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MEMORANDUM

Fi Ref 20-20990 Finansinspektionen
Box 7821
SE-103 97 Stockholm
[Brunnsgatan 3]
Tel +46 8 408 980 00
Fax +46 8 24 13 35

New Capital Requirementsfor Swedish Banks finansinspektionen@fi.se
www.fi.se

Summary

Finansinspektionen (FI or the authority) isintroducing changes to the
authority’ s application of Swedish banks' capital requirements due to the
changes to the capital requirement regulations from the EU’ s so-called banking
package. At the time that this memorandum was published, the Swedish
legislative amendments had not yet been decided, but the proposals are
presented in the bill Andringar i regelverket om kapitaltackning (Govt Bill
2020/21:36). For the final application, FI will need to consider the changes that
might be made in the final proceedings leading up to the decision in
parliament.

Severa regulatory amendments will be introduced in the next few years,
including the EU implementation of the Basel Accord, which will complete
Basel I11. Therefore, it may be necessary for Fl to revisit the design of the
capital requirementsin light of these amendments.

This memorandum describes how the new capital requirements will be applied
and replaces the implementation memorandum that FI issued in 2014.% In this
final memorandum, FI has considered and responded to the responsesin the
consultation memorandum.

Changes to the risk-based capital requirement

As awhole, the banking package will require banks to simultaneously meet
two parallel capital requirements in the form of risk-based requirements and
leverage ratio requirements.

The risk-based capital requirement consists of four main components:

1. Minimum requirement. Unchanged at 8 per cent of the risk-weighted
assets.

2. Additional own funds requirement (the Pillar 2 requirement). FI will be
able to continue to decide on an additional own funds requirement
under Pillar 2 for risks that abank is, or may be, exposed to and which
are not covered by the minimum requirement. A new aspect is that the

! Capital requirements for Swedish Banks, FI Ref. 14-6258, September 2014,
https://www.fi.se/contentassets/f 9a0ed4c448c2457d90a05467f9caf 6¢9/kapital _eng.pdf.
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additional own funds requirement will always be determined by a
formal decision for each bank.?

FI intends to continue to be transparent about its assessment of the risks
the banks are exposed to and therefore will continue to publish the
assessment methodol ogies used by the authority. However, Fl isto
some extent both updating and clarifying the current methodologies.
The authority also intends to both remove the 2 per cent add-on for
systemic risk in Pillar 2, since Pillar 2 requirements only cover
institution-specific risks and may not be used to cover risks that a bank
imposes on the financial system, and take into account other changes
within the banking package that raise the capital requirements. Fl is
also removing the assessment methodology that is set out in Pillar 2
capital requirements for maturity assumptions (FI Ref. 16-2703),
primarily to avoid making application more complex than necessary.

3. Combined buffer requirement. This consistsin practice of severd
buffers: the buffer for other systemically important institutions (the O-
Sl buffer), the systemic risk buffer, the countercyclical buffer and the
capital conservation buffer.® The calculation of the combined buffer
requirement will be changed by law, so the O-SII buffer, in contrast to
today, will be added to the systemic risk buffer.* The limitations on
what risks may be managed in Pillar 2 will thus be balanced by greater
possibilities for managing risks through the combined buffer
reguirement.

This memorandum clarifies that the O-SlI buffer reflects how important
theindividual bank isfor the system. Fl takes the position that the O-
SlI buffer must be lowered from 2 per cent to 1 per cent at the group
level for the three major banks. FI also takes the position that the
systemic risk buffer must remain at 3 per cent at the group level for the
three major banks.®

4. Guidancein Pillar 2. Through this guidance FI can inform abank
which capital level the authority expects the bank to hold over and
above the other main components to cover risks and manage future
financia stresses. FI will communicate a risk-based guidance to the
bank if the authority considers the capital conservation buffer to be

2 The additional own funds requirement will not affect the level since the automatic restrictions
on value transfers go into effect first after the requirement has been formally decided for the
banks according to the new regulations. This occurs after the first supervisory review and
evaluation process for the bank after the |legidative amendment has entered into force.

3 Thereis also abuffer for global systemically important ingtitutions (G-Sl1), but this buffer is
not described since Sweden currently does not have any institutions of this category.

41n simplified terms, the current regulations state that the higher of the systemic risk buffer and
the O-Sl1 buffer applies.

5> Nordea Hypotek AB will also continue to have an O-SlI1 buffer of O per cent. The bank is
subject, however, to an O-SI| buffer of 2 per cent that the Finnish supervisory authority assigns
to Nordea Bank Abp at group level.
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insufficient for covering the risks to which the individual bank is
exposed.

The Pillar 2 guidance replaces the capital planning buffer, which Fl
appliestoday. Currently, FI makes the assessment that the level of
Pillar 2 guidance for most banksis likely to amount to around 1-1.5 per
cent of their risk-weighted assets. However, this figure could vary
between banks and be significantly higher for some, usually smaller,
more specialised banks. FI also takes the position that the guidance, like
the current capital planning buffer, must be met with Common Equity
Tier 1 capital, the capital FI assesses to be the most useful in the
presence of afinancia stress.

Changes due to the leverage ratio requirement

The banking package introduces a leverage ratio requirement that will function
as a backstop for how low the capital requirement may be. The total leverage
ratio requirement is based on equivalent main components that correspond to
those for the risk-based capital requirement.

The minimum leverage ratio requirement is 3 per cent of the total exposure
amount. In addition, FI may decide on an institution-specific additional
leverage ratio requirement within Pillar 2. FI currently considers there to be
only afew situations where such a requirement would be relevant. Most banks
will therefore not be subject to an additional leverage ratio requirement. FI also
is entitled to inform a bank of how much capital the authority intends for the
bank to hold in addition to the other leverage ratio components to cover risks
and manage financial stresses.® Fl takes the position that this leverage ratio
guidance must be met with Common Equity Tier 1 capital in order to maximise
the ability to absorb losses. Currently, FI makes the assessment that the
guidance for most banks will be around 0.2-0.5 per cent of the exposure
amount for the leverage ratio. Thisfigure could vary between banks.

For the major banks, in line with other capital requirements, Fl intends to make
public its expectations for the level of Pillar 2 guidance.

Impact of the banking package

The impact of the implementation of the banking package in Sweden will differ
depending on the bank.” For the major banks that are already subject to
extensive systemic risk requirements, the total risk-weighted capital

6 The leverage ratio buffer that isintroduced in the Capital Requirements Regulation only
appliesto global systemically important institutions. As aresult, no Swedish bank is currently
subject to this buffer.

7 The assumptions underlying the impact analysis include, for example, arisk-based Pillar 2
guidance of 1 per cent and a leverage ratio guidance of 0.35 per cent.
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requirement is not expected to be significantly affected.2 Medium-sized and
smaller banks are expected to overall experience an increase in their capital
requirement of approximately 5-10 per cent, but the effect will vary by bank.
For some banks in Supervision Category 2, the capital requirement will be
impacted largely by the leverage ratio requirement.® For banks in Supervision
Categories 3 and 4, the increase is largely due to the introduction of the risk-
based Pillar 2 guidance to the extent the banks have not aready had a capital
planning buffer imposed on them. These impact assessments do not take into
account the fact that the banking package al so contains some relaxation of the
capital requirements.©

It should be noted in particular that the leverage ratio requirement has alarge
impact and, in many cases, makes it impossible to fully utilise the risk-based
buffers without breaching the leverage ratio requirement’s minimum
requirement. The risk-based buffers, therefore, cannot be used to the same
extent. For some banks that have low risk-weighted capital requirements, the
leverage ratio requirement will be the most restrictive requirement.

FI makes the assessment that positions taken in this memorandum will not
require the banks to change their business to any significant extent in order to
adapt. For the few banks that currently have capital levels that are insufficient
for the future capital requirement, FI makes the assessment that these banks
will be ableto reinforce their capital primarily through retained earnings
instead of raising new funding.

8 The major banks are currently subject to systemic risk buffers of 5 per cent through a 2 per
cent add-on for systemic risk in Pillar 2 and a 3 per cent add-on for systemic risk in Pillar 1.
The proposed change entails that the major banks will be subject to a systemic risk buffer of 3
per cent in Pillar 1, an O-SII buffer of 1 per cent, and a Pillar 2 guidance that is estimated to be
1-1.5 per cent. The threshold at which the automatic restrictions on value transfers go into
effect thus increases by 1 percentage point in addition to the increase resulting from the formal
decision of the Pillar 2 requirements for each bank. For further information, see section 6.2.2.

9 Medium-sized and smaller banks include banksin Supervision Categories 2, 3 and 4.

10 For example through the introduction of expanded concessions on risk-weighted assets for
exposures to small and medium-sized enterprises.
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1 I ntroduction and background

11 Purpose

The strengthening of the capital adequacy regulations in the aftermath of the
financid crisis has led to banks in the EU generally being better capitalised
than they were prior to the crisis. The EU’ s banking package concerning risk
reduction measures (the banking package) aimsto further reduce the risks
within the EU banking sector by both strengthening banks' resilience to crises
and ensuring that critical functions can be maintained in the event of acrisis.

The proposal was presented by the European Commission in 2016 and the
banking package was adopted in the spring of 2019. The changesto the
regulatory framework implement reforms that governments, central banks and
supervisory authorities have agreed on at the international level within the
Basel Committee on Banking Supervision (Basel Committee) and the Financia
Stability Board (FSB) following the most recent financial crisis. In addenda,
the European Commission has, on the basis of the action plan for creating a
capital markets union, taken the initiative to introduce changes in order to,
among other things, reduce the administrative burden and deal with the fact
that member states are applying the regul atory framework in different ways.
This means that there will be increased harmonisation within the EU in the
application of the tools used by supervisory authorities to determine banks
capital requirements.

FI’ s application of the capital requirementsis based primarily on the Special
Supervision of Credit Institutions and Investment Firms Act (2014:968)
(Special Supervision Act) and the Capital Buffers Act (2014:966). The
implications of the banking package include that these acts and the Capital
Requirements Regulation are being amended. Consequently, FI needsto
review its application of the capital requirements.'! Amendmentsto FI’s
regulations as aresult of the banking package are not being covered in this
memorandum, rather in FI’ s consultation memorandum Foérslag till
regelandringar pa grund av EU:s bankpaket.?

The final legislative amendments are not yet decided, but a bill (Govt Bill
2020/21:36) has been submitted to Parliament. For the final application, Fl will
need to consider the changes that may take place in the final stages of the
legislative process. FI may therefore subsequently amend this memorandum in
order to ensure compliance with the regulatory requirements.

Any changes and measures related to disruption caused by the coronavirus will
be dealt with separately if and when the need arises.

11 The amendments to the banking package concern several areas. However, this memorandum
only covers the issues pertaining to capital.
12 F| Ref. 20-4596.
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1.2  Implementation and scope

The positions that FI describes in this memorandum are being implemented in
various ways. The buffer requirements are being implemented viaformal
decisions sent directly to the banks, or through regulations. Pillar 2
requirements and Pillar 2 guidance areincluded in FI’ s supervisory review
process. Pillar 2 requirements are also being implemented viaformal decisions,
while FlI determines the level of the Pillar 2 guidance and informs the bank of
thisleve.

The positions in the memorandum affect those firms that are subject to the
Specia Supervision Act and the Capital Buffers Act. In the memorandum, all
of these firms are referred to as ‘banks', even if other types of firm are included
(see section 6.2.1).

Sweden does not currently have any global systemically important institutions
(G-SlI). Consequently, components of the capital requirements that affect G-
SlI are only covered in broad terms.

1.3  General description of the forthcoming regulatory framework
There are several ongoing initiatives to change the capital regulations that will
affect banks' capital adequacy. In addition to the banking package, which isthe
background to the altered application that is described in this memorandum,
two other important changes are the ongoing review of the regul atory
framework for internal models and the completion of the Basel 111 agreement.

