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Executive Summary 


The main goal of this thesis was to determine the value of Nordea Group AB, considering the Latvian 
 market. It is relevant to analyze Nordea, as the bank has exposure to Latvia, and due to  the Latvian 
 volatility could be under/over valuated. We executed the valuation by conducting a strategic analysis 
 of  Nordea,  a  strategic  analysis  of  Latvia  and  Latvia´s  impact  on  Nordea,  followed  by  a  financial 
 analysis and finally a sensitivity analysis of the valuation.  


The strategic analysis indicated current and future market dominance in most markets, along with a 
 high concentration in the Scandinavian and Eastern European markets, which means high exposure as 
 well  as  the  forgoing  of  growth  opportunities.  The  strategic  analysis  also  indicated  that  Nordea  is 
 better  prepared  for  Basel  III  than  competitors,  unless  the  regulations  turn  out  to  be  harder  than 
 expected.  Furthermore,  the  economic  recovery  in  2010  is  expected  to  bring  financial  stability  and 
 growth to Nordea‟s markets. However, reversal of fiscal stimuli packages could lead to a double-dip 
 and result in worse conditions for Nordea. Finally, Latvia was found, due to its instability, to be the 
 largest short-term threat for Nordea. 


In-depth analysis of Latvia resulted in the creation of three scenarios for the future of Latvia: a most 
 likely  scenario  with  a  negative  development  for  Latvia  until  2011,  a  worst  case  scenario  with 
 devaluation, and a best case scenario with faster global and Latvian financial recovery. Our analysis 
 also resulted in the validation of the connection between macroeconomic developments in Latvia and 
 Nordea‟s asset quality and profitability. 


The  financial  analysis  showed  that  Nordea‟s  net  profits  have  increased  over  the  past  nine  years. 


Compared  to  its  peers,  Nordea‟s  ROE,  ROA  and  cost/income  ratio  have  developed  positively  and 
 ranks  higher  than  its  peers.  The  banking  sector  has  been  significantly  hit  by  the  financial  crisis  and 
 loan losses have increased; however, Nordea continues to perform relatively better than peers. 


Through  a  combination  of  the  strategic  and  financial  analysis  combined  with  the  Latvian  scenario 
forecasts, we estimated Nordea‟s stock price to be EUR 8.22 through the RI model with the scenario 
analysis indicating a range of EUR 7.74 to EUR 9.57 and the sensitivity analysis ranging from EUR 
5.16  to  EUR  14.14.  We  also  found  Nordea‟s  P/E  to  be  13.01,  which  is  low  compared  to  its 
competitors due to lower loan losses and a high P/B of 1.50, indicating Nordea to be a relatively safe 
investment. As the calculated stock price, EUR 8.22, is higher than the actual stock price of EUR 7.55 
on 14 April 2010, we recommend investors to invest in Nordea. 
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1.0 Introduction 


The  main  goal  of  this  thesis  is  to  determine  the  value  of  Nordea  Group  AB  (Nordea)  based  on 
 specific underlying drivers, specifically the activities in Latvia. This special focus will make the 
 thesis  differ  somewhat  from  a  “typical”  valuation.  The  reason  for  the  selected  valuation  of 
 Nordea  is  based  on  the  recent  financial  crisis.  As  the  crisis  has  created  turmoil  within 
 international markets, and especially in Latvia, it is relevant and current to analyze Nordea, as the 
 bank has exposure to Latvia, and could therefore be impacted, leading to an under/over valuation 
 of Nordea. 


The  bank  business  structure  is  also  interesting  as  it  differs  somewhat  from  that  of  normal 
 companies. Normal companies generate revenue through the production of goods or services. In 
 contrast, banks, in their simplest form, receive their revenue from receiving deposits, lending out 
 money, and through fees and commissions. 


As  our  intent  was  to  analyze  Latvia‟s  impact  on  a  bank,  the  choice  of  Nordea  as  company  of 
 valuation was based on Nordea‟s concentration of exposure in the Nordic and Eastern European 
 markets.  All  banks  operating in Eastern Europe  have been hard hit on their stock prices  during 
 the  financial  crisis,  irrespective  of  their  merits.  The  Eastern  European  activities  do  not  account 
 for  a  large  percentage  of  the  total  income  for  Nordea  but  they  do  however  make  up  a  large 
 proportion  of  Nordea‟s  loan  losses  in  2009.  Therefore,  focus  is  on  this  special  segment  of 
 Nordea‟s  business,  while  including  all  of  Nordea  business  areas  when  valuating  the  company. 


Scenario  analyses  will  be  conducted  with  regards  to  activities  in  Latvia,  as  this  will  give  an 
investor an insight into how the development in Latvia could affect the stock price of Nordea.  



(6)1.1 Problem Formulation 


The overall problem formulation and purpose of this thesis is as follows: 


The purpose of this thesis is to valuate Nordea Group AB with special focus on the activities in 
 Latvia 


-  Furthermore, the stock price found for Nordea Group AB will be compared to the current 
 market price, and scenario analysis for Latvia will be done 


This  report  demonstrates  that  there  are  different  methods  of  valuing  a  company  and  while  the 
 stock  market  quote  price  is  the  most  commonly  used  method,  it  may  not  accurately  reflect  the 
 true  value  of  the  company  or  its  potential  value.  Many  investors  like  Warren  Buffet  have 
 identified  companies  that  are  trading  below  their  true  value  or  potential  value  and  have  made 
 fortunes  on  investing  in  those  companies  at  a  time  when  they  have  been  undervalued  and  then 
 helping  them  realize  their  full  potential.  The  reason  is  that  the  stock  market  is  affected  by  the 
 herd mentality where investors follow trends and fail to do their. The knowledge that is available 
 to the stock market is often based on the company‟s public assessment of itself.  


On  one  hand  it  can  be  argued  that  the  current  stock  price  for  Nordea  is  correct  based  on  the 
 efficient-market  hypothesis.  On  the  other  hand,  it  can  be  argued  that  the  stock  markets  are  not 
 completely efficient in their strongest form, according to Adam Smith and John Maynard Keynes 
 who  believed  that  irrational  behavior  has  a  real  impact  on  the  market1.  Furthermore,  different 
 equity analysts focus on different outlooks, key figures and special market segments. Therefore, 
 it is normal to see a large spread in the opinions of Nordea‟s target stock price.  


