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Key Indicators

St. Galler Kantonalbank (Consolidated Financials)[1]
[2]6-13 [2]12-12 [2]12-11 [2]12-10 [2]12-09 Avg.

Total Assets (CHF million) 28,044.8 27,493.9 25,924.9 24,226.2 23,337.4 [3]4.7
Total Assets (EUR million) 22,803.4 22,782.7 21,356.7 19,373.9 15,734.9 [3]9.7
Total Assets (USD million) 29,640.9 30,036.5 27,724.1 25,990.9 22,575.5 [3]7.0
Tangible Common Equity (CHF million) 1,885.4 1,893.5 1,804.0 1,749.6 1,689.6 [3]2.8
Tangible Common Equity (EUR million) 1,533.0 1,569.1 1,486.1 1,399.2 1,139.2 [3]7.7
Tangible Common Equity (USD million) 1,992.7 2,068.6 1,929.2 1,877.1 1,634.4 [3]5.1
Net Interest Margin (%) 1.1 1.2 1.2 1.2 1.4 [4]1.2
PPI / Average RWA (%) 1.3 1.3 1.2 1.4 1.7 [5]1.4
Net Income / Average RWA (%) 0.9 1.1 0.9 1.2 1.4 [5]1.1
(Market Funds - Liquid Assets) / Total Assets (%) 10.5 8.0 8.8 9.8 7.7 [4]9.0
Core Deposits / Average Gross Loans (%) 86.7 90.6 91.3 90.7 90.2 [4]89.9
Tier 1 Ratio (%) 13.4 12.6 12.3 12.8 13.0 [5]12.8
Tangible Common Equity / RWA (%) 13.9 13.2 13.0 13.6 13.9 [5]13.5
Cost / Income Ratio (%) 62.4 62.3 67.1 63.9 60.5 [4]63.3
Problem Loans / Gross Loans (%) 2.9 3.0 3.1 3.3 3.4 [4]3.1
Problem Loans / (Equity + Loan Loss Reserves) (%) 32.0 30.4 31.1 30.8 29.7 [4]30.8
Source: Moody's

[1] All figures and ratios are adjusted using Moody's standard adjustments [2] Basel II; LOCAL GAAP [3]
Compound Annual Growth Rate based on LOCAL GAAP reporting periods [4] LOCAL GAAP reporting periods
have been used for average calculation [5] Basel II & LOCAL GAAP reporting periods have been used for average
calculation



Opinion

SUMMARY RATING RATIONALE

St. Galler Kantonalbank's (SGKB) Aa1/Prime-1 long-term and short-term global local- and foreign-currency
deposit ratings reflect the bank's majority ownership and statutory guarantee by the Canton of St. Gallen (unrated)
as well as its importance in the regional economy. Our very high regional local government (RLG) support
assumptions as well as our low probability of systemic support assumption together result in a four-notch uplift in
the deposit ratings to Aa1 from the bank's baseline credit assessment (BCA) of a2.

We assign a standalone bank financial strength rating (BFSR) of C+ to SGKB, equivalent to a BCA of a2. The
rating reflects SGKB's (1) significant role within the canton's economy; (2) relatively low risk profile as well as
limited exposures to perceived 'hot spots' and luxury segments within the Swiss real-estate market; (3) ability to
generate sufficient profits in order to cover both expected losses and a high share of unexpected losses without
compromising its franchise stability; and (4) very solid capitalisation with a CET 1 ratio of 13.9% and a total capital
ratio of 16.0% as of end-2013.

However, the rating also reflects SGKB's (1) somewhat weaker asset quality ratios compared with similarly-rated
peers; (2) very high concentration in the Canton of St. Gallen, including increasingly large exposures to the
region's real-estate markets; and (3) higher, albeit reduced, operational and reputational risks inherent in its private
banking business.