1.3.1 Thebanking package
Both the capital adequacy framework and the crisis management framework
are affected by the banking package. Within capital adequacy, new rules are
being introduced into the Capital Requirements Regulation®?, including a
leverage ratio requirement that is a binding minimum requirement and a net
stable funding ratio (NSFR) requirement. In the Capital Requirements
Directive!*, the rules for the Pillar 2 requirement are being updated and
guidance for additional own funds is being introduced in an addendum. In
addition, the rules for the buffers are being amended. In the crisis management
framework, the rules for resolution are being strengthened, including through
more harmonised rules on the format of the requirements that guide how much

13 Regulation (EU) No 575/2013 of the European Parliament and of the Council on prudential
reguirements for credit ingtitutions and investment firms is known as the Capital Requirements
Regulation. The amendments in the banking package are being introduced through Regulation
(EU) 2019/876 of the European Parliament and of the Council amending Regulation (EU) No
575/2013 and Regulation (EU) No 648/2012. This amending regulation has subsequently been
amended slightly through Regulation (EU) 2020/873 of the European Parliament and of the
Council as regards certain adjustments in response to the Covid-19 pandemic.

14 Directive 2013/36/EU of the European Parliament and of the Council of 26 June 2013 on
access to the activity of credit institutions and the prudential supervision of credit institutions
and investment firmsis known as the Capital Requirements Directive. The amendmentsin the
banking package are being introduced through Directive (EU) 2019/878 amending Directive
2013/36/EU.
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capital and liabilities abank must hold in order for the state to be protected in
the event of resolution.®

1.3.2 Review of theinternal models
The European Banking Authority (EBA) has taken the initiative to make
banks' capital requirements more comparable and to reduce undesirable
variation. Thisis being done by updating and introducing several detailed
provisions into implementation regul ations and guidelines that apply to the
internal models used by certain banks to calculate their risk-weighted assets.
These implementation regulations are, in the main, expected to be introduced
over the course of 2021 and the subsequent couple of years. Banks are
currently working to implement arange of substantial changes to their internal
models. These changes require approval from Fl before being introduced.

1.3.3 Introduction of the Basel |11 agreement
Thefirst part of the Basel 111 agreement has entailed banks needing to hold
more capital. In addition, this capital hasto be of a higher quality, i.e. better
able to absorb losses. This agreement was introduced in the EU in 2014.Y The
second part of the Basel 111 agreement was completed in December 2017
through an agreement to also strengthen, harmonise and make risk
measurement of assets more comparable both between different calculation
methodol ogies and between different jurisdictions. An important aspect of this
agreement is the introduction of an output floor for banks that use internal
models. The output floor limits the effect of internal models on risk-weighted
assets. This second part of Basel [11 will be mainly introduced in 2023, with the
output floor being phased in up to 2028.18 Its application in Sweden is
dependent on how and when these rules are introduced into EU law.

14  Constituent partsof the capital requirement

The own funds requirements consists of several different parts that are
presented briefly in this section. More details are provided in the other sections
of the memorandum.

1.4.1 Therisk-weighted capital requirement
1.4.1.1 Minimum requirement in Pillar 1
The risk-based minimum capital requirement includes a capital requirement for
credit risk, market risk and operational risk. This requirement amountsto 8 per
cent of the firm’ s risk-weighted assets and is usually called the minimum
requirement in Pillar 1.2° The risk-weighted assets are cal culated in accordance
with detailed rules set out in the Capital Requirements Regulation.

15 Through requirements concerning own funds and eligible liabilities (MREL).

16 For more information, please refer to
https://www.fi.se/contentassets/31f188fe797d4d2f8dd0c804f571e9bf/promemoria-irk-
regelverk-eng.pdf.

" Through the Capital Requirements Regulation and the Capital Requirements Directive.

18 For more information, please refer to https://www.bis.org/press/p200327.htm.

19 The Common Equity Tier 1 capital requirement is 4.5 per cent, the Tier 1 capital requirement
is 6 per cent and the total capital requirement is 8 per cent. In other words, no less than three
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1.4.1.2 The additional own funds requirement in Pillar 2

Pillar 2 includes capital requirements based on supervisory authorities
supervision and evaluation of banks. The banking package makesit clear in
which cases the supervisory authorities are entitled to decide on an institution-
specific additional own funds requirement, i.e. aPillar 2 requirement. The
purpose of the Pillar 2 requirementsisto, for example, cover material risks that
are either not covered or only partially covered by the minimum requirement
and certain other situations.

1.4.1.3 The combined buffer requirement
The banking package retains the five buffers introduced in 2014:

e Thecapital conservation buffer, which amountsto 2.5 per cent of risk-
weighted assets and appliesto al firms.

e The countercyclical capital buffer, the level of which is determined at
the national level by FI for credit exposures located in Sweden.? There
are specific rules for reciprocation of credit exposuresin other
countries. As at the third quarter of 2020, the Swedish countercyclical
buffer value amounted to O per cent of Swedish risk-weighted assets.
Until 15 March 2020, the level was 2.5 per cent, but was reduced for
preventive purposes in order to counteract reductionsin the credit
supply as aresult of the spread of coronavirus and itsimpact on the
wider economy.?

e The capital buffer for global systemically important institutions (G-SlI
buffer) and the capital buffer for other systemically important
institutions (O-S1 buffer). Which banks are to be subject to these buffer
requirements and the level of these requirements is determined
primarily at the national level. As at the third quarter of 2020,
Swedbank AB, Svenska Handelsbanken AB and Skandinaviska
Enskilda Banken AB are subject at the group level to arequirement for
an O-SlI buffer of 2 per cent of risk-weighted assets.?? Nordea Hypotek
AB issubject to abuffer of O per cent.

e Thesystemicrisk buffer. The level at which this buffer isto lie, which
banks are affected and which exposures are included are determined at
the national level. As at the third quarter of 2020, the systemically
important institutions were subject at the group level to a systemic risk
buffer of 3 per cent of risk-weighted assets.?®

The sum total of abank’s capital conservation buffer, countercyclical buffer,
systemic risk buffer and the higher of the buffersfor global systemically

quarters of the minimum requirement shall be met with Tier 1 capital, three quarters of which
shall be met with Common Equity Tier 1 capital.

20 Small and medium-sized investment firms are exempt from the requirement to maintain a
countercyclical capital buffer in accordance with Chapter 9, Section 1 of FFFS 2014:12.

2L For more information, please refer to https.//www.fi.se/en/published/news/2020/decision-by-
fis-board-of -directors-the-countercyclical-buffer-rate-is-lowered-to-zero/.

22 Refer to section 4.3 for proposed application.

2 Refer to section 4.4 for proposed application.
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important institution and other systemically important institutions is known as
the combined buffer requirement.

1.4.1.4 Therisk-based guidance in Pillar 2

Within the scope of Pillar 2, Fl is also able to inform the bank of how much
capital the authorities expectsit to hold in excess of the minimum requirement,
the specific own funds requirement in Pillar 2 and the combined buffer
reguirement in order to cover risks to which the bank is exposed and to deal
with future financial stress. In the Swedish trandation of the directive, thisis
referred to asa‘guideline’ but is caled ‘guidance’ or Pillar 2 guidance’ in this
document (as well asin the directive) in order to differentiate it from other
forms of guideline such as those issued by the EBA. The guidance can aso be
referred to as ‘risk-based guidance’ in order to clearly differentiate it from
leverage ratio guidance (see 1.4.2.3).

1.4.2 Leverageratio requirement
The banking package also includes provisions concerning a capital requirement
based on leverage ratio. The purpose of this measureisto limit, i.e. constitute a
backstop for, the lowest level of Tier 1 capital abank hasto hold.

1.4.2.1 Minimum requirement in Pillar 1
The minimum requirement for the leverage ratio is 3 per cent of the exposure
amount for leverage.?*

1.4.2.2 The additional leverage ratio requirement in Pillar 2

In a corresponding way to that set out in the risk-based provision, Fl isableto
decide on an additional leverage ratio requirement, which iscalled in law an
‘additional own funds requirement for the risk of excessive leverage'.
Accordingly, thisisaPillar 2 requirement.

1.4.2.3 Leverageratio guidance in Pillar 2

In a corresponding way to that included in the risk-based part of the capital
requirements, Fl is able to communicate to the bank aleverage ratio guidance
within the scope of Pillar 2. When doing so, Fl notifies the bank of how much
additional own funds FI expects the bank to hold in order to cover risk and deal
with future financial stress. In the Swedish trandation of the directive, thisis
referred to asa‘guideline but is called ‘guidance’ or ‘Pillar 2 guidance’ in this
document. The guidance can also be called ‘leverage ratio guidance’ in order to
clearly differentiate it from the risk-based guidance.

15 Theoverall capital requirement and its composition

The introduction of the leverage ratio provisions mean that banks must comply
with requirements under two parallel sets of provisions: the risk-based capital
requirement and the leverage ratio requirement. Which of these requirementsis

% The Capital Requirements Regulation governs how the exposure amount for leverageisto be
calculated. In exceptional circumstances, there is an exemption under Article 429a(7) of the
Capital Requirements Regulation.
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higher may vary between banks and over time. The various parts of the capital
requirement are shown in Graph 1.1 below.?®

Graph 1.1. The structure of the overall capital requirement

Source: FI

Note: The size of the various parts of the graph, and how the bars relate to one another are not to be seen
as an indication of how the provisions will actually be implemented. Instead, the structure that will be
implemented in Sweden is described in subsequent sections. Graph 4.1 shows all the buffers in the risk-
based capital requirement. Subsequent parts contain a simplified description in which the Pillar 2
requirement is excluded in terms of leverage ratio because it is currently only expected to apply to a small
number of banks. Correspondingly, buffers that only affect G-SlI are also excluded.

16  Consequencesin theevent of breaches of the various components of
the capital requirement

Theterm *capital requirement’ indicates that afirm isobliged, as a genera

rule, to have at least as much capital as stipulated under the requirement. It also

follows that FI is able to and shall interveneif afirm does not have as much

capital as stipulated under the requirement.

FI’ sintervention possibilities increase the longer down in the capital
requirement the bank is. In other words, the potentia to intervene is affected by
the degree to which the bank isin breach of the requirement. FI determines
what measures will be put in place on the basis of which parts of the capital
reguirements the bank is in breach of and the circumstances in genera. The
regulatory framework also gives Fl the possibility to refrain from intervening
under certain circumstances. This means that the bank is able to operate despite
the fact that it is not complying with the capital requirements for a period of
time. However, the bank must — under in-depth supervision from FI —take
adequate action to rectify the situation. FI also has the possibility to reconsider
the level of the capital requirements to some extent.

Falling below certain parts of the capital requirements resultsin certain
restrictions that are specified by the regulatory framework. A bank receives

% Theinternal relationship between the different parts of the capital requirement are clearly set
out in the draft statutes. Refer, for example, to Chapter 8, Section 7 of the Capital Buffers Act
and Chapter 2, Section 1d of the Special Supervision Act.
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automatic restrictions on certain value transfersif it does not have sufficient
capital to comply with the combined buffer requirement. There may be
limitations placed on dividends and on coupon payments on Tier 1 capital
instruments. In addition, the bank must submit a capital conservation plan to Fl
that describes how the capital isto be reinstated.

FI aso has the opportunity to take action if the bank isfailing to hold sufficient
own funds to comply with the guidance FI has notified the bank of. For
example, FI can conduct an intensified follow-up of the bank as part of its
supervision or decide on a Pillar 2 requirement. Described in simple terms, Fl
istherefore able to entirely or partly replace the guidance with a specific own
funds requirement. In turn, this can lead to failure to comply with the combined
buffer requirement, at which point the bank receives automatic restrictions. In
this way, breaches of the guidance have no automatic consequences, at the
same time as Fl has the possibility to intervene and require action on the part of
the bank when thisisjustified on the basis of the current situation.

If abank breaches the minimum requirement or Pillar 2 requirement, the

regul atory framework requires action on the part of FI. However, the authority
has to conduct an assessment of the cause of the regulatory infringement and of
the feasibility of the bank’s recovery. If the bank is able to recover, FI can give
it time to implement appropriate measures to make it compliant with the
reguirement once again.