Another reason for the thesis is the recent financial crisis that has had a major impact on global 
 financial  markets.  Especially  the  Baltic  countries  have  been  hit  hard  by  the  turmoil  in  the 
 financial markets and this has lead to an economic meltdown in Latvia. Nordea is a major player 
 in the Baltic countries, hereunder Latvia, and it is therefore interesting and value creating to look 
 at  the  Latvian market  to  analyze the previous, present,  and future developments  for the country 
 and the impact this has on Nordea.  


       


1 Hurt, H., “The Case for Financial Reinvention” 



(7)The thesis will be structured in the following way: 


1.  In the introduction we will elaborate on the structure of the thesis. 


2.  Nordea will be introduced and described in order to gain an overview of the structure and 
 the history of the company.  


3.  The thesis will undertake a strategic analysis of Nordea. This strategic analysis will focus 
 on where Nordea adds value, the competitiveness of Nordea, Nordea‟s external influences 
 and internal strengths as well as weaknesses.  


4.  A strategic and financial analysis of Latvia will take place in order to evaluate the Latvian 
 economy. The Latvian market will be analyzed on key macroeconomic figures and future 
 developments. The strategic and financial analysis of Latvia will result in the creation of 
 three  possible  scenarios  for  Latvia:  a  most  likely  scenario,  a  worst  case  scenario  and  a 
 best case scenario.  


5.  An analysis of how Latvia has affected Nordea and Nordea‟s annual report is undertaken.  


6.  A financial analysis of Nordea is undertaken to shed light upon the financial situation of 
 the company.  


7.  The strategic sections and the profitability analysis will be combined in a budget/forecast 
 of Nordea for the next 10 years.  


8.  The forecast will be used to valuate Nordea.  


9.  We will undertake a sensitivity analysis based on the findings in the strategic section and 
 changes in key financial figures. 


10. Finally,  we  will  evaluate  the  results  and  conclude  how  our  estimated  value  for  Nordea 
 differs from the market value. 


1.2 Methodology and Models 


The purpose of this section is to describe the structure of the thesis and at the same time justify 
 the models and sections.  


If  quotes  are  used  in  the  thesis,  quotation  marks  will  highlight  these  along  with  a  footnote 
 describing the origin of the quote. Furthermore, footnotes will also show references to literature. 


References  to  literature  will  be  shown  with  author  and  title.  Detailed  description  of  publisher, 
issue number, and year of release will be in the bibliography in the back of the thesis. 



(8)The overall structure of the thesis can be seen in Figure 1. 


Figure 1. Structure of the Thesis 


Source: Own Creation 


Models for the strategic analysis 


In order to analyze Nordea‟s strategic position in an objective way, different theoretical models 
 will be used step by step leading to a summarization of the strategic analysis in a SWOT analysis. 


The overall analysis of Nordea will include the following: 


  PESTL (External) 


  Porter‟s Five Forces (External) 


  Porter‟s Value Chain (Internal) 


  Porter‟s Generic Strategies (Internal) 


  SWOT (Summarization) 


Introduction
 Chapter 1


Nordea
 Chapter 2


Strategic Analysis
 Chapter 3


Latvia
 Chapter 4


Latvia's Impact on Nordea
 Chapter 5


Financial Analysis
 Chapter 6


Budget/Forecast
 Chapter 7


Valuation
 Chapter 8


Sensitivity Analysis
 Chapter 9


Evaluation of Results
 Chapter 10
 Conclusion


Chapter 11



(9)External Models 


The  two  external  frameworks  have  different  advantages  and  together  they  help  identify  the 
 opportunities and threats that are in Nordea‟s environment.  


The  PESTL  analysis  has  the  advantage  of  highlighting  possibilities  and  threats  in  Nordea‟s 
 external  surroundings  and it also shows the attractiveness  of the market  for Nordea through the 
 five main categories: Political, Economic, Social, Technical and Legal. 


Porter‟s five forces (bargaining power of suppliers, bargaining power of customers, threat of new 
 entrants,  threat  of  substitute  products,  and  competitive  rivalry  within  the  industry)  analyze  the 
 competitive  structure  in  the  banking  sector.  The  four  categories  in  the  five  forces  model  affect 
 Nordea‟s income possibilities.  


Internal Models 


The  two  internal  models  focus  on  Nordea‟s  internal  strengths  and  weaknesses.  Porter‟s  value 
 chain gives an overview of how Nordea‟s different resources are being used. As Nordea does not 
 have a production line some activities in the model will not be analyzed.  


Porter‟s  generic  strategies  can  help  identify  what  strategy  Nordea  is  pursuing  and  also  in 
 conjunction with the value chain, identify what strategy Nordea should pursue. 


SWOT 


To  sum  up  the  strategic  section,  the  SWOT  framework  is  very  useful.  The  framework 
 summarizes  the  external  and  internal  factors.  Through  this  an  overview  is  provided  of  the 
 company‟s  situation  and  a  detailed  specification  of  Nordea‟s  strengths,  weaknesses, 
 opportunities, and threats, is given.  


Models for the Latvian analysis 


With the special focus of this thesis being Latvia, a special analysis of Latvia will be done. The 
overall impact from Latvia on Nordea, strategically and financially, will be elaborated in chapter 
5, Latvia‟s impact on Nordea. 



(10)The specific analysis of Latvia will include the following: 


  Historical background of Latvia 


  The financial crisis 


  Accession to the EU 


  The international community, the support and the drawbacks 


  Latvia and the global economy 


  Key macroeconomic indicators for Latvia 


  Future outlook and scenarios 


Firstly,  Latvia  will  be  introduced  and  described  historically  in  order  to  get  an  overview  and 
 insight in the background and development of Latvia. Secondly, the development of the financial 
 crisis for Latvia will be described in depth. Thirdly, the international community and its role in 
 Latvia‟s financial crisis will be described along with the drawbacks of the international support. 


Fourthly, Latvia‟s current macroeconomic situation will be described and analyzed through key 
 financial figures and indicators. Finally, the outlook for Latvia will be described and analyzed in 
 order to construct three possible scenarios for the developments in Latvia. 


Models for the financial analysis 


The financial analysis of Nordea is structured into three overall sections: 


  Income Statement Analysis 


  Asset Analysis 


  Liability Analysis 


Income Statement Analysis 


In order to analyze Nordea‟s profitability the following key ratios have been used: 


  Performance Development 


  Return on Equity (ROE) and Return on Assets (ROA) 


  Cost/Income Ratio 


  Loan Losses 



(11)The financial analysis will highlight what key figures are of major concerns for Nordea in order 
 to be as profitable as possible.  