Rating Drivers

- Well-positioned and deeply entrenched regional retail and commercial banking franchise, and small player in
private wealth management subject to competitive, reputational and margin pressures

- Above-average residential mortgage-loan growth increases the group's exposure to real-estate market
developments

- Strategic adjustments to the private bank (formerly HypoSwiss) resulting in increased uncertainty on the
performance of this business line

- Very solid capital adequacy ratios

- Adequate profitability and efficiency metrics maintained despite challenging market environment

Rating Outlook

The negative outlook on SGKB's BFSR/BCA reflects increasing pressure on the bank's standalone credit profile
emanating from (1) SGKB's above-average residential mortgage-loan growth over recent years, leading to
increased susceptibility to shocks under a scenario of a significant slowdown in the Swiss housing market; (2)
increased execution and franchise risks inherent in the bank's private banking business because of strategic
adjustments resulting in the restructuring and subsequent integration of its niche private banking business
(formerly HypoSwiss) as well as exposure to potential fines relating to the bank's participation in the US tax
program seeking a non-prosecution agreement; and (3) the continued challenging operating environment,
characterised by net interest margin compression and low interest rates, which constrain the group's profitability
prospects.

The negative outlook on SGKB's A3 senior subordinated debt ratings follows the negative outlook on the BFSR.

The stable outlook on SGKB's Aa1 long-term senior ratings reflects our unchanged assumption of a very high
level of regional local government support from the Canton of St. Gallen in case of need, which is based on the
canton's financial capacity to support SGKB, and expressed in the canton's explicit legal guarantee to SGKB.

What Could Change the Rating - Up

The negative outlook reflects the lack of upward pressure on the bank's standalone C+ BFSR. However, upward
pressure could develop following (1) improved geographical diversification; (2) successful turnaround of the
private banking business significantly adding to earnings diversification and group profits; and/or (3) a marked and
sustainable improvement in risk-adjusted levels of recurring profitability and efficiency. However, any
diversification would be contingent on SGKB curtailing its risk appetite or maintaining prudent underwriting
standards.



Improvements in the bank's standalone credit profile are unlikely to lead to upward pressure on the long-term
ratings given the very high support assumptions already factored into those ratings.

What Could Change the Rating - Down

Challenges for the bank's standalone BFSR may arise from (1) material asset-quality deterioration beyond levels
that are consistent with the bank's risk absorption capacity, especially if this is based on a marked slowdown in
the Swiss real-estate market; (2) a sustained weakening of its recurring earnings power and levels of operating
efficiency, especially if caused by any greater loss in market share; (3) an erosion of the bank's asset and wealth
management franchise; and/or (4) SGKB's vulnerability to potential large fines relating to the bank's participation in
the US tax program that may significantly exceed the bank's existing specific reserve.

SGKB's long-term debt and deposit ratings could be downgraded if (1) the credit profile of the canton would
deteriorate; and/or (2) there is a growing likelihood that the canton's guarantee for SGKB may be removed or
reduced, implying a significant reduction of our very high probability of support assumptions currently factored into
the bank's long-term ratings.

DETAILED RATING CONSIDERATIONS

WELL-POSITIONED AND DEEPLY ENTRENCHED REGIONAL RETAIL AND COMMERCIAL BANKING
FRANCHISE, AND SMALL PLAYER IN WEALTH MANAGEMENT SUBJECT TO COMPETITIVE,
REPUTATIONAL AND MARGIN PRESSURES

SGKB has a strong market position in retail and commercial SME banking within the Swiss cantons of St. Gallen
and Appenzell-Ausserrhoden, displaying a firmly entrenched franchise and close involvement in the regional
economy. However, the bank is not immune to intensifying competition in the Swiss market, particularly in key
retail products such as mortgages and savings deposits.

Furthermore, we consider SGKB to be a niche player in the globally fragmented and highly competitive private
banking and wealth management industry for which we expect persistent challenges including intensifying
competition and continued subdued client-risk appetite, leading to lower transaction and fee volumes.

This, coupled with remaining, albeit somewhat reduced, uncertainty regarding the successful restructuring and
integration of HypoSwiss Private Bank AG's business into SGKB, may lead to further impairment of the bank's
niche private banking franchise and assets under management (AuM) development.

ABOVE-AVERAGE RESIDENTIAL MORTGAGE-LOAN GROWTH INCREASES THE GROUP'S EXPOSURE
TO REAL-ESTATE MARKET DEVELOPMENTS

SGKB's mortgage-loan book, which is concentrated in the Canton of St. Gallen and Appenzell-Ausserrhoden
(78% of its mortgage loan book), grew by a compound average growth rate of 5.3% during the period 2007-13, to
CHF20.0 billion.

In our view, this rapid growth has increased the group's susceptibility to shocks potentially emanating from the
domestic real-estate markets or during a prolonged period of weaker economic growth in Switzerland and thus has
the potential to weaken the bank's capital buffers. At the same time, we note that SGKB's capital buffers -- under
our adverse scenario of a significant downturn in the domestic real-estate market -- would be sufficient to preserve
the group's aggregate capitalisation above the regulatory intervention level (11.0% total capital ratio).