If FI’s analysis shows that the bank’ s problems are, or are likely to become,
very sizeable and the prospect of recovery is small, FI must adopt a position on
whether the bank meets the criteriafor likely failure. If thisis the case, the
authority is obliged to determine that the bank is failing and hand over the bank
to the Swedish National Debt Office, which decides whether resolutionsis to
be initiated.? If the bank is placed in resolution, the National Debt Office takes
over control and ensures that the business continuesto berun or that it is
wound up in an organised manner. If the National Debt Office decides that the
bank will not be placed in resolution, which primarily reflects the fact that it
has not been deemed systemically important, it may instead be pertinent for Fl
to withdraw the bank’ s authorisation and place the bank in liquidation. The
bank will then be wound up. If thisisthe case, depositors' funds are protected
under the rules of the deposit insurance scheme.?’

The regulatory framework specifies that FI' s analysis shall be forward looking.
Accordingly, Fl is able to make the assessment that a bank hasfailed or is
likely to fail even though the measured capital exceeds the minimum
requirement. However, for the same reason, Fl is able to make the assessment
that abank which isin breach of the minimum requirement has not failed if,
following recovery measures, there are reasonable chances of it complying

% The Swedish National Debt Office is the Swedish resolution authority. For more
information, please refer to https.//www.riksgal den.se/en/.

27 For more information about the deposit insurance scheme, please refer to
https://www.riksgal den.se/en/our-operations/deposit-insurance/.
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with current requirements within areasonable time. The point of failure may
therefore be both above and below the minimum requirement.

1.7  Overarchinglegal basis

1.7.1 Thebanking package and itsimplementation in Sweden
The Capital adequacy rules are established at the EU level viaadirectly
applicable regulation (Capital Requirements Regulation) and a directive
(Capital Requirements Directive). The Capital Requirements Regulation
stipulates rules for the lowest requirements that a bank must comply with. The
Capital Requirements Directive contains provisions concerning competent
authorities' right to supervise the banks, including regular evaluations. It aso
contains provisions concerning the Pillar 2 requirements, Pillar 2 guidance and
the capital buffers. In addition, the directive sets out the main elements of the
rules that apply to sanctions in the event that banks breach the rules.

The Capital Requirements Regulation is directly applicable in Sweden.?®
However, the amendments to the Capital Requirements Directive need to be
implemented into Swedish law in order to make them applicable.

Parliament has not yet decided which legidlative changes areto be made in
order to implement the banking package. The Government submitted a bill
concerning amendments to the regulatory framework for capital adequacy to
Parliament on 14 October 2020.%° This bill is based on an inquiry into
legislative changes for the implementation of the EU banking package on risk
reduction measures.*® The references to sections of law in this memorandum
are based on how the legal text is presented in the bill.

It isprimarily the Special Supervision Act and the Capital Buffers Act that
need to be amended as aresult of the Capital Requirements Directive.3! In turn,
these acts authorise the Government or the authority the Government appoints
—in practice FI —to issue regulations. As a consequence of this, and of
amendments to the Capital Requirements Regulation, amendments to related
ordinances are also expected, for example the Specia Supervision and Capital
Buffers Ordinance (2014:993) and FI’ s regul ations.*

2 Nonetheless, the Capital Requirements Regulation presupposes that Sweden implements
certain national measures such as appointing a competent authority.

2 For more information, please refer to

https://www.regeringen.se/4a9d2e/contentassets/52af 8f5d323548d19bb8fe84eff 2dc28/andring
ar-i-regel verket-om-kapital tackning-prop.-20202136. pdf.

%0 For more information, please refer to https.//www.regeringen.se/rattsliga-dokument/statens-
offentliga-utredningar/2019/12/sou-201960/.

3L This memorandum has been written on the basis that the legislation that is presumed to be
applicable isthat which ensues from the proposal in the bill (Govt Bill 2020/21:36).
Consequently, the references to legidation do not differentiate between currently applicable
law and that which is proposed.

32 Please refer to the consultation memorandum Forslag till regelandringar pa grund av EU:s
bankpaket, FI Ref. 20-4596.
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The Special Supervision Act states that Fl is the competent authority. FI's
positions in this memorandum are to be viewed in light of this.

Through the Capital Requirements Directive and the Capital Requirements
Regulation, the EBA has been given the authority to draw up proposals for
binding implementing regulations that have to be adopted by the European
Commission before they enter into force. In addition, the EBA, and in some
cases the European Systemic Risk Board (ESRB), has the possibility to issue
guidelines and recommendations. Application in Sweden may be affected if
some of these documents are updated, or if new ones are added, asa
consequence of the banking package.

1.7.2 Time of implementation
The bulk of the amendments to the Capital Requirements Regulation will be
applied from 28 June 2021.%

Under the Capital Requirements Directive, member states shall have
implemented the amendments to the directive so that they start being applied
under national law from 29 December 2020. It is only possible for the vast
magjority of the positions in this memorandum to start being applied once the
amendments to Swedish law enter into force. Thisis described in more detail in
section 5.

1.8 Commentsreceived

A total of ten bodies have submitted responses to the consultation. FI has
considered all of the consultation responses, even those that are not described
here in the memorandum. The Swedish Competition Authority has no
comments on the content of the consultation memorandum or proposals. The
Swedish Investment Fund Association has no comments on the proposals in the
memorandum.

The Riksbank supports FI’ s proposalsin al material respects. In certain cases,
the Riksbank is of the opinion that, when the problems due to the Covid-19
pandemic wear off, FI should start applying the capital requirements more
strictly. Consequently, they make three comments that are addressed in various
parts of this section.

The Swedish National Debt Office is positive towards FI’ s proposals
concerning new capital requirements for Swedish Banks and supports the
positions taken by FI. In this context, the National Debt Office highlights some
consequences that the format and application of the capital requirements has on
the MREL requirement and on effective crisis management of institutions in
resolution. The National Debt Office states that the changes pursuant to the
banking package risk creating worse conditions for ensuring the need of
sufficient resources for resolution purposes, both through their impact on the

33 |n addition to the original introduction, some concessions have been brought forward as
support measures as a consequence of the coronavirus pandemic. For more information about
support measures, please refer to
https://data.consilium.europa.eu/doc/document/PE-18-2020-1 NI T/en/pdf.
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capital requirements and directly through the MREL requirements. The
National Debt Officeis of the opinion that these are aspects that Fl should, in
dialogue with the National Debt Office, take into account in the overall
assessment of how the capital requirements are structured and also in the
authority’ s view of how capital requirement breaches should be dealt with.

Other comments are addressed in the relevant section. To the extent that
comments relate to further clarification, this has been dealt with directly in the
text where possible.

2 FI's comprehensive view of the application of capital
requirements

One objective of FI’swork isfor the resilience of the financial system to be
satisfactory. This means that it shall be possible for the financial system to
perform its basic functions even in the event of major shocks such as financial
crises without substantial cost to taxpayers. Banking operations have specific
characteristics that justify specific regulations and, in some cases, state
intervention in the event that the regulations are not complied with.

Individual banks have a need for capital as aresult of the various risks there are
in their operations, for example the risk of not recovering the money they have
lent out. Substantial risks can be mitigated to a certain extent by good risk
management but capital is required in order to ensure protection against
unexpected losses. When banks run into problems or, in the worst case, fail and
are unable to maintain the services they provide to the economy, the costs can
be very substantial. Consequently, there is also a substantial public interest in
ensuring that these banks have adequate capital; an interest that the banks
themselves cannot be expected to take into account.3* The supervision of banks
istherefore based on ng individual risks and the level of capital that the
supervisory authorities assess covers these risks adequately and on an
assessment of the level of capital required in order to manage the systemic risk
created by bank operations. The capital requirements increase the resilience of
banks. This reduces the risk of financial crises occurring, at the sametime as it
improves the conditions for dealing with shocks that do still occur.

The role banks play in the economy means that banks which are important to
the system are not allowed to become insolvent in the same way as other firms.
Therefore, as a complement to the capital requirements, and as an additional
adaptation to what has been learned from the financial crisis, a specific
procedure has been introduced for managing crises in systemically important
banks without disrupting critical functions. This procedure is called resolution.
In combination with capital requirements, the regulatory framework for

34 For a more comprehensive description of these risks and information about FI’ s work with
financial stability, please refer to
https.//www.fi.se/contentassets/be52777b45194e2892a24379381 7b7ff/fi-och-finansiell -
stabilitet-20191219.pdf.
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resolution means that banks' owners and lenders have to carry the cost of any
losses caused by a crisis. This strengthens’ banks' motivation to keep their
risk-taking at alevel that is appropriate from the perspective of the wider
economy.

Banksthat are at risk of failing and are not deemed to be systemically
important can be declared bankrupt. Depositors are then protected by the
deposit insurance scheme. Capital requirements also play a central role for
these banks, including by protecting creditors other than depositors. Capital
reguirements also keep down the costs of the deposit insurance schemein the
event that a non-systemically important bank were to fail.

21  FI'sprinciplesfor thismemorandum

The banking package means that FI needs to adopt a position on alarge
number of different matters that, in combination, may have an impact on the
total capital requirements and how well they function. Consequently, Fl has
used a number of principles as a starting point when conducting the analysis of
the positions reported in this memorandum. These principles can, when looked
at inisolation, point in different directions, which demonstrates the need to
weigh up different aspects against one another in order to strike a good balance
between different considerations.

The principles are as follows:

e Thecapital requirements should be structured so that banks' capital
consiststo a large degree of capital that banks are ableto use to cover
losses. In other words, the capital requirements should consist of alarge
portion of Common Equity Tier 1 capital that can be used in the event of
financia stress without the bank failing or being forced to make adaptations
to its operations that are so great the economy is damaged. Usable capital
creates room for manoeuvre in the form of time and better possibilities for
the bank and the authorities to implement recovery measures and thus avoid
resolution or liquidation.

e Thestructure and composition of the capital requirements shall
contributeto resilience on the basis of therisk taken by the bank and to
which the bank exposesthe Swedish financial system. This means that
banks which take more risk should hold more capital in order to allow them
to deal with losses that may be the result of greater risk-taking. To achieve
sufficient resilience, the capital requirements has to be higher for banks that
are important to the financial system and for banks that expose the financia
system to risks.® In turn, this means that risks specific to the Swedish
economy and the Swedish financial system need to be dealt with.

e For thebanking system as awhole, thelevel of the capital requirements
should not be altered as a consequence of the banking package. *

35 This does not exclude the possibility that firms may need to cover other risks, for example
those that are created by the system.

3% However, there are certain changes that apply pursuant to legislation such as the
introductions of the leverage ratio requirement.
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Introduction of the banking package does not in itself entail any change to
the banks underlying risk.3” However, the level can be altered on the basis
of legislative changes and because FI needs to ensure sufficient buffer
functionality. FI would also like to avoid temporary falls in the capita
requirements if a possible result of forthcoming changes to the regulatory
framework are taken into account.

FI has also taken the following aspects into account when drawing up the
positions in this memorandum.

e Application of the capital requirements shall endeavour to make them
simple and predictable. Accordingly, FI has to be transpar ent with
respect to the capital requirements. Clarity concerning the banks' capital
regquirements and how banks are living up to them reduces uncertainty
among the banks' stakeholders, especidly their financiers, and thus
contributes to financial stability. Simplicity aso improves the potentia to
deal with future changes to the regulatory framework. The regulatory
framework isitself complex, which iswhy FI’ s positions should aim to not
increase this complexity even more than is necessary.

e Any divergencesin the structure of the Swedish capital requirements
compared with the capital requirements applied in therest of the EU
need to bejustified. An explicit objective of the banking packageisto
increase harmonisation in terms of how the capital requirement is applied
within the EU. In addition, the Swedish banks, especially the mgjor banks,
operate in the EU internal market. They compete there for both financing
and customers with other banks from primarily other EU and EEA
countries. Consequently, there is a cost associated with unjustified
divergences from how the requirements are generally applied in these
countries.

e The capita requirements should be structured such that they function for
varioustypes of bank that are subject to them. The Swedish banking
system is dominated by three systemically important Swedish banks and
two foreign banks that operate in Sweden®, but the system as awhole
consists of asignificantly larger number of banks with various business
models and of varying sizes.