Asset Analysis 


In order to analyze Nordea‟s use of capital the following key ratios have been used: 


  Loans 


  Impaired loans 


  Interest-bearing securities 


  Derivatives  


  Risk weighted assets (RWA) 


As loans are the main source of profit for Nordea this section will mainly focus on loans and the 
 development of these over the recent years. Furthermore, the loan portfolio will be broken down 
 in order to analyze this part of Nordea in depth. Nordea‟s RWA are also broken down according 
 to Basel II in order to determine Nordea‟s risk profile. 


Liability Analysis 


In order to analyze Nordea‟s capital raising the following key ratios have been used: 


  Interest-bearing debt 


  Regulatory capital 


This section first focuses on Nordea‟s interest-bearing debt. The debt is broken down into time to 
 maturity in order to show how Nordea has built its capital raising and how risky the deposits are. 


Following  the  interest-bearing  debt  analysis,  Tier  1  capital,  Nordea‟s  solvency  ratio  and  the 
 equity ratio (regulatory capital) will be the main focus of the section and a comparison to other 
 banks will take place. 


Methodology of Valuation 


The final valuation of Nordea builds upon the budget/forecast which draws information from the 
strategic  and  financial  analysis.  Here  the  conclusions,  specific  information  and  financial  key 
figures reached in the strategic and financial sections will be put together. Furthermore, the thesis 



(12)will look beyond, having Latvia and the impact on Nordea in mind, in order to analyze different 
 scenarios that would affect the valuation of Nordea. In the following we will go through the four 
 sections involved in valuating Nordea. 


  Presentation of valuation models 


  Budget/Forecast 


  Valuation 


  Sensitivity analysis 


Presentation of valuation models 


By combining the strategic and financial analysis of Nordea‟s activities a budget/forecast will be 
 made. We will use this together with a valuation model to determine the value of Nordea. When 
 choosing the valuation models there are however several options as illustrated in Figure 2. 


Figure 2. Valuation models 


Source: Plenborg, T. S., ”Valg af (ideel) værdiansættelsesmodel” 


Capital based models 


Capital  based  models  use  a  discount  factor  and  the  future  cash  flows  /  return  on  equity  to 
 calculate the net present value (NPV) of the company. The models are not particularly complex. 
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(13)However,  if  they  are  to  be  precise,  they  are  time  consuming.  Furthermore,  there  are  some 
 problems  associated  with  the  estimation  of  the  discount  factor.  The  main  problem  is  the 
 uncertainty in the calculation of beta, and the development in the market risk premium which is 
 needed to estimate the discount factor2.  


Relative models  


These  models  compare  key  figures  and  ratios.  The  models  are  relatively  easy  to  use.  The  main 
 advantage  is  to  use  these  models  in  a  “quick  and  dirty”  valuation,  thus  basing  the  valuation  on 
 simplified assumptions. If the models are to become as precise as the capital based models a more 
 thorough  approach  has  to  be  made  and  the  workload  will  be  the  same  as  for  the  capital  based 
 ones. 


To  use  the  relative  models,  the  values  must  be  compared  with  other  values.  This  can  be  done 
 through  the  use  of  a  cross-sectional  valuation  model,  which  is  the  most  commonly  used.  In  a 
 cross-sectional valuation the value of a company is compared to that of another company.  


Substantive and option models 


Substance value and option models are rarely used in practice. They are mostly used in situations 
 when the company valued is in a state of financial distress3. This does not seem to be the case for 
 Nordea, which is why these models are omitted when choosing models. 


Model Choice 


Before  a  model  is  chosen  it  is  important  to  determine  the  goal  of  the  valuation.  It  is  also 
 important to define the basic requirements that the model must meet. The requirements include a 
 demand of precision, realistic assumptions, user friendliness and comprehensibility. The first two 
 requirements  are  fundamental  for  models,  while  the  last  two  can  be  defined  as  cosmetic 
 requirements4.  


       


2 Plenborg, T. S., ”Valg af (ideel) værdiansættelsesmodel” 


3 Plenborg, T. S., ”Valg af (ideel) værdiansættelsesmodel” 


4 Plenborg, T. S., ”Valg af (ideel) værdiansættelsesmodel” 



(14)When choosing the capital based models, the RI model and DCF model should yield similar firm 
 value  estimates,  however,  this  is  rarely  the  case  in  reality.  The  RI  model  is  systematically 
 superior to the DCF model when banks are valued due to several reasons as listed below. 


When  valuating  financial  institutions  such  as  Nordea,  it  is  important  to  take  into  consideration 
 different  things  than  when  valuating  production  companies.  The  main  difference  is  due  to  the 
 difficulties  in  defining  debt  and  reinvestments,  which  in  turn  complicates  the  calculation  of  the 
 cash flows needed for models such as the discounted cash flow (DCF) model. Debt is considered 
 as a primary source of income generation that is used to create other financial products, which in 
 turn create income streams.  


Estimating cash flows prior to debt payments or a weighted average cost of capital is problematic 
 when debt and debt payments cannot be easily identified, which is the case with financial service 
 firms. Although equity can be valued directly, by discounting cash flows to equity at the cost of 
 equity (CAPM), the DCF model has several other demerits. 


Since  the  framework  for  forecasting  is  usually  based  on  accrual  accounting  and  since  budget 
 control is generally based on accounting numbers rather than cash flow measures, it seems logical 
 to estimate firm values based on concepts known from accrual accounting and financial statement 
 analysis,  especially  when  the  focus  is  on  equity.  According  to  that  criterion,  the  RI  approach 
 seems  to  be  an  attractive  alternative  to  the  DCF  approach.  Several  studies56  examined  the 
 empirical accuracy of the RI model, the DCF model and the DDM model7 and found RI superior.  