Furthermore, the loan book is highly granular and carries a relatively low loan-to-value (LTV) ratio on average if
compared with similarly-rated European banking peers, with only a smaller proportion invested in LTV ranges
above 80%.

Despite adequate loss absorption capacity through earnings and capital, we believe SGKB's asset quality
indicators compare somewhat unfavourably with similarly-rated peers, with a problem loan ratio of 2.9% as of 30
June 2013 (2012: 3.0%), which, on a positive note, steadily improved over the past few years.

STRATEGIC ADJUSTMENTS TO THE PRIVATE BANK RESULTING IN INCREASED UNCERTAINTY ON
THE PERFORMANCE OF THIS BUSINESS LINE

In June 2013, SGKB announced the disposal of its private banking subsidiary HypoSwiss Private Bank Geneva
S.A. as well as its Eastern European and Latin American wealth management activities. The remainder of



HypoSwiss Private Bank AG (Zurich) will be fully integrated into SGKB and - together with SGKB Deutschland -
solely focus on the core markets in Switzerland and Germany.

In our view, this significant change in the bank's private banking strategy reflects the current challenging market
environment for niche private banking operations marked by growing operational, reputational and legal risks. In
addition to the aforementioned persistent challenges for the private banking industry intensifying the bank's
earnings pressure resulting from the low interest-rate environment and strong competition, we note that execution
risk, as regards the planned integration, may further impair the bank's niche private banking franchise and the
development of managed assets.

SGKB's AuM declined 5.5% in 2013, to CHF36.1 billion, reflecting the sale of the Eastern Europe and Latin
American private banking and wealth management businesses. However, SGKB also underperformed peers as a
result of continued net outflows due to ongoing tax discussions and SGKB's deliberate decision to exit its US
clients business.

The restructuring and partial disposal of the private banking business will increase the bank's reliance on lending
and deposit-taking activities. While this reduces the bank's earnings diversification, the smaller private banking
business will render the bank less dependent on capital-market developments and less exposed to operational
and reputational risks.

SGKB announced that it will participate in the US tax program seeking a non-prosecution agreement. We expect
any fines potentially resulting from investigations into alleged tax evasion by US clients in its small private banking
businesses to be manageable. In an adverse scenario, however, these fines may be significantly higher than the
bank's existing specific reserves in relation to this program (CHF36.7 million after tax as of year-end 2013),
thereby potentially reducing the bank's earnings potential.

SOLID CAPITAL ADEQUACY RATIOS

SGKB is classified as a Category 3 institution according to the Swiss Financial Markets Authority's (FINMA)
definition, and must maintain a total capital ratio of at least 12.0%. As of end-2013, SGKB's CET 1 capital ratio and
total capital ratio stood at a healthy 13.9% and 16.0%, respectively (2012: 12.6% and 14.7%, respectively), both
calculated using the Swiss standard approach. Applying the internal ratings-based (IRB) approach would lead to
significant reductions in risk-weighted assets and reduce the regulatory burden for SGKB. However, we would not
expect SGKB to be fully IRB-compliant before 2016-17.

ADEQUATE PROFITABILITY AND EFFICIENCY METRICS MAINTAINED DESPITE CHALLENGING MARKET
ENVIRONMENT

For 2013, SGKB reported net income (Swiss GAAP) of CHF108.7 million, down 28.2% year-over-year. The
results were heavily influenced by one-off restructuring and disposal costs (CHF9.6 million after taxes) as well as
the aforementioned extraordinary charges in relation to the US tax program. Adjusting for these effects and other
smaller items, net profits would have increased by 4.6% year-over-year, to CHF158.3 million (2012: CHF151.4
million). Net interest income remained almost stable year-over-year at CHF305.9 million (2012: CHF313.3 million),
thanks to SGKB's continued effective interest-rate hedging strategy through payer swaps.

Fee and commission income stabilised at CHF138.1 million in 2013 (2012: CHF138.5 million), but revenues on
managed assets suffered from continued outflows and low client activity.

SGKB's operating expenses were well controlled which resulted in a 4.2% decrease year-over-year to CHF267.9
million. As a result, SGKB's efficiency indicators improved further and are in-line with those of its domestic peers.

