 15.2%. Our Moody's-adjusted Tangible Common Equity (TCE) ratio will take into consideration the positive effect of the
high-trigger AT1 as well, which results in the assignment of an aa2 Capital score.
SGKB is classified as a Category 3 institution according to the Swiss Financial Markets Authority's definition and must maintain a total
capital ratio of at least 12.0%. As of end-June 2017, SGKB's Common Equity Tier 1 capital ratio and total capital ratio stood stable and
solid at 14.2% and 15.2%, respectively (year-end 2016: 14.3% and 15.6%, respectively).
Moreover, the bank reported a stable regulatory leverage ratio of 6.2% as of end-June 2017. However, improvements in the bank's
capital and leverage ratios are somewhat lagging compared with its Swiss cantonal and regional bank peers.
Partial reliance on market funding and relatively lower liquid resources constrain SGKB's BCA
Our baa1 Funding Structure score takes into account SGKB's stable base of customer deposits, which was CHF21.2 billion as of endJune 2017 (65% of total assets; including Kassenobligationen). The score considers SGKB's partial reliance on confidence-sensitive
wholesale funding sources to finance its lending operations (loan/deposit of 119% as of end-June 2017), which illustrates a higher
dependence than that of the other rated Swiss cantonal banks, with a typical loan/deposit of around 100%.
SGKB's market funding increasingly consists of covered bonds (Pfandbriefe of CHF4.0 billion as of year-end 2016, up from CHF3.4
billion as of year-end 2015), limiting potential interest rate risks for the bank, given the more matched asset-liability profile. However,
the comparatively large proportion of senior unsecured funding (CHF2.9 billion as of year-end 2016) is more sensitive to market
confidence than Pfandbriefe and deposits, despite the senior unsecured debt being placed predominantly with Swiss domestic
investors.
SGKB displays an adequate liquidity position for its risk profile. As of year-end 2016, SGKB reported cash and interbank assets of
CHF4.7 billion and a liquid financial investment book of CHF1.4 billion, which together made up 19% of its total balance sheet,
resulting in a baa2 Liquidity Resources score. SGKB's absolute level of liquid banking assets is in line with the average of its closest
cantonal and regional bank peers; however, these peers are less dependent on market funding than SGKB. The resulting weaker
Combined Liquidity score of baa1 is a key constraining factor behind SGKB's a3 BCA.
Adequate profitability metrics despite a challenging market environment and strategic adjustments to the private banking
franchise
The bank's profitability metrics have been resilient, despite the challenging low yield environment, resulting in a Profitability score in
line with the unadjusted scorecard outcome, at baa3. In H1 2017, SGKB reported net income (Swiss GAAP) of CHF81 million, up from
CHF74 million in H1 2016. This improvement was driven by better trading results, a higher fee and commission income and a stable
net interest income of CHF149 million, according to our definition (as of the end of June 2016: CHF150 million). SGKB's cost base was
stable, with operating expenses of CHF126 million in the first half of 2017.
SGKB's assets under management increased further to CHF40.4 billion in the first half of 2017 (year-end 2016: CHF38.3 billion;
year-end 2015: CHF36.2 billion). Earlier, SGKB had underperformed its peers because of persistent net outflows owing to (1) SGKB's
deliberate decision to execute its tax-compliant strategy, exiting the US client business and its subsequent participation in the US-Swiss
Tax Program; and (2) the sale of the cross-border businesses of the former HypoSwiss subsidiaries. As of 17 September 2015, SGKB
and the US Department of Justice reached a non-prosecution agreement under which SGKB paid $9.5 million. This was followed by a
similar announcement on 29 October 2015 under which the former subsidiary HypoSwiss Geneva paid $1.1 million, with the settlement
for the former HypoSwiss Zurich completed in January 2016 ($49.8 million payment).