Furthermore,  other  studies8  demonstrate  that  if  the  steady  state  growth  condition  is  not  reached 
 when  the  terminal  value  is  calculated,  the  RI  model  yields  more  accurate  firm  value  estimates 
 than  the  DCF  approach.  This  implies  that  the  RI  model  places  less  reliance  than  the  DCF 
 approach  on  the  terminal  year.  The  RI  model  will  therefore  generate  more  accurate  firm  value 
 estimates than the DCF approach when the simplifying growth assumption is introduced. This is 
        


5 Penman, S. H. et al., “A comparison of dividend, cash flow, and earnings approaches to equity valuation” 


6 Francis, J. et al. “Comparing accuracy and explainability of dividend, free cash flow and abnormal earnings equity 
 value estimates”  


7 Penman, S. H. et al., “A comparison of dividend, cash flow, and earnings approaches to equity valuation” 


8 Levin, J. et al., “Terminal value techniques in equity valuation: implications of the steady state assumption” 



(15)because  the  effect  of  growth  on  free  cash  flows  is  ignored.  Therefore  the  firm  value  will  be 
 overvalued (undervalued) if the growth rate applied in the DCF approach is larger (smaller) than 
 the growth rate assumed in the forecasted financial statements9. 


Because  the  budgeting  necessitates  simplifications  to  the  terminal  growth  and  this  is  extremely 
 hard  to  predict,  especially  for  financial  institutions.  We  argue  that  the  RI  model  yields  more 
 accurate firm value estimates than the DCF or DDM approach when focus is on equity, and will 
 therefore use the RI model to value Nordea. We would extend this argument to multiples as well. 


Equity multiples such as price to earnings (P/E) or price to book (P/B) ratios are a much better fit 
 for financial service firms than value multiples such as value to EBITDA10. 


We  have  therefore  chosen  the  RI  model  as  well  as  P/E  and  P/B  ratios  as  these  are  found  to  be 
 most appropriate for bank valuation11. 


RI model 


The RI model is a derivation of the economic value added (EVA) model. In contrast to the EVA 
 model,  the  RI  model  focuses  on  equity,  thus  measuring  the  value  of  the  company  from  an 
 owner‟s perspective. In theory, the two models should give the same result.  


It  is  important  to  note  that  both  the  RI  and  EVA  models  assume  that  all  of  the  company‟s 
 revenues  and costs are calculated in the yearly results. If this is done, the models should not be 
 influenced by different types of accounting standards. 


As the two models can be used interchangeably, there shouldn‟t be a difference when choosing 
 models. However, as our main focus is that of an investor, this is the main reason to choose the 
 RI rather than the EVA. 
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(16)The RI model is illustrated below12: 


P0 = E0+  Et−1 x (ROE 1+k t − ke)


e t


∞


𝑛=1


P/E 


The P/E model calculates how much the investor is willing to pay for the company‟s profit. To 
 calculate the price earnings ratio, the future profitability, the discount factor as well as the growth 
 factor is needed13. 


P0


E1 = ROEt −  g
 (ke − g) x ROEt


It is easy to find this ratio in publications. However, it should be noted that it is a historical P/E 
 ratio. When comparing P/E ratios, ceteris paribus, it is most profitable to invest in the company 
 that has the lowest ratio, because you can buy earnings cheaper. The P/E ratio will be used, as it 
 indicates the confidence that the investors have to the company and the company‟s capability to 
 create profits. 


P/B 


The P/B ratio is calculated by the use of the future profitability, the discount factor as well as the 
 growth factor14. 


P0


B0 =ROE1 −  g
 (ke − g)


This ratio indicates the price that has to be paid compared to the shareholder equity. If the ratio is 
 above  one,  the  inner  value  is  smaller  than  the  share  market  price.  If  the  ratio  is  below  one,  the 
 value  is  higher  than  the  market  price.  This  ratio  indicates  the  investors‟  confidence  in  the 
 company. A higher ratio indicates higher confidence. 
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(17)Budget/Forecast 


The  forecasting  section  of  the  thesis  will  combine  the  strategic  section  with  the  profitability 
 analysis and forecast how the next 10 years will develop for Nordea. The chosen time horizon is 
 based  on  the  demands  for  quality  of  the  budget/forecast,  as  a  longer  period  brings  higher 
 uncertainty, 10 years is the usual period used by analysts. The forecast will include uncertainty as 
 past  performance  does  not  guarantee  future  performance.  The  forecast  will  be  used  in  the  RI 
 model.  A  most  likely  scenario  will  be  forecasted  which  the  valuation  will  then  be  built  upon. 


Furthermore, a worst case scenario and a best case scenario, based on the expected developments 
 in Latvia, will be forecasted and used in the sensitivity analysis.  


Valuation 


Nordea will be valuated on the basis of the RI model. The total equity is estimated and calculated 
 in the budget period of 10 years and in the terminal year. Hereafter, the sum of equity in the 10 
 years forecasted along with the terminal year and equity in 2009 will be summed. This will then 
 result in a theoretical value of the total equity. 


The  two  key  figures  P/E  and  P/B  will  be  calculated,  and  compared  to  Nordea‟s  closest 
 competitors in order to show, how the market assesses Nordea compared to its peers. 


Sensitivity analysis 


Following  the  valuation  a  sensitivity  analysis  will  be  done  by  simulating  developments  in  key 
 figures. These key figures will be elaborated on in the sensitivity analysis, but special sensitivity 
 analysis  will  be  done  on  the  background  of  the  three  scenarios  for  Latvia.  Through  these 
 scenarios the sensitivity analysis will show how Nordea is affected by significant changes in key 
 figures and in the Latvian economy. This is highly relevant in the current financial climate as it 
 creates bands within which we expect the stock price to fluctuate. 


1.3 Delimitation 


The  thesis  has  not  been  discussed  directly  with  Nordea,  and  therefore  no  direct  influence  has 
been  made  by  Nordea  on  the  thesis.  The  analysis  will  therefore  be  considered  an  independent 



(18)external analysis. Information used in the thesis is based on publicly available information, which 
 can be gathered through annual reports, newspapers, articles and the media.  


The  strategic  analysis  focuses  especially  on  Nordea‟s  most  important  markets:  Denmark, 
 Sweden, Norway, Finland, Latvia and Poland. Other areas, of Nordea‟s business model, such as 
 Life  &  Pensions,  which  are  found  either  less  volatile,  less  significant  or  to  which  Nordea  has 
 minimal exposure such as Russia, are left out. 


The financial analysis and valuation  focuses on Nordea and therefore includes  all activities and 
 business areas accounted for in the annual report, although some areas have not been analyzed in 
 the strategic analysis, due to the reasons specified above.  