We believe that SGKB's underlying profitability should continue to display a stable performance in 2014 and
potentially beyond, reflecting our expectation of slightly rising interest rates and the revenue potential this entails
for SGKB through lower hedging costs. The bank has proactively hedged interest-rate risks and is now positioned
to benefit from a rise in interest rates. This strategy has already supported 2012 and 2013 results and is a key
differentiating (positive) factor versus other regional and cantonal banks.

However, should interest rates fall further, we expect that SGKB's profitability metrics will decrease as a result of
only stable or higher hedging costs, even though we do not expect a significant drop. In addition, sustained and
intense competition and a potential macroeconomic slowdown, coupled with a deterioration in the bank's asset
quality (leading to higher cost of risk), may put pressure on SGKB's earnings.

Global Local Currency Deposit Rating (Joint Default Analysis)



We assign a GLC deposit rating of Aa1 to SGKB. This rating is supported both by SGKB's BCA of a2 and by the
ratings of its underlying support providers, the Canton of St. Gallen and Switzerland. SGKB thus receives a four-
notch uplift to its Aa1 deposit rating from its a2 BCA taking account of our assessment of a very high probability of
regional local government support, based on the canton's financial capacity to support SGKB and its explicit legal
guarantee to the bank.

We further believe that there is a low probability of systemic support for SGKB in the event of a stress scenario
despite SGKB's significant regional deposit and loan market share, as well as the bank's importance to the
payment and clearing systems.

Notching Considerations

The A3 rating of SGKB's subordinated bonds (lower Tier 2) is one notch below SGKB's BCA of a2, reflecting the
instrument's subordinated nature and the absence of deferral triggers or principal write-down language.

The ratings assigned to SGKB's subordinated debt notes are notched off the BCA as subordinated notes are not
covered by the state's guarantee. 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). Therefore, the
subordinated debt rating does not benefit from any rating uplift.

Foreign Currency Deposit Rating

SGKB's foreign currency deposit ratings are Aa1/Prime-1.

Foreign Currency Debt Rating

SGKB's foreign currency debt ratings are Aa1/Prime-1.

ABOUT MOODY'S BANK RATINGS

Bank Financial Strength Rating

Moody's Bank Financial Strength Ratings (BFSRs) represent Moody's opinion of a bank's intrinsic safety and
soundness and, as such, exclude certain external credit risks and credit support elements that are addressed by
Moody's Bank Deposit Ratings. BFSRs do not take into account the probability that the bank will receive such
external support, nor do they address risks arising from sovereign actions that may interfere with a bank's ability
to honor its domestic or foreign currency obligations. Factors considered in the assignment of BFSRs include
bank-specific elements such as financial fundamentals, franchise value, and business and asset diversification.
Although BFSRs exclude the external factors specified above, they do take into account other risk factors in the
bank's operating environment, including the strength and prospective performance of the economy, as well as the
structure and relative fragility of the financial system, and the quality of banking regulation and supervision.

Global Local Currency Deposit Rating

A deposit rating, as an opinion of relative credit risk, incorporates the BFSR as well as Moody's opinion of any
external support. Specifically, Moody's Bank Deposit Ratings are opinions of a bank's ability to repay punctually
its deposit obligations. As such, they are intended to incorporate those aspects of credit risk relevant to the
prospective payment performance of rated banks with respect to deposit obligations, which includes: intrinsic
financial strength, sovereign transfer risk (in the case of foreign currency deposit ratings), and both implicit and
explicit external support elements. Moody's Bank Deposit Ratings do not take into account the benefit of deposit
insurance schemes which make payments to depositors, but they do recognise the potential support from
schemes that may provide assistance to banks directly.

According to Moody's joint default analysis (JDA) methodology, the global local currency deposit rating of a bank
is determined by the incorporation of external elements of support into the bank's Baseline Credit Assessment. In
calculating the Global Local Currency Deposit rating for a bank, the JDA methodology also factors in the rating of
the support provider, in the form of the local currency deposit ceiling for a country, Moody's assessment of the
probability of systemic support for the bank in the event of a stress situation and the degree of dependence
between the issuer rating and the Local Currency Deposit Ceiling.