2.2  FlI’sview of usable capital

Fl isof the opinion that it is essential for both the individual banks and for
financia stability that banks have sufficient usable capital to allow them to deal
with financial stress. Usable capital is capital that enables the banks to absorb

37 Nevertheless, should any regulatory change lead by extension to a higher underlying level of
risk, thisis something that needs to be dealt with.

3% Danske Bank and Nordea both operate in Sweden through branches and subsidiaries. Nordea
Hypotek AB is designated as an other systemically important institution in Sweden. Fl
determines the capital requirements for the Swedish subsidiaries. The Swedish branches of
Danske Bank and Nordea are designated significant-plus branches. Branches are not subject to
own capital requirements. However, the bank to which the branch belongsis subject to the
capital requirements determined by the competent authority in its home country.
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losses without failing, at the same time as it provides motivation not to reduce
lending. In this way, the bank is able to meet its commitments and continue
operating, including continuing to lend to creditworthy customers, and thus
also to support an economic recovery. A sufficiently large amount of usable
capital aso gives Fl and the bank time to evaluate the situation and act
accordingly. At the same time, it gives the bank better opportunities and more
time to take action to restore its capital to an appropriate level and thus avoid
default and resolution.

Usable capital isimportant to all banks, irrespective of differencesin terms of,
for example, business model or size. What is adequate in an individual caseis
primarily dependent on the risks being taken and created by the bank and its
potential to manage these. Fl believesit isimportant that banks which are
systemically important, either directly or because they expose the financia
system to risks, have more usable capital in order to make them better equipped
to deal with any problems.

One prerequisite for ensuring capital is able to act as a buffer under financial
stressis that the requirements, including the guidance, are complied with under
normal circumstances. This meansthat al parts, including the guidance. should
be part of banks' capital planning. Consequently, FI also hasthe right, as
described in section 1.6, to intervene in the event of non-compliance with the
capital requirements. Another prerequisite for ensuring capital is able to act as
abuffer isthat banks are able to temporarily fall below the capital requirements
during financial stress. FI has aright to permit banks to temporarily fall below
various parts of the capital requirement, which is set out in the regulatory
framework. However, the banks must implement adequate measures to deal
with the situation and FI must deem these measures sufficient to rectify the
situation. In line with this, al parts, including the guidance, should be taken
into account in the recovery planning.

Aside from temporarily allowing a bank to fall below the requirements, Fl is
able to remove or reduce certain parts of the capital requirements, either
generally or for individual banks. For example, this may be pertinent if risks
that have been included in the assessment of the various parts of the capital
requirement have already materialised and if FI wants to encourage a certain
behaviour or suppress the economic impact of shocks. In the same way as
systemic risk may vary over time, the capital requirements for systemic risk
can also be changed before, during and after a systemic crisis. Onereason is
that, historically, the bank’ s behaviour has often shown itself to be procyclical,
i.e. it lendsalot in good times and limit its lending when times are worse. By
removing a capital requirement, Fl is able to give the bank expanded room for
manoeuvre because this increases the probability that the bank complies with

% |f afirm were to meet the criteriafor default, thisis associated with a costly and complicated
process, regardless of whether or not the firm is being managed in resolution. The regulatory
framework for resolution is a complement to the capital adequacy framework in the event that
afirm defaultsand itsaim isto at least reduce the total cost for firms that are being managed
viaresolution.
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the requirement. For example, Fl is able to remove or reduce the
countercyclical buffer in order to stimulate continued lending in a situation
where the banks would otherwise reduce its lending in order to avoid breaching
the capital requirements. Consequently, the level of the capital requirement, in
terms of the buffers, Pillar 2 requirements and the guidance, needs to be
evaluated in the specific situation.

Capital isitself usable, but the potential for the bank to fall below the capital
requirements without FI making the assessment that the bank has failed or is
likely to do so declines the further down the various parts of the capital
requirement the bank is. FI’ s actions therefore also depend, in line with the
regulatory framework (see section 1.6), on which requirement it isthe firmis
not complying with. For example, if the guidance is not being met, or it is
likely that it will not be met, FI expects to be informed of this by the bank and
expects the bank to explain the cause and make it clear how it intends to rectify
its capital position, including the guidance. FI is therefore of the opinion that it
isnot just the overall size of the total requirement that isimportant, but also its
composition.

How FI acts when a bank is not complying with the requirements also depends
to alarge extent to the situation, primarily the cause of the financial stress and
how feasibleit is that the bank will recover.* FI's actions are therefore
dependent on the authority’ s appraisal of the forthcoming sequence of events
and the credibility of the bank’ s recovery measures. For example, large credit
losses in a bank with an unprofitable business model and weak owners will
have different consequences to losses of the same size in another bank that is
otherwise profitable and has owners that are willing and able to provide new
capital. FI’ s actions are important from the perspective of resolution as they
influence when the firm is handed over to the National Debt Office and when it
is thus able to have an impact on the conditions for resolution. In this context,
FI notes that the response to the consultation from the National Debt Office
points out the importance of a close dialogue between FI and the National Debt
Office on these matters. FI shares this view.

The rulesthat govern FI’ s actions during financial stress provide FI with room
for manoeuvre. The authority is of the opinion that this room for manoeuvreis
of value, especially in situations that are difficult to predict. Accordingly, there
are both legal and practical reasons for not applying the capital requirementsin
amechanical way during financial stress.

2.3  FI'sview of risk-based requirementsfor institution-specific risk
Therisk of banks exposures can be calculated in various ways. In rough terms,
various regulatory methodol ogies can be arranged on a scale where internal
models are the most detailed and risk-sensitive method, while at the other

4 A firm’'slack of compliance with the capital requirements may be due to losses, which may
in turn have ingtitution-specific or systemic causes. However, there may also be other
circumstances underlying a worsened capital position, for example difficulties refinancing own
funds instruments or changesin the size of the risk-weighted assets.
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extreme can be found the leverage ratio requirement, which in no way takes
into account differencesin risk between different assets. In between are the
standardised approach, which specifies set levels of risk for various groups of
assets but does not take into account differences between different exposures
within the same group of assets or differences in different banks' risk
management.

Fl is of the opinion that banks' risk management, risk measurement and capital
assessment should be based on all available relevant information. Thereis great
value in banks being incentivised to have sound risk management and to
continually improve their management, measurement and pricing of risks,
which is the basic idea behind the framework for internal models. However, for
the regulation and supervision of banks, there is an important consideration to
be made. Thisis because internal models provide, in some cases, an outcome
that is not necessarily the most accurate. This can be due, for example, to the
model being based on historical datathat does not take sufficient account of
future outcomes or that banks may be incentivised to influence the outcome of
the modelsin order to reduce the capital requirements rather than measuring
therisk in the best way. By extension, this can result in the capital
reguirements not completely covering the risk. In view of this, Fl hasin some
cases introduced limitations within the scope of Pillar 2, including in the form
of risk weight floors that limit how low the aggregate outcomes of the internal
models may be.**

The ongoing review of the internal models (see 1.3.2) aims to make the capital
requirements more comparable and to reduce undesirable variation and may,
depending on how it isintroduced in regulation and supervision, result in a
reduced need for corresponding Pillar 2 requirements. The forthcoming output
floor (see section 1.3.3) is also intended to limit the effect of internal models on
the risk-weighted assets.

24  FI’'slong-rangeview of capital requirementstaking into account
the positionsin this memorandum
FI has previously communicated the basic premise that the capital requirements
are not to be increased mechanically as aresult of changes to the regulatory
framework, at the sametime asit is not possible to exclude the possibility that
the effect of the capital requirement may still, in some cases, be an increase due
to the need to ensure there is adequate usable capital .*2 Fl is still of the opinion
that alarge buffer function element in banks' capital requirements isimportant
for maintaining financial stability. When the minimum capital requirements
increase as aresult of the changes to the regulatory framework, this may
therefore mean that the total capital requirements may also need to increasein
order for the usable capital to remain adequate.

4 Thefloor resultsin a capital add-on within the scope of Pillar 2.
42 *Changes to the regulatory framework’ means here the banking package, the introduction of
Basdl I11 in the EU and the review of internal models.
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When capital is utilised, it is primarily the combined |oss-bearing capacity
measured in Swedish kronor that is relevant, not how the capacity is expressed
in relation to the risk-weighted exposures. This means that the percentage risk-
based capital requirements can be allowed to fal in the long term if the risk-
weighted assets increase as aresult of changes to the regulatory framework.

The fact that further changes to the regulatory framework will be implemented
in the years ahead means that there may need to be future adjustments to how
the capital requirements are applied on the basis of how these forthcoming
changes are introduced. The description in this memorandum of how Fl applied
the capital rulesis based solely on the format of the regulatory framework once
the banking package has been introduced in Sweden.

3 The supervisory capital assessment in Pillar 2

3.1 Introduction and background

3.1.1 Introduction
FI’ s positions on a number of questions concerning the implementation of the
rules that govern the authority’ s overall assessment of individual banks' risks
and capital needs.

3.1.2 General information about Pillar 2
Pillar 2 isthe collective term for the rules that govern banks' internal capital
adequacy assessments and FI’s supervisory review and eval uation processes.

Banks that are subject to the capital adequacy rules have to conduct what is
known as an internal capital adequacy assessment process and regularly revise
thisin order to keep it up to date. Under the new rules that apply pursuant to
the banking package, the bank, as part of this ongoing assessment process, has
to establish an internally assessed own funds need that involves the size of the
own funds being satisfactory in relation to both the risk-based requirement and
the leverage ratio requirement.** The own funds shall be of asufficient size to
cover the risk to which the bank is or might be exposed. It shall be possible for
the own funds to absorb potential losses as aresult of stress. In thisway, the
bank shall ensure that the combined risks do not jeopardise its ability to fulfil
its obligations.

Within the scope of Pillar 2, FI shall, as part of the supervisory review it
conducts, conduct an assessment of what is an adequate level of total own
funds for the bank. Because there are two parallel requirements, in the form of
the risk-based requirement and the leverage ratio requirement, Fl will conduct
an assessment of an adequate level of own funds on the basis of both the risk-
based requirement and the leverage ratio requirement.

4 Pillar 2 is not used as aformal term in the EU regulatory framework. It is aterm that has
been introduced and used by the Basel Committee.
4 Banking and Financing Business Act (2004:297), Chapter 6, Section 2.

22 (71)

NS
o 1){\

N4y,

S

@4
[FRR


https://requirement.44
https://processes.43

FI Ref. 20-20990

Graph 3.1. Adequate level of total own funds based on the risk-based requirement and the
leverage ratio requirement

Source: FI

Note: The image is a simplification. The adequate level of total own funds corresponds to the total capital
requirements. The size of the various parts of the graph, and the bars relationship to one another are not to
be seen as an indication of how the provisions will actually be implemented.

FI determines on the basis of its assessment how much capital the bank needs
to hold in excess of the capital that is required to cover the minimum
requirements and the buffer requirementsin Pillar 1 on the basis of both the
risk-based requirement and the leverage ratio requirement. Thiswill take place
in part through additional own funds requirements and leverage ratio
requirements in Pillar 2, and in part through Pillar 2 guidance.

FI shall decide on an additional own funds requirement or leverage ratio
requirement if FI establishes that certain conditions set out in law are fulfilled.
Thisisknown as aPillar 2 requirement and a decision concerning such a
requirement will therefore be made on the basis of a supervisory review and
evaluation.®

Based on the supervisory review and evaluation, Fl isalso ableto
communicate to the bank arisk-based guidance or aleverage ratio guidance.
Thisinvolves FI notifying the bank of how much capital the authority believes
the banks needs to hold in excess of the minimum requirements, Pillar 2
requirements and the buffer requirements. Accordingly, the Pillar 2 guidance
constitutes the difference between the total own fundslevel that FlI believesis
appropriate and the relevant minimum requirements, specific own funds
requirements and buffer requirementsin Pillar 1.

4 Under the Special Supervision Act, FI may refrain from deciding on a Pillar 2 requirement if
the breach is negligible or excusable, if the firm rectifies the matter or if any other authority has
taken action against the firm and this action is deemed sufficient.
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3.1.3 Scope of the regulatory framework
The rules apply to all firmsthat are subject to the Specia Supervision Act and
the Capital Buffers Act. They apply at both the solo level and the group level .4
The positions presented in this section regarding individual banks therefore
also apply at aconsolidated level for the relevant groups of firms, unless stated
otherwise.