The  main  perspective  of  the  thesis  is  that  of  a  private  investor,  in  contrast  to  the  professional 
 investor‟s  point  of  view.  We  will  not  take  into  account  considerations  that  an  institutional 
 investor would have in  connection with  a takeover, such as due diligence. Neither will we take 
 into  account  the  considerations  that  a  capital  investment  fund  might  have,  e.g.  optimizing 
 management etc. 


1.4 Data Gathering 


The  general  data  and  information  about  Nordea  is  gathered  from  company  material,  books, 
 articles,  yearly  reports,  research  reports  and  the  Internet.  Information  from  Nordea  must  be 
 viewed  with  some  skepticism,  as  this  could  be  colored  by  Nordea‟s  own  view  and  attitude. 


However, financial figures from Nordea must be considered reliable as these have been verified 
 by  Nordea‟s  auditor  and  the  top  management  who  have  signed  that  they  vouch  for  the  annual 
 reports.  Information  about  market  developments  and  such  from  Nordea  must  be  used  with 
 skepticism,  as  these  are  Nordea‟s  own  expectations  and  might  differ  from  general  market 
 expectations. 


Information from other sources about Nordea is assumed to be somewhat reliable, as it does not 
have  any  direct  connection  to  Nordea.  However,  most  information  about  the  banking  sector  is 
more  or  less  subjective  as  it  is  highly  influenced  by  economic  and  political  interests. 



(19)Furthermore, everyone has a bank and therefore has a bias that affects their attitude and opinions. 


It is therefore important to gather information from a broad variety of sources in order to gain as 
 objective perspective as possible. 


Numbers are given in euro (EUR) or Latvian lats (LVL), unless otherwise stated. Where Danish 
 kroner  (DKK)  are  mentioned  the  exchange  rate  used  is  ultimo  2009  (7.441515).  Where  Latvian 
 lats (LVL) are converted to EUR the exchange rate used is ultimo 2009 (0.702816).  


The overall financial analysis is based on data from yearly reports from the last nine years. For in 
 depth analysis, shorter time periods are used. The reasoning behind this will be described in the 
 financial section. 


With few exceptions, data has been collected up till 15 April 2010. Information and news made 
 public after this data has not been included in the thesis. 
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(20)
2.0 Nordea 


This section will present the history, the company structure, the ownership structure, the strategy 
 and the products of Nordea.  


2.1 History 


Nordea is the largest financial services group in the Nordic and Baltic Sea region17. Nordea is a 
 universal bank, and as such, with leading positions in corporate merchant banking, retail banking 
 and private banking18. 


The  story  of  Nordea  started  in  1997  when  the  Finnish  Merita  Bank  merged  with  the  Swedish 
 Nordbanken  forming  MeritaNordbanken.  In  2000,  it  was  published  that  MeritaNordbanken  and 
 the  Danish  Unibank  would  merge.  The  company  was  known  as  Nordic  Baltic  Holding. 


Furthermore, in 2000 the Norwegian Christiania Bank og Kreditkasse also joined the merger. By 
 the end of 2001 all operations within the group were conducted under the brand Nordea.  


Through  mergers  and  acquisitions,  Nordea  is  now  present  in  Denmark,  Sweden,  Norway, 
 Finland, Estonia,  Latvia,  Lithuania, Poland  and  Russia. The presence in  the Baltic area, Poland 
 and Russia has been strengthened over time and the Nordea brand has been introduced in Russia 
 as late as 2009. For an overview of the development, see appendix 1. 


2.2 Company Structure 


The  holding  company  Nordea  Bank  AB  holds  the  daughter  companies  as  listed  in  appendix  2. 


The organization is  divided into geographical,  functional  and product  specific business  areas  as 
 shown in appendix 3.  


The  group‟s  business  organization  includes  three  customer  areas:  Nordic  banking,  private 
 banking  and  institutional  &  international  banking.  Each  customer  area  has  the  overall 
 responsibility for business relations with clients or groups of clients.  
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(21)The group‟s business organization includes two main product areas: banking products and capital 
 markets  &  savings.  Banking  products  refer  to  account  products  and  transaction  &  finance 
 products.  Capital  markets  &  savings  refer  to  capital  markets  products,  savings  &  asset 
 management and life & pensions. The product area divisions are responsible for the product and 
 delivery of services. 


Finally, there are Service and Group functions, Group operations, Group corporate centre, Group 
 credit & risk control and Group legal. 


As of 31 December 2009, Nordea had 33,347 employees19. Almost half of these where employed 
 in  Nordic  Banking  (16,582).  In  the  Baltic  countries  1,148  people  were  employed  at  the  end  of 
 2009. Nordea had at the end of 2009 1,357 number of branches located in 9 different countries. 


The main part of these was in Denmark, Finland and Sweden. 


2.3 Ownership Structure 


Nordea is a publicly owned company with the two largest owners being the insurance company 
 Sampo  plc  with  20.1%  and  the  Swedish  state  with  19.9%20.  The  20  biggest  owners  in  Nordea 
 account for 61.3% of the holdings. As of 31 December 2009, Nordea had 4,037,417,751 shares 
 outstanding  including  shares  issued  for  the  Long  Term  Incentive  Program21.  Without  this 
 program, the number of shares outstanding was 4,024,167,751.  


2.4 Products 


Nordea offers services for different markets and segments. These include, account products and 
 transaction & finance products, capital markets products, savings & asset management and life & 


pensions. 
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(22)The main account products are: 


  Lending 


  Deposits 


  Cards 


  Private Netbank 


The main transaction and finance products are: 


  Cash management 


  Trade & project finance 


  Securities services 


  Financing services 


The main capital markets products are: 


  Risk management 


The savings & asset management segment offers a broad variety of products. These products are 
 country  and  customer  specific  and  can  therefore  vary  from  country  to  country.  The  savings  & 


asset  management  product  offering  was  strengthened  with  the  launch  of  new  products  such  as 
 discretionary portfolio management for private customers, emerging markets and theme funds as 
 well as several products capturing the opportunities in the financial markets. Nordea‟s savings & 


asset  management  segment  income  consists  mainly  of  income  related  to  funds,  international 
 private  banking  and  institutional  mandates  including  Nordea  Life  &  Pensions.  Appendix  4 
 illustrates the dispersion of total saving volumes and assets under management. 


Nordea  life  &  pensions  offers  different  products  to  life  and  pension  customers.  Some  of  these 
 products  are  basic  insurance  policies.  These  products  will  depend  on  the  country  and  what  the 
 jurisdiction demands and allows.  