Notching considerations
Government support
In light of the explicit guarantee that the Canton of St. Gallen, SGKB's majority owner (54.8% stake), provides for all of the bank's
unsubordinated obligations, SGKB's debt and deposit ratings receive a five-notch uplift from the bank's current a3 BCA to Aa1. This
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uplift is supported by our assessment of SGKB as a government-backed financial institution. In our view, the bank remains an important
financial institution in the region, with a firmly entrenched franchise and close involvement in the regional economy.
Counterparty Risk Assessment
Counterparty Risk Assessments (CR Assessments) are opinions of how counterparty obligations are likely to be treated if a bank
fails and are distinct from debt and deposit ratings in that they (1) consider only the risk of default rather than both the likelihood
of default and the expected financial loss suffered in the event of default, and (2) apply to counterparty obligations and contractual
commitments rather than debt or deposit instruments. The CR Assessment is an opinion of the counterparty risk related to a bank's
covered bonds, contractual performance obligations (servicing), derivatives (for example, swaps), letters of credit, guarantees and
liquidity facilities.
SGKB's CR Assessments are positioned at Aa1(cr)/P-1(cr).

The bank's CR Assessment is positioned five notches above the bank's a3 Adjusted BCA. This positioning reflects the depositor
preference in Switzerland, and the resulting rank ordering of Counterparty Risk exposures below deposits, and the moderate volume
of instruments ranking below Counterparty Risk exposures, such as senior debt and equity, which is insufficient to reduce the
expected loss to a level that would warrant uplift from the Adjusted BCA. The CR Assessment, however, benefits from five notches of
government support uplift, reflecting the Canton's guarantee.
Subordinated debt ratings
The Baa1 rating of SGKB's CHF299 million subordinated debt (lower Tier 2) does not benefit from any rating uplift, reflecting the
instrument's subordinated nature and the absence of deferral triggers or principal write-down language. The guarantee provided by
the Canton of St. Gallen to SGKB explicitly excludes support to subordinated instruments (as per the St. Gallen Cantonal Banking Act,
Article 6.2). We, therefore, use our Advanced LGF analysis, which takes into account the amount of subordinated debt outstanding and
the debt volume subordinated to it, to determine the loss severity of this debt class. Our Advanced LGF analysis indicates a high loss
given failure for SGKB's subordinated debt, leading to a positioning one notch below SGKB's a3 Adjusted BCA.
Junior subordinate debt (Tier 2 hybrid instrument with a contractual write-down)
The Baa1(hyb) rating assigned to the Tier 2 instrument reflects our approach to rate instruments minus one notch below the bank’s
a3 Adjusted BCA if (1) the security is dated, (2) there is no coupon skip, or (3) the security includes language in the contractual terms
that it absorbs losses through conversion to equity or a principal write-down at the point of non-viability. However, we deem it unlikely
that the regulator will differentiate between the legacy Tier 2 instruments that are subject to bail-in, and the new point of non-viability
securities that have a contractual write-down or conversion in a theoretical bail-in situation.
High-trigger Additional Tier 1 Securities (AT1)
The Baa3(hyb) rating assigned to the high-trigger, undated, deeply subordinated AT1 pref. stock non-cumulative1 instruments reflects
our approach to the rating of high-trigger securities, where we rate to the lower of a model-based outcome and a non-viability security
rating. This captures the credit risk associated with the distance to trigger breach and the credit risk of these securities' non-viability
component.
About Moody's Bank Scorecard
Our scorecard is designed to capture, express and explain in summary form our Rating Committee's judgment. When read in
conjunction with our research, a fulsome presentation of our judgment is expressed. As a result, the output of our scorecard
may materially differ from that suggested by raw data alone (though it has been calibrated to avoid the frequent need for strong
divergence). The scorecard output and the individual scores are discussed in rating committees and may be adjusted up or down to
reflect the conditions specific to each entity.
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Rating methodology and scorecard factors
Exhibit 3