3.2 Legal basis

The provisions concerning Pillar 2 are regulated mainly through Chapter 6,
Sections 1-2, 3, 4a, 4b and 5 of the Banking and Financing Business Act
(2004:297), Chapter 8, Sections 3—4 and 5-8 of the Securities Market Act
(2007:528), Chapter 2 of the Special Supervision Act and certain provisions of
the Special Supervision and Capital Buffers Ordinance (2014:993).

3.2.1 Theadditional own fundsrequirement and the additional leverage
ratio requirement in Pillar 2

Under Chapter 2, Section 1 of the Special Supervision Act, Fl shall, under
certain circumstances, decide that a bank, in addition to the own funds that are
required under the Specia Supervision Act, also comply with a specific own
funds requirement for the risk of excessive leverage and a specific own funds
requirement for other risks. This decision shall be in writing and shall be made
on the basis of a supervisory review and evaluation of the bank in accordance
with Articles 97 and 101 of the Capital Requirements Directive.

FI shall decide on aPillar 2 requirement if thisis necessary in order to cover
risk to which the bank is or might be exposed. This paragraph states that Fl
shall also decide on such arequirement if

- any of the requirements under Chapter 6, Sections 1-3, 4a, 4b and 5 of
the Banking and Financing Business Act concerning, inter alia,
solvency, liquidity, risk management and transparency, or
corresponding provisions of the Securities Market Act are not fulfilled,
and

- itisunlikely that any other measure is sufficient to rectify the
deficiency within areasonable time.

The law states that FI shall decide on aPillar 2 requirement if the bank has
repeatedly failed to hold sufficient additional own funds to cover the guidance
about which the bank has been notified by Fl. This may involve both a
situation in which the bank’ s own funds have repeatedly fallen below its capital
need and a situation in which the bank has failed for some time to build up
adequate capital.

Under these rules, FI shall also decide on a specific own funds requirement if
other circumstances have emerged that inspire doubt from a supervisory
perspective.

4 | n other words, for the legal entity or for the consolidated situation.
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The current right that FI has pursuant to Chapter 2, Section 2 of the Special
Supervision Act to decide on a specific own funds requirement for risks to
which the ingtitution is exposing the financial system is being removed.

The proposed amendment to Chapter 2, Section 1b of the Specia Supervision
Act states that at least three quarters of the additional risk-based own funds
requirement shall be met with Tier 1 capital, at least three quarters of which
shall consist of Common Equity Tier 1 capital. Chapter 2, Section 1a of the
Specia Supervision Act states that the additional |everage ratio requirement
shall be met with Tier 1 capital.*’ If FI believesit is necessary, FI may,
pursuant to Chapter 2, Section 1b of the Special Supervision Act, decidein an
individual case that the additional own funds requirement shall be met with a
larger proportion of Tier 1 capital or Common Equity Tier 1 capital.
Correspondingly, FI may, pursuant to Chapter 2, Section 1a, decide that the
bank shall fulfil the additional leverage ratio requirement with alarger
proportion of Common Equity Tier 1 capital.

3.2.1.1 Clarification of risks to which the bank is or might be exposed

Article 104(1)(a) of the Capital Requirements Directive isimplemented
through Chapter 2, Section 1, second paragraph, point 2 of the Specid
Supervision Act. This article deals with situations in which abank is exposed
to risks or elements of risks that are not covered, or not sufficiently covered, by
the own funds requirements specified in the parts concerning capital
requirements, large exposures and leverage ratio in the Capital Requirements
Regulation.*® The article also covers risks or elements of risks that FI deems
not to be sufficiently covered by the own funds requirements in Chapter 2 of
the Securitisation Regulation.*® A situation such as that indicated in Chapter 2,
Section 1, second paragraph, point 2 of the Special Supervision Act may
encompass, for example, a bank’ srisk profile that arises as aresult of a certain
economic trend and market trend.

The Government, or the authority determined by the Government, may,
pursuant to Chapter 10, Section 2 of the Special Supervision Act, issue

regul ations concerning when the own funds requirements in the Capital
Requirements Regulation and the Securitisation Regulation shall be deemed
not to cover arisk and how the level of an additiona own funds requirement in
order to cover such arisk shall be established. According to the author’s
commentary, this authorisation partly implements Article 104(2) of the Capital
Requirements Directive.

Article 104(2) indicates, inter aia, that arisk or an element of arisk isnot
covered or only partly covered when the risk or element of arisk isidentified
as material by Fl and the authority considers the capital that is adequate in

47 A corrigendum to the Capital Requirements Directive states that the special leverage ratio
regquirement shall be met with Tier 1 capital. The corrigendum was published following
completion of the report https.//eur-lex.europa.eu/legal -

content/EN/TXT/PDF/?uri=CEL EX:320191L 0878R(03)& from=EN.

8 Parts Three, Four and Seven of the Capital Requirements Regulation.

4 Regulation (EU) 2017/2402 of the European Parliament and of the Council.

25 (71)

NS
o 1){\

N4y,

S

@4
[FRR


https://eur-lex.europa.eu/legal
https://Regulation.49
https://Regulation.48
https://capital.47

FI Ref. 20-20990

terms of its adequate amount, type and distribution to be greater than that set
out in the relevant own funds requirements in the Capital Requirements
Regulation, i.e. the minimum requirements. FI shall take into account the
individual bank’srisk profile when assessing the risks to which the bank is
exposed.

3.2.2 Guidance within Pillar 2
Chapter 6, Section 2 of the Banking and Financing Business Act and Chapter
8, Section 4 of the Securities Market Act state that banks shall set their internal
capital at adequate levels of own funds. The assessment shall take into account
the stress tests that are to be carried out in accordance with Article 100 of the
Capital Requirements Directive. The internally assessed capital need is
reviewed and assessed in FI' s supervisory review and evaluation of the bank.

Under Chapter 2, Section 1c of the Specia Supervision Act, Fl shall determine
appropriate levels of own funds for the bank in conjunction with its supervisory
review and evaluation. FI shall communicate to the bank the difference
between these levels and the minimum requirements, the additional own funds
regquirements and the combined buffer requirement. In thisway, Fl
communicates to the bank a relevant guidance concerning additional own
funds, i.e. a guidance within the risk-based requirement or a guidance for
leverage ratio.

Under Chapter 2, Section 1c of the Specia Supervision Act, the guidance shall
be institution specific. In addition, the reasons for this legidlative proposal
indicate that the capital specified in the guidance shall, for example, be able to
cover risks and deal with future financia stress. The author’s commentary to
Chapter 2, Section 1c of the Specia Supervision Act clarify that the guidance
is permitted to cover risks that are subject to the additional own funds
regquirement only to the extent that this covers aspects of these risks that are not
already covered by the additional own funds requirements.

3.2.3 EBA guiddines
In accordance with Article 107(3) of the Capital Requirements Directive, the
EBA has issued guidelines to the national supervisory authoritiesin order to
specify the common procedures and methodol ogies for the supervisory review
and evaluation process.>® These guidelines were issued on 19 December 2014
and last updated on 19 July 2018. The EBA intends to update the guidelines
further in 2020 and 2021, including to take into account changes as a
consequence of the banking package.®* This means that FI may end up
changing the application that is described in this memorandum at alater date.

%0 For more information, please refer to

https.//eba.europa.eu/sites/default/documents/fil es/documents/10180/2282666/6¢263962-6095-
4753-a7dc-68070a5ba662/Revised%20Gui delines%200n%20SREP%20%28EBA-GL -2018-
03%29.pdf.

SIFor more information, please refer to

https://eba.europa.eu/sites/defaul t/documents/files/document_library//EBA%20Risk%20Reduc
tion%20Package%20Roadmaps.docx.pdf.
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The EBA’ s ongoing review encompasses updates related to the Pillar 2
reguirements and the guidance that are based on the changes in the banking
package. In addition, the review encompasses areas such as proportionality, the
role played by sustainability-rel ated matters in the process and updates in view
of the introduction of the leverage ratio requirement.

3.3 Major changesin application pursuant to law

The proposed changes to Swedish law mean that some of FI’s previous
positions are no longer consistent with the regul ations. Among the major
changes that ensue from the legislative proposals are:

e ThePillar 2 add-on for systemic risk of 2 per cent is being abolished.>?
This is because the right to decide on an additional own funds
requirement for risks to which the institution is exposing the financial
system is being removed from Chapter 2, Section 1 of the Special
Supervision Act.>

e Theadditional own funds requirement will be decided on in accordance
with Chapter 2, Section 1 of the Special Supervision Act.
Consequently, the requirement, in contrast to FI's current application,
will affect the level at which the automatic restrictions on value
transfers occur. The effect of thisisthat the level of capital at which
automatic restrictions on va ue transfers occur becomes higher, al else
being equal.

e By law, three quarters of the risk-based additional own funds
requirement shall be met with Tier 1 capital, three quarters of whichis
Common Equity Tier 1 capital, unless Fl determines otherwise for the
bank by virtue of Chapter 2, Section 1b of the Special Supervision Act.

e The capital planning buffer isbeing abolished as its purpose is now
being achieved through the Pillar 2 guidance. However, the guidance
may end up covering more risks than are currently being managed by
the capital planning buffer.

FI continually reviews and updates the methodol ogies for risk assessment in
Pillar 2. For example, thisincludes the ongoing consultation concerning non-
trading book market risks.>*

34  General information about Pillar 2 and FI’s position

The lega actsthat govern Pillar 2 provide some scope for FI and other national
supervisory authorities to design the supervisory review and evaluation process
and thus also Pillar 2 requirements and guidance.

52 This add-on for systemic risk isin place at the group level for the three major banks.

53 The effect of removing this on the total level for the major banks is counteracted by the O-
Sl buffer and the systemic risk buffers being added together and the addition of the Pillar 2
guidance.

> For more information, please refer to: https://www.fi.se/sv/publicerat/nyheter/2020/fi-
foredar-ny-pelare-2-metod-for-marknadsrisker-utanfor-handel slagret/.
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FI makes the assessment that there are grounds to adopt a position or provide
clarification in the areas below concerning certain key areas that will be
affected by the supervisory capital assessment in Pillar 2:

FI’s methodol ogies for assessing risks within the scope of Pillar 2
the format and scope of Pillar 2 guidance

type of capital for compliance with Pillar 2 guidance

unit for Pillar 2 requirements and Pillar 2 guidance

disclosure of Pillar 2 guidance.

FI’ s positions within each area are described in the next section, together with
the comments received and the reasoning for each position. Some sections aso
contain clarifications concerning the practical implementation. The
consultative bodies have also made some comments of a general nature that do
not relate to any of FI’ s positions. These comments are a so reported below,
together with FI’s commentary.

34.1 Commentsreceived
The Swedish Bankers' Association states that the risks that are material in the
assessment of whether an additional own funds requirement shall be decided in
accordance with Chapter 2, Section 1, second paragraph, point 2 needs to be
clarified and that the materiality assessment must be based on whether the
individual bank is exposed to acertain risk in relation to a typical
internationally active bank. Thisis because the global calibration of capital
requirements that was performed by the Basel Committee is based on what
bankstypically look like. Consequently, it isonly material ‘outliers’ in relation
to what istypical that may be pertinent for any additional requirements. The
association also states that clarification is required as to what is meant by
special grounds for FI to impose an additional |everage ratio requirement.

The Association of Swedish Finance Houses states that there is no detailed
explanation or example of what is meant by special grounds for an additional
leverage ratio requirement. The association contends that because the global
calibration that was performed by the Basel Committee is based on what major
internationally active banks typically ook like, the materiality assessment must
very well also take this into account.

AB Svensk Exportkredit believes that FI should clarify the criteria and
methodology for assessing whether arisk or element of arisk isto be
considered ‘materia’ in the assessment of whether an additional own funds
requirement shall be decided on in accordance with Chapter 2, Section 1,
second paragraph, point 2. Thisis so as to ensure that the scope and focus of
the institution’ s internally assessed capital need does not deviate from FI's
basis premise for analysis and assessment.