For  each  of  these  segments  further  in  depth  products  are  offered  all  the  way  down  to  different 
types of mortgages  and special deposit accounts. Furthermore,  Nordea offers customized setups 



(23)for  different  corporate  customers.  These  customized  products  can  therefore  be  country  or 
 customer specific and vary with local conditions such as interest rates. 


  


Overall Nordea offers a broad range of financial products, with corporate lending and savings & 


asset management contributing most to income in 2009, as illustrated in appendix 5. Market share 
 with  different  products  differs  from  market  to  market.  However,  Nordea  is  very  successful  in 
 most financial services and has received numerous awards in many categories. 


2.5 Strategy 


Nordea aims at pursuing a prudent growth strategy while being the best relationship bank in the 
 markets  of  operation  and  have  a  foundation  in  one  operating  model22,  thereby  realizing 
 economies of scale. 


Three years ago Nordea initiated the transformation from a good bank to a great bank. A part of 
 this transformation was to increase growth through an organic growth strategy, while taking into 
 consideration careful balancing of risks and opportunities. The goals of Nordea include: 


1.  Maintain and increase current customer base 
 2.  Attain new customers in home markets 
 3.  New market developments 


Growth is to be achieved through an increase in business with existing Nordic customers and by 
 the attraction of new customers, and supplementing Nordic growth through investments in New 
 European  markets  as  well  as  exploiting  standard  global  and  European  business  lines.  This 
 development  will  also  include  proactively  elevating  relationship  customers  to  higher  segments, 
 attracting new relationship customers and increasing share of wallet with focus on great customer 
 experience23. Nordea has divided its household customers into gold, silver and bronze customers. 


The  development  of  customer  relationship  will  automatically  try  to  get  customers  to  higher 
 segments. A higher segment is normally achieved through more banking activities and products 
 with  Nordea.  For  corporate  customers,  Nordea  segments  them  into  large,  medium  and  small 
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(24)customers. For the corporate segment it is harder for Nordea to actively upgrade customers to a 
 higher  segment  as  this  is  dependent  on  the  financial  situation  of  the  corporate  client  and  is 
 generally out of Nordea‟s hands.  


The  prudent  growth  strategy  is  backed  by  the  development  of  effective  and  low-cost  multi-
 channel  distribution  to  relationship  and  non-relationship  segments.  However,  this  will  need  the 
 development and maintenance of strongly improved IT performance and product deliveries.  


Nordea  expects  to  achieve  the  prudent  growth  strategy  through  strong  values  embedded  in 
employees  developed  in  the  Nordea  people  strategy,  part  of  the  prudent  growth  strategy.  This 
should lead to great customer experience based on the behavior and decisions of all employees. 



(25)
3.0 Strategic Analysis 


To  find  the  current  and  future  potential  of  Nordea,  a  strategic  analysis  has  been  completed. 


Nordea  will  be  analyzed  through  different  frameworks  with  a  top  down  approach.  We  will  use 
 the following frameworks: PESTL, Porter‟s Five Forces, Porter‟s Value Chain, Porter‟s generic 
 strategies and summed up in SWOT. The analysis will give an indication of how the current and 
 future  potential  of  Nordea  will  develop.  Our  focus  is  on  Nordea‟s  main  markets.  The 
 Scandinavian countries constitute 88% of Nordea‟s lending while the Baltic countries constitute 
 3% and Poland constitutes 1% of lending, but is a large growth market for Nordea. The rest of the 
 world, including Russia, amounts to 8%24. 


3.1 PESTL 


To determine Nordea‟s  external  influences, we  use the PESTL model.  The abbreviation  stands 
 for  Political,  Economic,  Social,  Technological  and  Legal  factors25.  The  analysis  is  used  to 
 determine the effects of the external influences on Nordea‟s development26. 


Political factors 
 European Union 


Currently the largest problem for the EU is management of the fiscal crisis in Greece. While the 
 German chancellor Angela Merkel has indicated that Germany would be ready to support Greece 
 with loans, provided that Greece takes drastic measures to tackle the crisis27, the financial crisis is 
 still  a  test  for  the  EU.  Economic  recovery  in  2010  is  expected  to  be  feeble  and  mainly  a 
 consequence of the stock cycle  and fiscal  stimulus  measures in  some countries.  The Economist 
 Intelligence Units forecast a continued slow recovery in 2011 is subject to considerable risk.28 If 
 the EU is not resolute in tackling the crisis in Greece, the stress and fear of capital commitments 
 could  spread  to  other  European  countries  which  have  already  been  seen.  Overall,  this  could 
 provide for overall worsened conditions for Nordea. However, we expect the EU to stabilize the 
 financial situation in Greece, in order to prevent panic in the capital markets. 
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(26)Denmark 


The  Danish  government  has  created  a  state  guarantee  scheme  and  bailout  package  to  ensure 
 stability  during  the  financial  crisis29.  The  guarantee  scheme  guarantees  the  claims  of  unsecured 
 creditors  against  banks  to  the  extent  such  claims  are  not  otherwise  covered30.  Furthermore,  the 
 government  offers  loans  and  capital  injections31.  Currently  the  customers‟  bank  deposits  are 
 guaranteed by the state up to EUR 50.000, but from October 2010 this will be increased to EUR 
 100.000. The  expenses will be fully  covered by the banks  through deposits  into The Guarantee 
 Fund  for  Depositors  and  Investors32.  Nordea  participated  in  the  first  Danish  guarantee  scheme, 
 with a total cost of EUR 296m for Nordea in 2009. Approximately the same costs are expected in 
 2010. However, Nordea will not participate in the second Danish scheme33, once the first scheme 
 expires in 2010, as this has not been deemed necessary. 


The  government‟s  main  short-term  goal  is  to  ensure  the  stability  of  Denmark‟s  financial 
 institutions and to ease the effects of the economic downturn, through tax cuts and higher public 
 spending  as  well  as  extend  support  to  the  banking  sector34.  However,  this  might  be  hard  to 
 achieve as Denmark already has one of the highest tax burdens in OECD and public expenditure 
 growth having proved difficult to control in recent years35. The long-term goal is to increase work 
 incentives  as  well as  lower unemployment  in  order to  ensure medium-term  sustainability of the 
 public  finances36.  The  fiscal  stimulus  policy  is  expected  to  increase  the  budget  deficit  in  2010 
 before decreasing in 2011 as the fiscal stimulus policy is reversed. 