St. Galler Kantonalbank
Macro Factors
Weighted Macro Profile

Very
Strong -

Factor

100%

Historic Macro
Ratio Adjusted
Score

Credit
Trend

Assigned Score

Key driver #1

Key driver #2

Solvency
Asset Risk
Problem Loans / Gross Loans

2.3%

a1

←→

a3

Geographical
concentration

Collateral and
provisioning coverage

Capital
TCE / RWA

14.7%

aa3

↑↑

aa2

Risk-weighted
capitalisation

Expected trend

Profitability
Net Income / Tangible Assets

0.5%

baa3

←→

baa3

Earnings quality

Expected trend

Combined Solvency Score
Liquidity
Funding Structure
Market Funds / Tangible Banking Assets

21.0%

baa1

←→

baa1

Market
funding quality

Expected trend

Liquid Resources
Liquid Banking Assets / Tangible Banking Assets

19.0%

baa2

←→

baa2

Quality of
liquid assets

Expected trend

Combined Liquidity Score
Financial Profile
Business Diversification
Opacity and Complexity
Corporate Behavior
Total Qualitative Adjustments
Sovereign or Affiliate constraint:
Scorecard Calculated BCA range
Assigned BCA
Affiliate Support notching
Adjusted BCA

a2

baa1

a2

baa1
a3
0
0
0
0
Aaa
a2-baa1
a3
0
a3

Balance Sheet is not applicable.

6

19 December 2017

St. Galler Kantonalbank: Following rating affirmation of Aa1, outlook remains stable

FINANCIAL INSTITUTIONS

MOODY'S INVESTORS SERVICE

Debt class

De Jure waterfall De Facto waterfall
Notching
LGF
Assigned Additional Preliminary
LGF
notching
Rating
Instrument Sub- Instrument SubDe Jure De Facto Notching
Guidance notching
Assessment
volume + ordination volume + ordination
vs.
subordination
subordination
Adjusted
BCA
Counterparty Risk Assessment
-------0
0
a3 (cr)
Deposits
-------0
0
a3
Senior unsecured bank debt
-------0
0
a3
Dated subordinated bank debt
--------1
0
baa1
Junior subordinated bank debt
--------1
0
baa1 (hyb)
Non-cumulative bank preference shares
--------1
-2
baa3 (hyb)
Instrument class
Counterparty Risk Assessment
Deposits
Senior unsecured bank debt
Dated subordinated bank debt
Junior subordinated bank debt
Non-cumulative bank preference shares

Loss Given
Failure notching
0
0
0
-1
-1
-1

Additional Preliminary Rating
Notching
Assessment
0
0
0
0
0
-2

a3 (cr)
a3
a3
baa1
baa1 (hyb)
baa3 (hyb)

Government
Support notching

Local Currency
Rating

-------

Aa1 (cr)
Aa1
Aa1
Baa1
(P)Baa1 (hyb)
(P)Baa3 (hyb)

Foreign
Currency
Rating
-Aa1
-----

Source: Moody's Financial Metrics

Ratings
Exhibit 4

Category
ST. GALLER KANTONALBANK

Outlook
Bank Deposits
Baseline Credit Assessment
Adjusted Baseline Credit Assessment
Counterparty Risk Assessment
Senior Unsecured -Dom Curr
Subordinate -Dom Curr
Jr Subordinate -Dom Curr
Pref. Stock Non-cumulative -Dom Curr

Moody's Rating

Stable
Aa1/P-1
a3
a3
Aa1(cr)/P-1(cr)
Aa1
Baa1
(P)Baa1 (hyb)
(P)Baa3 (hyb)

Source: Moody's Investors Service

Endnotes
1 For more information please see our report “Moody's rates SGKB's proposed Additional Tier 1 securities at (P)Baa3(hyb)'' published on 14 November 2017
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MJKK or MSFJ (as applicable) hereby disclose that most issuers of debt securities (including corporate and municipal bonds, debentures, notes and commercial paper) and preferred
stock rated by MJKK or MSFJ (as applicable) have, prior to assignment of any rating, agreed to pay to MJKK or MSFJ (as applicable) for appraisal and rating services rendered by it fees
ranging from JPY200,000 to approximately JPY350,000,000.
MJKK and MSFJ also maintain policies and procedures to address Japanese regulatory requirements.
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