The Riksbank states that an adequate level for leverage ratio isin the interval
5-12 per cent and is also of the opinion that the major Swedish banks should
increase their capital as a proportion of their total exposures. Consequently, the
Riksbank is of the opinion that FI should introduce an additional leverage ratio
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requirement of 2 per cent for the three Swedish maor banks, in excess of the
minimum requirement of 3 per cent.

Kommuninvest states that FI should only establish a substantially higher
leverage ratio requirement in Pillar 2 when there are compelling reasons to do
0.

Nordnet states that there is no reasoning concerning what is considered special
grounds. Nordnet is also of the opinion that it is of the utmost importance for
the assessment concerning an additional leverage ratio requirement to be
tailored to the bank’s actua level of risk and that consideration is given to
which types of assets make up the total exposure measure.

3.4.2 Fl’sreasoning
Asregards aPillar 2 requirement that is necessary in order to cover risks to
which the institution is or might be exposed, FI does not intend to define or
describe in advance what is deemed to be material in excess of what is set out
in law. The regulatory framework leavesit to Fl to determine what is a material
risk and as the authority shall therefore decide an additional own funds
requirement or leverage ratio requirement on the basis of. Thereis reason to
retain the flexibility provided by the regulatory framework as the risks that Fl
isto assess may be substantially different, as may the situations that exist
within banks. For example, the materiality assessment for the risk of excessive
leverage could end up being affected by the leverage ratio’ s significance
relative to the risk-based requirement for an individual bank.

FI makes the assessment that there are currently only afew situationsin which
an additional leverage ratio requirement may be pertinent. In line with the
regul atory framework, such requirements will be institution specific. Fl has
removed the formulation concerning special grounds related to the additional
leverage ratio requirement.

The Riksbank is of the opinion that FI should introduce an additional leverage
ratio requirement of 2 per cent in excess of the minimum requirement of 3 per
cent for the major banks on the basis that it believes that an adequate level for
the leverageratio isin the interval 5-12 per cent. Asindicated by the
principles, Fl believes risk-based requirements and usable capital are important
If the leverage ratio requirement were to amount to 5 per cent, thiswould
eclipse the risk-based requirements and reduce the level of usable capital. In
addition, such arequirement would deviate drastically from how the
framework is generally applied in the rest of the EU. Consequently, FI is not
changing its position in this respect.

3.5 Changesto assessment methodologiesfor individual risk types
within the scope of Pillar 2
3.5.1 Introduction to the question
Some of the risks and deficiencies Fl identifies are unique to a specific bank.
For example, this could be a deficiency in amodel or specific deficienciesin
the bank’ s risk management. Other risks are present in several banks. This
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primarily relates to risks or el ements of risks that are underestimated or not
covered by the minimum requirementsin Pillar 1.

Under the current regulatory framework, FI has continually published
methodol ogy documentation concerning individual risks and types or risk that
have been identified. These relate primarily to risks that may be present at
several banks. It remains FI’ s ambition to be transparent with the assessment
criteria the authority has used for such risks.

FI is amending the methodology documentation because the potential to
manage risks to which the bank exposes the financial system is being removed
from Pillar 2. Thisistaking place at the same time as an amendment to Chapter
2, Section 2 of the Capital Buffers Act (see section 4.1.1) is being made that
involves the systemic risk buffer and the applicable capital buffer for
systemically important institutions, in practice the O-SlI buffer, are to be added
together.®

Fl is aso providing some clarification in the methodology descriptions in view
of changes to the Special Supervision Act and is aso removing one method.

3.5.2 FI'sposition

FI intends to retain the capital assessment methodologies that are listed below
and to adjust the methodology documentation in accordance with the
following.

When thisisrelevant, the O-SlI buffer shall be included when calculating the
additional own funds requirement. References to the current requirement for
Pillar 2 add-ons for systemic risk are being removed.

FI intends to remove information from the methodol ogy documentation about
which type of capital shall be used to meet the own funds requirement, where
thisisrelevant.

For the existing methodologies, they pertain to methodol ogies for ng
risks that are completely or partly not covered by the Capital Requirements
Regulation.

The following methodol ogies are encompassed by this position and the
clarifications:®

% Thisis different from the present situation in which, in simple terms, it is the higher of them
that applies.

% The methodologies listed encompass those that are currently being used. On 11 June 2020,
FI published the consultation memorandum Férslag pa pelare 2-metod for bedémning av
kapitalpaslag for marknadsrisker i 6vrig verksamhet, in which there are proposals to replace
the methodologies FI Ref. 17-1281 and parts of the methodology documentation in FI Ref. 14-
14414 For more information, please refer to https.//www.fi.se/sv/publicerat/nyheter/2020/fi-
foredar-ny-pelare-2-metod-for-marknadsrisker-utanfor-handel slagret/.
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* FI’s supervision of banks' calculations of risk weights for exposures to
corporates, FI Ref.15-13020.

* Increased capital requirements on bank loans for commercial real estate, Fl
Ref. 19-14171.

* FI’s methodol ogies for assessing individual risk types within Pillar 2 (Interest
rate risk in the banking book and pension risk), FI Ref. 14-14414.

» Changesto the Pillar 2 methodology for assessing the capita requirement:
internal credit spread within interest rate risk in the banking book, FI Ref. 17-
1281.

* Capital requirements for Norwegian mortgages. This pertains to reciprocation
of aNorwegian measure under FT-NO —Memo 9 April 2014. The requirement
will continue to be calculated in accordance with the methodology described in
the capital requirements memorandum, Fl Ref. 14-6258.

FI intends to review and update the memorandum FI’s Pillar 2 capital
assessment method for systemic risk associated with securitisation (FI Ref. 16-
17820).

FI intends to remove the assessment methodology that is specified in the
memorandum Pillar 2 capital requirements for maturity assumptions (FI Ref.
16-2703).

3.5.3 Commentsreceived
The Swedish Savings Banks Association contends that the methodol ogies of
capital assessment constitute general norms of atype that Fl needs
authorisation to issue. The association is of the opinion that determining what
isinstitution specific or not is complicated and would need to be analysed in
the memorandum.

The Swedish Bankers' Association is of the opinion that the changes to the
methodol ogies announced by FI are not sufficient as the methodol ogies will
retain an element of systemic risk. The Swedish Bankers' Association states
that calculating Pillar 2 requirements on the basis of the prospective risk-
weighted assets multiplied by a capital requirement including capital buffers
for systemic risk resultsin the Pillar 2 requirement being given an element of
systemic risk. In addition, the association believes that general risk weight
floorsin the Pillar 2 requirements, as with commercial real estate, are not
institution specific as no assessment is being made of the individual bank’s
risk.

The Swedish Bankers' Association also believesthat FI should abolish the
capital assessment methodology for systemic risk associated with securitisation

because this methodol ogy is based entirely on reasoning pertaining to systemic
risk.

The Association of Swedish Finance Houses notes that elements of systemic
risk remain in the methodol ogies and parts of these are not institution specific
and are instead more generally applicable. The association contends that the
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capital assessment methodol ogies constitute general norms of atype that Fl
needs authorisation to issue.

AB Svensk Exportkredit states that it isimportant for FI to become more
transparent when it comes to methodologies for calculating the new
requirements so that institutions are able, in their capital planning, to anticipate
how much capital is required under the new rules. FI should also provide
clarification about whether the authority, within the scope of an assessment of
the specific capita requirement, will be including both an estimated capital
requirement for arisk asif the risk had been included in Pillar 1 and buffer
requirements applicable at the time.

The Riksbank states that it isimportant for alarge portion of the capital to
consist of Common Equity Tier 1 capital in order ensure there is a good
capacity to cover any future losses. The Riksbank notes that FI has the
opportunity within the Pillar 2 requirement to demand that banks, under
specific circumstances, have alarger proportion of Common Equity Tier 1
capital than the standard proportion of Tier 1 capital specified in the proposal.
Consequently, the Riksbank emphasises the importance of FI ensuring as far as
Is possible that the capital consists of Common Equity Tier 1 capital.

3.5.4 Clarifications concerning assessment methodologies for individual
risk types within the scope of Pillar 2
The new regulatory framework clarifiesthat it is the situation for the individual
bank that shall form the basis of a Pillar 2 requirement. It is also made clear
that it is Fl that shall assess whether it is necessary to have such a requirement
in order to cover risksto which the bank is or might be exposed. In this
assessment, FI will be taking into account the individual bank’srisk profile.

By virtue of what is set out in law, FI intends to make decisions concerning a
Pillar 2 requirement, the size and structure of which will be based on a
supervisory review and evaluation of the bank. FI will be basing this
supervisory review and evaluation on the bank’ s risk profile. Thisincludes
examining whether the bank has atype of risk that is specified in the

methodol ogies and how the bank has managed its exposures in accordance
with relevant parts of the Capital Requirements Regulation. As part of this
review, Fl will also, if thisisjustified for the individual bank, depart from the
capital distribution for meeting the additional own funds requirement as set out
in law, i.e. whether the requirement needs to be met with alarger proportion of
Common Equity Tier 1 capital or Tier 1 capital. Accordingly, FI’s assessment
of risk and of the size of the additional own funds requirement will take the
individual bank’s situation and risk profile into account. Fl is of the opinion
that risk weight floors are institution specific. Thisis because when such a
floor isapplied in an individual case, it will be based on an institution’s
specific exposures.

The published methodology documentation does not in itself govern the banks
and does not constitute any norms for which FI needs authorisation. The
publication of methodology documentation provides atransparent view of how
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FI intends to assess certain specified risks as part of its supervisory review and
evaluation process.

M ethodology documentation is used to create a predictability and transparency
that is beneficia to the banks. Without this documentation, there would have
been less transparency, which would have benefited neither the banks nor other
actors that need to understand how FI applies the capital rules. Good
transparency in terms of how FI will be applying the new capita rulesisaso
achieved through the publication of this memorandum. FI published asimilar
memorandum in 2014 and the authority judged this to be of major benefit to
banks and other actors. Publication of this documentation iswell in line with
FI’ s basic premise; to have ssmple and predictable capital requirements that
reduce uncertainty among the banks' stakeholders, especially their financiers,
and thus contribute to financia stability.

In accordance with Section 3 of the Special Supervision and Capital Buffers
Ordinance, FI shall provide through its website the genera criteriaand
methodologies that the authority applies as part of its supervisory review and
eval uation process.

Certain methodologies entail an additional own funds requirement in Pillar 2
that takes into account the capital need that the bank would have if the risk or
deficiency was being managed in Pillar 1. Consequently, the size of the
specific capital requirement will aso take into account what the bank’ s buffer
regquirements would have been if the risk had been managed in an adequate
way in Pillar 1. This does not mean that the specific capital requirement is
intended to cover systemic risk.

3.5.5 Reasonsfor changesto existing methodologies
There are reasons to provide clarification about how FI’s methodol ogies need
to be changed as aresult of the amendments to the Specia Supervision Act.®’

Because the 2 per cent add-on for systemic risk in Pillar 2 is being abolished,
FI intends to remove references to this add-on from the methodol ogy
descriptions that have such references.

The rules that have applied until now have meant that the requirements for O-
SlI buffersthat FI has determined have no effect in practice. Accordingly,
requirements for the O-SI1 buffer have not reflected the calculation

methodol ogy in the methodology descriptions. In light of the amendments to
the Capital Buffers Act, it is reasonable to update the methodol ogies for
calculating the size of the requirement with areference to arequirement for the
O-SlI buffer where thisis relevant.

The basic premise for how the Pillar 2 requirements are to be met ensues from
the Specia Supervision Act. Fl intends to del ete corresponding sections for the
existing methodol ogies from the methodol ogy documentation.