Sweden 


The  Swedish  government  has  established  a  number  of  measures  in  response  to  the  global 
 financial crisis37. These measures include the implementation of a general framework for giving 
 state support to credit institutions, creation of a stabilization fund, temporary guarantee program 
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(27)and  recapitalization  scheme38.  No  injections  have  been  made  yet,  but  they  might  be  required  if 
 banks‟ subsidiaries in the Baltic countries come under further financial strain39. Depositors‟ risk 
 was  initially  insured  with  a  deposit  protection  of  up  to  SEK  250.00040.  This  was  enhanced  to 
 cover  up  to  SEK  500.000  of  customers‟  deposits41.  Nordea  did  not  participate  directly  in  the 
 Swedish government‟s stability measures, but indirectly contributed with EUR 20m in 2009 and 
 is expected to contribute with the same amount in 201042. 


Sweden is facing elections in September 2010. The elections are not expected to have significant 
 adverse  effects  on  the  business  environment43.  The  Swedish  government  is  following  a 
 moderately  expansive  fiscal  policy.  The  focus  is  on  supporting  recovery  from  the  economic 
 downturn as well as reforming of the tax and welfare system in order to increase the incentives to 
 work. As a result of this, the government can expect deterioration in the public finances and that 
 the deficit will rise in 201044. 


Norway 


Since the crisis in the late 1980‟s, the Norwegian government has maintained involvement in the 
 financial  markets.  This  involvement  has  let  Norway  handle  the  crisis  better  than  many  other 
 European  countries45.  Nevertheless  the  government  has  taken  steps  in  order  to  ensure  financial 
 stability  of  the  markets  through  the  global  financial  crisis,  including  the  establishment  of 
 government  finance  funds  and  the  introduction  of  a  covered  credit  swap  facility46.  Currently, 
 Norway  guarantees  deposits  of up to  NOK 2m, but  plans on reducing the guarantee in  order to 
 bring  it  in  line  with  European  countries47.  Nordea  participated  in  swap  facilities  under  the 
 Norwegian scheme48. 
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(28)The  Norwegian  government‟s  short-term  economic  policy  is  to  ensure  a  sustainable  economic 
 recovery from the global economic and financial crisis by using petroleum receipts to maintain an 
 expansionary fiscal policy. In the medium term, the government is expected to follow a strategy 
 of using petroleum receipts to support employment in public services. In the long-term, a reform 
 of the pension system will be phased in from 201149. The government has already drawn heavily 
 on  the  petroleum  wealth  to  cover  the  costs  of  the  recession,  and  with  fiscal  policy  remaining 
 expansionary in 2010, the government will have to reduce spending in the following years if it is 
 to comply with its own fiscal rules50. 


Finland 


The Finnish  economy has  weathered the crisis  relatively well and although the government  has 
 drawn  up  plans  for  lending  guarantees  and  bank  recapitalization,  little  help  has  been  needed51. 
 The  government  has  introduced  support  schemes  for  eligible  financial  institutions  by  providing 
 guarantees.  Furthermore,  the  customers‟  bank  deposits  are  guaranteed  up  to  EUR  50.00052. 
 Nordea did not participate in the Finnish scheme53. 


The Finnish government is conducting an expansionary fiscal policy and is expected to continue 
 focusing on the weak economy. Fiscal stimulus  measures  are expected to continue in the short-
 term,  including  tax  cuts  in  order  to  combat  rising  unemployment  and  weak  economic  activity. 


The  government  is  expected  to  continue  shifting  the  tax  burden  away  from  labor  over  to 
 environmental taxes and taxes on consumption54, thereby increasing indirect taxes. 


Latvia 


The  Latvian  government  has  provided  support  for  the  banking  sector55.  This  has  included 
 nationalizing  one  of  Latvia‟s  largest  banks,  Parex  bank56.  The  customers‟  bank  deposits  are 
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(29)guaranteed  by  the  state  up  to  EUR  50.00057.  Nordea  did  not  participate  in  any  schemes  in 
 Latvia58. 


It  was  suggested  on  one  occasion  that  banks  should  be  restricted  from  pursuing  debtors  and 
 seizing  assets  from  defaulters  for  a  moratorium  of  three  years59.  However,  such  laws  have  not 
 been passed as the Latvian government is strongly influenced by the International Monetary Fund 
 (IMF)  and  the  EU  as  well  as  the  Scandinavian  countries,  and  as  such  could  risk  losing  the 
 international support. 


The Latvian government‟s policies are in the short-term highly determined by the IMF program 
 agreed in December 2008, which granted Latvia access to an international financial aid package 
 of up to  EUR 7.5bn. The main elements  of the  program  are to  maintain  Latvia‟s exchange rate 
 peg  to  the  euro  and  create  financial  stability.  In  order  to  do  this,  large  government  expenditure 
 cuts  are  being  undertaken,  as  well  as  increased  taxes  and  structural  reforms.  The  latter  are 
 however  hard  to  implement  as  there  is  strong  discontent  in  the  population  over  the  fiscal  cuts. 


Due to Latvia‟s high dependence on the IMF and the EU program, the governments, even when 
 new ones are  formed, have little option but  comply with the  IMF  and  the  EU, if they which to 
 exit the crisis without defaulting. However, as elections are to be held on 2 October 2010, Latvian 
 politicians are prone to approve populist pre-election decisions, that are very short-term oriented 
 and have no connection with real reforms. This will most likely lead to slower reforms and in the 
 worst case scenario lead to a Latvian “Ukraine scenario60” where Latvia risks losing aid from the 
 IMF and the EU. Nevertheless, Latvia has to find a further LVL 800m to LVL 900m61 of budget 
 cuts or tax hikes over the next two years in order to comply with the bailout terms. For now, the 
 government has succeeded in doing so and this has kept the peg of the lat to the euro unchanged 
 despite the crisis. 
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(30)Latvia‟s  goal  is  to  become  part  of  the  eurozone  by  2014.  However,  many,  including  the 
 Economist Intelligence Unit, expect that this might be reached at the earliest by 201562. A recent 
 Reuter‟s poll among economists, mirrored by a report by credit rating agency Fitch, forecasted 
 that Latvia is to adopt the euro in 2014-2016 at the earliest63. 