National Scale Rating



National scale ratings are intended primarily for use by domestic investors and are not comparable to Moody's
globally applicable ratings; rather they address relative credit risk within a given country. A Aaa rating on Moody's
National Scale indicates an issuer or issue with the strongest creditworthiness and the lowest likelihood of credit
loss relative to other domestic issuers. National Scale Ratings, therefore, rank domestic issuers relative to each
other and not relative to absolute default risks. National ratings isolate systemic risks; they do not address loss
expectation associated with systemic events that could affect all issuers, even those that receive the highest
ratings on the National Scale.

Foreign Currency Deposit Rating

Moody's ratings on foreign currency bank obligations derive from the bank's local currency rating for the same
class of obligation. The implementation of JDA for banks can lead to high local currency ratings for certain banks,
which could also produce high foreign currency ratings. Nevertheless, it should be noted that foreign currency
deposit ratings are in all cases constrained by the country ceiling for foreign currency bank deposits. This may
result in the assignment of a different, and typically lower, rating for the foreign currency deposits relative to the
bank's rating for local currency obligations.

Foreign Currency Debt Rating

Foreign currency debt ratings are derived from the bank's local currency debt rating. In a similar way to foreign
currency deposit ratings, foreign currency debt ratings may also be constrained by the country ceiling for foreign
currency bonds and notes; however, in some cases the ratings on foreign currency debt obligations may be
allowed to pierce the foreign currency ceiling. A particular mix of rating factors are taken into consideration in order
to assess whether a foreign currency bond rating pierces the country ceiling. They include the issuer's global local
currency rating, the foreign currency government bond rating, the country ceiling for bonds and the debt's eligibility
to pierce that ceiling.

About Moody's Bank Financial Strength Scorecard

Moody's bank financial strength model (see scorecard below) is a strategic input in the assessment of the financial
strength of a bank, used as a key tool by Moody's analysts to ensure consistency of approach across banks and
regions. The model output and the individual scores are discussed in rating committees and may be adjusted up or
down to reflect conditions specific to each rated entity.

Rating Factors

St. Galler Kantonalbank
                                                                      
                                                                      

Rating Factors [1] A B C D E Total Score Trend
Qualitative Factors (50%)                                                   C           
Factor: Franchise Value                                                   C Neutral
Market share and sustainability                     x                                         
Geographical diversification                               x                               
Earnings stability           x                                                   
Earnings Diversification [2]                                                                       
Factor: Risk Positioning                                                   D+ Neutral
Corporate Governance [2]                               x                               
- Ownership and Organizational Complexity                               x                               
- Key Man Risk                                                                       
- Insider and Related-Party Risks                                                                       
Controls and Risk Management           x                                                   
- Risk Management                     x                                         
- Controls x                                                             
Financial Reporting Transparency                     x                                         
- Global Comparability x                                                             
- Frequency and Timeliness                               x                               
- Quality of Financial Information                     x                                         



Credit Risk Concentration                                         x                     
- Borrower Concentration                                         x                     
- Industry Concentration                                         x                     
Liquidity Management                     x                                         
Market Risk Appetite x                                                             
Factor: Operating Environment                                                   A- Neutral
Economic Stability           x                                                   
Integrity and Corruption x                                                             
Legal System x                                                             
Financial Factors (50%)                                                   C           
Factor: Profitability                                                   D+ Neutral
PPI % Average RWA (Basel II)                               1.31%                               
Net Income % Average RWA (Basel II)                     1.06%                                         
Factor: Liquidity                                                   C Neutral
(Market Funds - Liquid Assets) % Total Assets                     8.84%                                         
Liquidity Management                     x                                         
Factor: Capital Adequacy                                                   A Neutral
Tier 1 Ratio (%) (Basel II) 12.57%                                                             
Tangible Common Equity % RWA (Basel II) 13.29%                                                             
Factor: Efficiency                                                   C Neutral
Cost / Income Ratio                     64.46%                                         
Factor: Asset Quality                                                   D+ Neutral
Problem Loans % Gross Loans                     3.14%                                         
Problem Loans % (Equity + LLR)                               30.78%                               
Lowest Combined Financial Factor Score (15%)                                                   D+           
Economic Insolvency Override                                                   Neutral           
Aggregate BFSR Score                                                   C           
Aggregate BCA Score                                                   a3           
Assigned BFSR                                                   C+           
Assigned BCA                                                   a2           

[1] - Where dashes are shown for a particular factor (or sub-factor), the score is based on non-public information.
[2] - A blank score under Earnings Diversification or Corporate Governance indicates the risk is neutral.
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