5The Pillar 2 requirements that pertain to risks and deficiencies that are only present at one
firm may & so need to be changed as aresult of the changes to the regulatory framework.
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FI notes that, in its response to the consultation, the Riksbank emphasises the
importance of Common Equity Tier 1 capital in order to ensure a good capacity
to cover any future losses. Fl shares the Riksbank’ s view of the importance of a
high proportion of Common Equity Tier 1 capital, but makes the assessment
that, based on the basic rule as set out in law, general application of a capita
distribution that is different from that specified in the basic ruleis not justified.
Nevertheless, FI does have the opportunity to decide on a higher proportion of
Common Equity Tier 1 capital if this may be deemed justified in the individual
case. Fl is of the opinion that a higher proportion of the additional own funds
requirement shall be met with Common Equity Tier 1 capital, at least in those
cases that involve coverage of losses aready incurred but which, for various
reasons, have not affected the accounts and the capital requirements — rather
than arisk of losses. A case such as this could aso be atemporary add-on in
order to cover risks that actually should be covered by the Pillar 1 requirements
but are instead being managed in Pillar 2 for a period. One example of such an
add-on isincreased capital requirements for bank loans for commercial rea
estate. The fact that Pillar 2 guidance (see section 3.6) isto be covered entirely
by Common Equity Tier 1 capital to some extent counteracts the lower
proportion of thistype of capita in the Pillar 2 requirements.

The existing assessment methodol ogies manages risks or elements of risksto
which the bank is exposed but which are not covered or not adequately covered
by the minimum requirements. Fl believes that clarification isjustified because
changes are being made to the legal conditions for the various situationsin
which additional own funds requirements can be decided.

Because the changes to the methodology documentation concerned are being
described in this memorandum, FI does not intend to submit the updated
versions of the existing methodol ogy documentation for consultation, to the
extent that the changes are only those that apply by virtue of amendmentsto
regulations and acts. However, Fl does intend to submit new and amended
methodologies for consultation when thisis pertinent.

The reason why Fl isretaining the Pillar 2 capital assessment methodology for
systemic risk associated with securitisation (FI Ref. 16-17820), and is revising
this, is that the methodology also currently indirectly manages risks for the
individual institution that are not adequately covered by the Pillar 1 minimum
requirement. FI it therefore of the opinion that there is reason to keep this
methodology but to reviseit in order to clarify that it fulfils the conditions set
out in law. FI will continue to prescribe capital requirements for institution-
specific risk.

FI is removing the assessment methodology set out in the memorandum Pillar
2 capital requirement for maturity assumptions primarily in order to simplify
application®® but also asthisisjustified to some extent with systemic risk.

8 For example, this overlapsin part with the assessment methodology in the memorandum
Increased capital requirements on bank loans for commercial real estate (FI Ref. 19-14171).
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However, it is still possible for FI to manage institution specific risk as part of
ongoing supervision when this is necessary.

3.6  Position on the format and scope of Pillar 2 guidance

3.6.1 [Introduction to the question
The Capital Requirements Directive largely clarifies how guidanceisto be
introduced but in several respects hands over application to the supervisory
authority.

3.6.2 Fl’sposition

Asastarting point, Fl intends to use stress tests in order to assess the size of
the capital that will be notified through guidance. In addition, the authority may
include other componentsin guidance. It is FI’ sintention to use published
methodologies to a great extent when assessing the various parts, where thisis

appropriate.

The capital need that is determined through the risk-based Pillar 2 guidance
shall be deducted from the capital conservation buffer. This means that the
risk-based Pillar 2 guidance that is communicated to the banks will specify the
level that exceeds the capital conservation buffer. No corresponding deduction
ismade for the leverage ratio guidance because there is no equivalent to the
capital conservation buffer in the rules for leverage ratio.

Asastarting point, FI will be notifying the bank of both a risk-based guidance
and aleverage ratio guidance for the highest organisational level that Fl
supervises. This means that notification of the guidance will be given at the
group level if there is a group subject to Swedish supervision, otherwise it will
be given at the solo level. If there are special groundsto do so, FI may also
give notification of guidance at the solo level even if the group level is subject
to Swedish supervision.

3.6.3 Commentsreceived
AB Svensk Exportkredit is of the opinion that FI should provide clarification
about which risks, or types of risk, may be encompassed by Pillar 2 guidance,
in addition to the stress tests and should also insure there is clarity about the
methodologies for establishing these risks for individua institutions. The
company believesit isimportant that FI publishes its methodologies for stress
tests as soon as possible. The company also states that the methodol ogy
description for stress tests for Pillar 2 guidance should clearly specify which
additional factors and risks linked to the financial system will be included in
the scenarios and how the assessment will be implemented for other
components. The company is also of the opinion that FI should provide
clarification of its reasoning concerning theinitially estimated level of Pillar 2
guidance and should illustrate how the authority will be adopting a position on
any impact on institutions' competitive conditions when establishing guidance.

The Association of Swedish Finance Houses believes that clarification should
be provided about which components and methodol ogies, respectively, Fl
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intends to use when assessing Pillar 2 guidance. According to the association, it
Is necessary for the guidance to be combined with ajustification, for example
onethat is equivalent to that provided for a decision concerning an additional
own funds requirement, because the guidance may be reviewed in court.

Kommuninvest statesthat it is very important that FI takes full account inits
risk assessments of the business being conducted on the basis of the
institutions' various business models and that methodol ogies and stress tests
are designed on the basis of this.

Nordnet is of the opinion that additional leverage ratio requirements and
leverage ratio guidance should be applied restrictively in order to ensure that
increased risk-taking that may arise due to incentivisation effects, resulting
from the fact that the measure is insensitive to risk, is proportionate to the risk-
taking that the leverage ratio measure is intended to result in. Furthermore,
such requirements should be based on the individual institution’s risk profile
and circumstances and should be determined in dialogue with the institution in
order to exclude such mechanical stress tests as have been used in the past in
order to establish the capital planning buffer, for example. In addition, Fl
should evaluate an institution’ s potentia to strengthen its leverage ratio when
the authority is deciding on increased leverage ratio requirements.

The Swedish Savings Banks Association ascertains that the guidance is not
directly compulsory but that it contains components of a compulsory nature.
The association argues that a notification concerning guidance needs to contain
ajustification of the same type as provided with a decision concerning an
additional own funds requirement. Furthermore, the association believesit
would be desirable if FI were able to provide a description of the types of
components that may be included in guidance in addition to the stress tests.

The Swedish Bankers' Association is of the opinion that, in the near future, Fl
should disclose how the authority works out the indicative levels for the capital
add-on for Pillar 2 guidance specified in the memorandum. The Swedish
Bankers' Association understanding is that extremely unlikely stress scenarios
would be required in order for a bank to exceed the level of the capital
conservation buffer. In addition, the Swedish Bankers' Association would like
FI to provide clarification in the memorandum in question about how the
authority will be calculating the guidance and whether there will be any
difference in the calculation methodology used for risk-based guidance and
leverage ratio guidance. The association believes that the forthcoming
consultation memorandum should be so detailed that it is possible to calculate
the outcome of forthcoming notifications concerning the level of guidance.

3.6.4 Reasonsfor FI’sposition
The law states that FI shall determine adequate levels for own funds. This
means that FI has to determine how high the own funds shall be in order to be
of an adequate level to cover all risks to which abank is exposed and also able
to absorb potential losses as aresult of financial stress. The basic premiseis
that the communicated guidance shall cover risks or aspects of risks that are
not already covered by the minimum requirements, Pillar 2 requirements or
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buffer requirements. A supervisory review and evaluation of adequate own
funds levels shall take place regularly and take into account the results of the
stress tests referred to in Article 100 of the Capital Requirements Directive. At
the same time, this means that the communicated guidance is not limited to
covering only the results of stresstests. This has also been made clear in the
government bill through it being described that guidance shall, for example, be
able to cover risks and manage future stress scenarios that are not covered by
the minimum requirements, Pillar 2 requirements or buffer requirements.> Fl
clarifiesthisin Graph 3.2 by describing how part of the guidance pertainsto
the stress tests and how the guidance may aso be affected by more parts
(‘other parts'). Pillar 2 guidance will therefore be based on the outcome of
stress tests and other institution-specific assessments.

It is stated in section 3.6.5 that FI intends to produce a methodology for how
the outcome of stresstestsisto be taken into account when Pillar 2 guidanceis
being established. For the other parts, FI also intends, where thisis appropriate,
to useto alarge extent published methodol ogies when assessing various
components of the level of capital that banks are notified of through guidance.
Thisis consistent with FI’s overarching ambition to be transparent when it
comes to the supervisory capital assessment.

For example, it may be pertinent to issue guidance in excess of that which
applies pursuant to the stress tests when the result of astresstest showsrisksin
the event of financial stress that are not covered by other requirements. It may
also be pertinent to manage those risks that are not covered by the stress tests,
for example due to the design of the stress tests or institution-specific
characteristics. For example, there could aso be risks that have properties that
make it more appropriate to manage the risk through guidance rather than a
requirement.

FI notes that the consultative bodies comments about the importance of both
great clarity in advance about how guidance will be calculated and comments
that press home the importance of the institution-specific nature of guidance. Fl
understands both aspects and concludes that these are not always possible to
reconcile. Consequently, in order to be as transparent as possible and meet
expectations, Fl provides in this memorandum an interval with the authority’s
indicative assessment of how large the stress test-related portion of the
guidance may usualy be. FI would also like to highlight here the authority’s
ambition to refer for consultation and publish its framework for the stress tests
and how these relate to the Pillar 2 guidance, and a so the authority’ s general
ambition to submit for consultation and publish methodologies for assessing
the risks present in severa banks. FI isdoing thisin order to increase the
predictability of the authority’s application.

To make things simple and functional for al banks, it is FI’ sintention that its
basic premise will be to communicate to the banks both risk-based guidance
and leverage ratio guidance. For some banks, the total risk-based capital

% Govt Bill 2020/21:36 Page 113.
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requirement may exceed the total leverage ratio requirement, and vice versa
(see section 6.2). The situation may also change over time.

The capital conservation buffer and the risk-based guidance are naturally
overlapping. Consequently, in line with the principles that have applied thus far
to the management of the capital planning buffer, a bank should be ableto
comply with the risk-based guidance using the same capital asit usesto
comply with the capital conservation buffer. Based on Chapter 2, Section 1d of
the Specia Supervision Act, the consequence is that the risk-based guidance
will be expressed and notified as that part of the guidance that exceeds the
capital conservation buffer.

The leverage ratio requirement is being introduced as a minimum requirement
in the Capital Requirements Regulation. Unlike the risk-based provisions, the
leverage ratio provisions do not contain a buffer that is equivalent to the capital
conservation buffer. It is therefore important that banks have adequate
guidance in order to enable them to absorb losses without risking breaching the
minimum requirement under financial stress.

At the same time, the introduction of guidance above the leverage ratio
requirement may result in the total leverage ratio requirement exceeding the
total risk-based requirement. In this way, the leverage ratio requirement can
transition from acting as a safety barrier to exceeding the risk-based
requirement and thus constitute the bank’ s highest requirement. Consequently,
adifficult trade-off arises between two of the principles that form the basis of
this memorandum, namely the principle of adequate usable capital and the
principle of risk-based requirements. The farther above the leverage ratio
requirement the buffer is, the greater the probability that the leverage ratio
requirement is the bank’s most restrictive requirement.

The lack of overlapping requirements also meansthat it cannot become a
question of any net calculation when setting the size of the leverageratio
guidance.
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Graph 3.2. General design of guidance

Source: FI

Note: The capital conservation buffer has been abbreviated to CCB. The size of the various parts of the
graph, and the bars relationship to one another are not to be seen as an indication of how the provisions will
actually be implemented.

In order to make this simpler, Fl intends, as a basic premise, to communicate to
the bank guidance for the highest level that is subject to the authority’s
supervision. This means that guidance is communicated at the group level if
thereisagroup that is subject to Swedish supervision. This position also means
that FI intends to communicate guidance for Swedish subsidiaries that are part
of agroup that is subject to supervision in another country. This position does
not rule out the possibility of FI also giving notification of guidance at the solo
level for companiesin agroup that is subject to Swedish supervision if there
are specific grounds to do so.