The  overall  situation  in  Latvia  is  thus  volatile  and  presents  a  risk  for  Nordea,  due  to  internal 
 instability which could affect the region. Therefore, an in depth analysis of Latvia is undertaken 
 in chapter 4. 


Poland 


The  Polish  government  has  supported  the  banking  sector  with  financial  assistance  aimed  at 
 preventing  bankruptcies  of  banks,  through  the  financing  of  the  implementation  of  restructuring 
 programs  for  banks  facing  the  danger  of  insolvency64.  The  customers‟  bank  deposits  are 
 guaranteed  by  the  state  up  to  EUR  50.00065.  Nordea  did  not  participate  in  any  schemes  in 
 Poland66. 


The  Polish  government  has  responded  in  a  very  good  way  to  the  crisis.  This  has  been  done 
 through  loosening  the  monetary  policy.  With  regards  to  fiscal  policy,  the  government  has 
 indicated a clear intention to control the government deficit67. The government aims at entering 
 the EU‟s  exchange rate  mechanism (ERM2) as soon as market  conditions allow, but  there is  a 
 high risk that fiscal problems and zloty volatility will delay this68. As elections are coming up, the 
 government is not expected to make profound changes in the business environment69. Finally, the 
 government has obtained a flexible credit line from the IMF to the amount of USD 20.6bn, which 
 will increase Poland‟s stability in case of further turbulence on international financial markets70. 


       


62 The Economist Intelligence Unit, “Country Report Latvia”, March 2010 


63 www.irishtimes.com - Estonia cleared to join eurozone 


64 www.bgf.pl 


65 www.bgf.pl 


66 Nordea Group AB, “Capital and risk management (pillar 3)” 


67 www.imf.org – IMF Survey: IMF Provides Poland $20.6 Billion Credit Line 


68 The Economist Intelligence Unit, “Country Report Poland”, March 2010 


69 www.imf.org – IMF Survey: IMF Provides Poland $20.6 Billion Credit Line 


70 The Economist Intelligence Unit, “Country Report Poland”, March 2010 



(31)Overall  the  governments  in  Nordea‟s  key  markets  have  stabilized  the  markets  through  the 
 establishment of response measures. While countries like Poland have made it through the crisis 
 and represents growth opportunities for Nordea, others, such as Latvia, pose a threat. 


Economical factors 


Choice of Macroeconomic factors 


Bank  asset  quality  and  profitability  is  affected  by  the  macroeconomic  outlook.  Slow  output 
 growth,  high  and  volatile  inflation,  high  real  interest  rates  and  high  unemployment  rates  have 
 been  found  to  be  associated  with  bank  instability71.  Our  choice  of  macroeconomic  factors  has 
 been  based  on  the  factors  which  have  exhibited  the  largest  impact  on  the  banks  asset  quality 
 measured  as  non-performing  loans  and  profitability  measured  as  net  income72.  These  factors 
 include the business cycle (GDP), inflation, interest rates and unemployment rate, as illustrated in 
 Table 1. 


Table 1. Overview of Macroeconomic Effects on Banks 


Source: IMF, Macroeconomic and Financial Soundness Indicators: An Empirical Investigation and own creation 


An increase in the business cycle, measured as the cycle component of real GDP, has been found 
 to have a solid positive relationship with asset quality and profitability73. In the downturn part of 
 the business cycle, banks tend to be more precautionary by holding more capital74, in anticipation 
 of  possible  increases  in  write-offs  and  provisions  and  banks‟  reliance  on  credit  ratings.  In  the 
 upswing part of the business cycle, non-performing loans are found to decrease and asset quality 
 to overall increase75. Profitability is naturally also increased in the upswing part of the business 
 cycle76. 


       


71 Demirgüc-Kunt, A., et al., ”Determinants of banking crises in developed and developing countries” 


72 Babihuga, R., “Macroeconomic and Financial Soundness Indicators: An Empirical Investigation” 


73 Sundararajan, V., et al., “Financial Soundness Indicators: Analytical Aspects and Country Practices” 


74 Wong, Jim, et al., “Determinants of the capital level of banks in Hong Kong”  


75 Babihuga, R., “Macroeconomic and Financial Soundness Indicators: An Empirical Investigation” 


76 Babihuga, R., “Macroeconomic and Financial Soundness Indicators: An Empirical Investigation” 


Macroeconomic Effects on Banks Asset Quality Profitability


Business cycle (GDP) increase + +


Inflation increase - +


Interest rates increase - +


Unemployment rate increase - -



(32)High  inflation rates increase non-performing loans.  Bank profitability is  able to  benefit through 
 inflationary conditions thus as inflation increases, profitability increases. 


Increases  in  interest  rates  increase  non-performing  loans  as  loan  repayment  becomes  more 
 expensive.  If  interest  rates  are  high  and  increasing,  then  the  lending  rates  tend  to  increase  in 
 excess of deposit rates, in effect creating higher profits for the bank. 


The  unemployment  rate  has  a  negative  effect  on  non-performing  loans77.  If  unemployment 
 increases,  more  borrowers  will  have  problems  repaying  loans;  this  will  decrease  asset  quality, 
 which in turn will decrease profitability. 


The world and the EU 


Global GDP growth has contracted in 2009. Economic growth has slowed sharply in Europe, the 
 US and Japan. If there is a continuation of the adverse economic conditions for a long period of 
 time, this may affect Nordea‟s operations and decrease interest and other income78. Recovery in 
 the EU is expected to be sluggish and mainly dependent on external demand, with GDP growing 
 by  0.9%  in  2010  and  1.1%  in  201179.  However,  as  Nordea  operates  in  the  EU,  it  is  likely  to 
 benefit  from  economic stimulus  plan (representing approximately EUR 200bn) to  boost the EU 
 economy. The investment  plans are being undertaken to  support demand, to  try to make up for 
 the reduction of activity in consumption and private investment80. 


Another positive element in 2010 should be fiscal stimuli that some West European governments 
 have  introduced.  Furthermore,  there  should  be  continued  recovery  in  the  rest  of  the  world, 
 especially Asia, although some slowdown can be expected in the US. However, a number of EU 
 member  states  will  have  to  tighten  fiscal  policy  in  2010  or  2011  in  order  to  maintain  the 
 confidence  of  investors  in  government  debt.  This  means  that  there  is  a  risk  of  a  double-dip,  a 


       


77 Babihuga, R., “Macroeconomic and Financial Soundness Indicators: An Empirical Investigation” 
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