3.6.5 Ongoing review of stresstests
FlI is currently undertaking a project to revise the methodology for taking into
account the outcome of stress tests when Pillar 2 guidance is being established,
and is planning to publish a consultation memorandum at the beginning of
2021. Stress tests are being given a more explicit role in Sweden than was
previously the case as aresult of the banking package. The reasons for this are
two-fold, both because of how the rules concerning guidance are being
introduced into the law and due to the more extensive changes to the regul atory
framework. Consequently, Fl is of the opinion that it is appropriate to produce
amethodology that clarifies the link between the stress tests and the guidance.
This includes how FI takes into account the banks' own stresstests, the EBA’s
stress tests and FI’ s stress tests and assessments. Fl notes the consultative
bodies comments on the scope, importance of clarity, institution-specific
adaptations and clear communication, and cites the forthcoming consultation
memorandum.
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FI intends to place greater importance on the stress tests and the risks and
sensitivities these encompass. The authority aso intends to stress test more
banks than it does currently. Even though the purpose of the stresstestsisto
assess institution-specific risks, the scenario should take into account factors
and risks present in the financial system and that therefore impact the bank’s
risk profile and its ability to manage stress.

FI’ sindicative assessment is that the stress test-rel ated capital need may exceed
the current size of the capital conservation buffer and therefore result in a
communicated risk-based guidance, usually of approximately 1 to 1.5 per cent
of risk-weighted assets. The level may be higher or lower for the individual
bank, depending on the specific outcome of the stress test and FI’ s assessment.
In a corresponding manner, FI’ s indicative assessment is that the stress test-
related capital need for leverage ratio can usually amount to approximately 0.2
to 0.5 per cent of the exposure amount for leverage ratio. Thislevel may also
be higher or lower for the individual bank, depending on the specific outcome
of the stresstest and FI’ s assessment. The levels of the guidance, like risks they
encompass, may change over timein line with the format of the regulatory
framework, changes in the external environment and the banks' risk profile,
and FI’ srisk assessment.

3.7  Position on type of capital for coverage of Pillar 2 guidance
3.7.1 Introduction to the question

The act leaves it up to the supervisory authority to determine which type of

capital shall be used to meet the guidance.

3.7.2 Fl’'sposition

The risk-based Pillar 2 guidance and Pillar 2 guidance for leverage ratio shall
be met with Common Equity Tier 1 capital.

3.7.3 Commentsreceived
The Swedish Bankers' Association believes that the leverage ratio guidance, as
IS the case for the minimum requirement for leverage ratio, should be covered
with Tier 1 capital. The purpose of the leverage ratio requirement isto have a
safety barrier to the existing risk-sensitive capital requirements and to limit
banks' borrowing as a proportion of their Tier 1 capital. A stress test-related
capital need is not at the core of any of these purposes, and does not constitute
agood reason for parts of the requirement to be met with Common Equity Tier

1 capital.

Nordnet contends that the requirement that the leverage ratio guidance be
covered using Common Equity Tier 1 capital lacks practical significance and
should not be introduced for reasons of simplicity. Thisis because institutions
can still be expected to hold more Common Equity Tier 1 capital in the risk-
based requirement.
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3.7.4 Reasonsfor Fl’s position
If itisto act as a buffer, it needs to be possible for the capital to beusedin a
simple way to cover losses. Fl arguesthat it is natural that a buffer, the purpose
of which isto be used first when a bank sufferslosses, shall consist of
Common Equity Tier 1 capital. Thisis because this type of capital, without
specific decisions or measures, decreases in the event of losses. It isalso
simple to manage in practice. Allowing Pillar 2 guidance to be met with
another type of capital would entail difficulties relating to how the overlap with
the capital conservation buffer should be managed. Thisis because the capital
conservation buffer isto be met with Common Equity Tier 1 capital. The
previous capital planning buffer was also to be met with Common Equity Tier

1 capital.

Although the purpose of the leverage ratio requirement is to act as a safety
barrier, itsintroduction into the Capital Requirements Regulation in the form of
aminimum requirement makes this requirement the most restrictive
requirement for some banks. Fl has strong possibilitiesto intervene if the
requirement is not met. Consequently, FlI believes there are reasons why the
leverage ratio guidance should also be met with Common Equity Tier 1 capital,
which isthe capital that is most easily usable for absorbing losses.

Itislikely that the position that the leverage ratio guidance shall be met with
Common Equity Tier 1 capital does not necessarily entail that the bank needs
to take in further Common Equity Tier 1 capital.*° However, there may be
cases where this might be pertinent because the rel ationship between the risk-
weighted requirement and the leverage ratio requirement differs from bank to
bank and as the actual level of certain guidance may exceed the indicative level
specified in section 3.6.5.

All in al, Fl isof the opinion that guidance shall be met with Common Equity
Tier 1 capital.

3.8  Position on unit for Pillar 2 requirements and Pillar 2 guidance
3.8.1 Introduction to the question
The act leaves room for FI to determine which unit the Pillar 2 requirement
decided on shall be expressed in and thus met in. In other words, Fl is able to
decide that the bank shall comply with a Pillar 2 requirement expressed in
nominal terms or as a percentage of risk-weighted assets or of the exposure
amount for leverage ratio. Correspondingly, the act leaves room for Fl to
decide the unit in which guidance shall be communicated.

% |f the bank has adequate Common Equity Tier 1 capital to meet the guidance, the bank can
take in Additional Tier 1 capital when needed in order to meet the minimum requirement for
leverage ratio.
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3.8.2 FI’'sposition

Pillar 2 requirements will be decided and expressed as a percentage of total
risk-weighted assets or of the exposure amount for leverage ratio.

Correspondingly, guidance will be determined and communicated as a
percentage of total risk-weighted assets or of the exposure amount for leverage
ratio.

3.8.3 Commentsreceived
The Swedish Bankers' Association’s view is that the Pillar 2 requirements
should be expressed as a nominal amount. The association is of the opinion that
the directive does not provide the opportunity to choose to decide and express
the own funds requirements as a percentage of total risk-weighted assets or of
the exposure amount for leverage ratio. The Swedish Bankers' Association aso
cites the text of the act, which states that ‘in conjunction with a supervisory
review and evaluation of an institution, Finansinspektionen shall determine
adequate levels of own funds for the institution. Finansinspektionen shall
communicate to the institution the difference between these levels and the own
funds requirements.’

Furthermore, the Swedish Bankers' Association states that by expressing the
Pillar 2 requirements as a nominal amount, the authority is able to make
decisions that are not at risk of being altered due to external factors. This
provides more predictability for banks. According to the Swedish Bankers
Association, this also avoids a situation in which changes in the market that
affect risk-weighted assets in either direction result in a direct change to the
Pillar 2 add-on for a specific risk, despite the risk not varying in correlation
with the change in risk-weighted assets. The Swedish Bankers' Association
also believes that a nominal amount does not appreciably complicate the
banks' practical and administrative management of the capital requirements.

3.84 Reasonsfor FI’s position
FI does not agree with the Swedish Bankers' Association that the directive or
the government bill entail that requirements and guidance shall be expressed in
nominal terms, especially not given that other requirements are determined in
percentage terms. FI makes the assessment that the regul atory framework
allowsfor FI’ s application.

FI believes that the option of expressing the requirements and guidancein
percentage termsis simple to understand and use. The minimum requirements
and buffer requirements are also expressed in percentage terms. In addition,
the risk-based additional own funds requirement is a basis for the MREL
requirement that the National Debt Office determines pursuant to the
Resolution Act. According to the directive, this requirement shall also be
expressed in percentage terms. Accordingly, FI’'s position means that a clear
relationship emerges between the capital requirements and MREL.
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A decisions concerning a Pillar 2 requirement for a bank appliesindefinitely.
Correspondingly, the level of the communicated guidance remains unchanged
until such time as the bank is notified of anew level. Pillar 2 requirements and
guidance are based on FI’ s recurrent supervisory review and evaluation
processes. The frequency of the supervisory review and evaluation processes
vary between the banks that are subject to FI’s supervision (see section 5).
Expressing the levels as a percentage reduces the risk of abank’s Pillar 2
requirement or guidance decreasing in relative terms, for example in the event
of strong growth in the bank’s assets, and vice versaif its assets were to shrink.

At the same time, using percentage terms means, exactly as expressed by the
Swedish Bankers' Association, that the size of abank’s Pillar 2 requirements
can be influenced by external factors. In addition, some banks are subject to
Pillar 2 requirements that do not vary in correlation with risk-weighted assets.
However, the banks that have such requirements are, generally speaking, more
frequently subject to supervisory reviews and evaluations, and the level of their
capital requirements will therefore be subject to more frequent revision.

FI can see that both methodologies have their advantages and disadvantages,
which means that thisis not an entirely simple question. FI understands that the
choice of methodology may cause difficulty in certain cases, at the sametime
as use of nominal terms may create difficulty in others.

All inall, FI believes that the option of using percentage terms is both simpler
and functionally better than using nominal terms. It is also more consistent
with the application in other countries.

3.9 Position on thedisclosure of Pillar 2 guidance
3.9.1 Introduction to the question
This section describes FlI application when it comes to disclosure of guidance.

3.9.2 Fl’sposition

FI will be publishing notified guidance.

3.9.3 Commentsreceived
The Swedish Bankers' Association is of the opinion that there should be
clarification as to whether guidance will be published only at the group level or
allocated to the solo level. Furthermore, the Swedish Bankers' Association
stresses that FI must, in its communication of Pillar 2 guidance, clarify that
guidance is arecommendation and not a binding requirement.

AB Svensk Exportkredit is of the opinion that, when FI published the
communicated Pillar 2 guidance, it should make it clear that Pillar 2 guidance
does not constitute a binding requirement for the institution.

3.9.4 Reasonsfor FI’s position
FI publishes the quarterly memorandum Capital requirements for Svedish
banks for banks in Supervision Categories 1 and 2 at the group level where
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there are such, otherwise at the solo level. The banks' capital requirements and
own funds as at the end of the respective quarter are reported in this document.

FI believes that, as with the minimum requirements, Pillar 2 requirements and
buffer requirements are published for the larger banks, the levels that apply by
virtue of Pillar 2 guidance should also be published in order to provide a
complete and transparent view of the total capital requirements. Thiswill allow
external observers to determine whether abank is operating with capital that
exceeds or falls below the level of capital that has been communicated through
guidance. Disclosure also makesit clear how much capital the bank is choosing
to hold in excess of the total capital requirements. Such clarity isimportant in
order to reduce uncertainty during financial stress. Consequently, FI intends to
publish communicated guidance, in addition to other requirements, primarily
for the larger banks that are already covered by FI’s quarterly publication.5!

Guidance is not aformally decided requirement. However, if itisto act asa
buffer during financia stress, it isimportant that the guidance is also met
during more normal times (see section 2.2). As stated in section 1.6, FI hasthe
opportunity to take action if abank fails to hold sufficient own funds in order
to meet the guidance of which FI has notified the bank. Breaching the guidance
has no automatic repercussions but FI does have the possibility to take action
when thisisjustified given the situation in question.

The requirements and general guidelines on disclosure that the banks are to
apply are described in the consultation memorandum Forslag till
regelandringar pa grund av EU: s bankpaket.

4 Management of systemic risk within the buffer
framewor k

4.1  Introduction and background

4.1.1 Introduction
The EU regulatory framework contains several supplementary rules on tools
for managing systemic risk. In addition to the countercyclical capital buffer
(see section 4.5), the Capital Requirements Directive aso contains rules on
buffers for systemic risk and for systemically important institutions.®? The
latter consists of a buffer for globa systemically important institutions (G-Sl|
buffer) and a buffer for other systemically important institutions (O-Sl1 buffer).
The buffer requirements shall be met with Common Equity Tier 1 capital.

81 For more information, please refer to
https://www.fi.se/contentassets/8f311c7b2d6d49918562ec99fba26adb/kapital krav-sv-banker-
2020-kv2-eng.pdf.

62 There are also tools for managing systemic risk in the Capital Requirements Regulation.
These are not covered primarily in this memorandum. Based on Article 124 and Article 164,
respectively, of the Capital Requirements Regulation, FI is able to introduce higher risk
weights for exposures within the jurisdiction that are secured against real estate. Fl is also the
authority responsible for measures pursuant to Article 458 of the Capital Reguirements
Regulation (see section 4.4.3.1).
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Through the banking package, it becomes clearer that these buffers, as with
other tools in the Capital Requirements Regulation, shall cover different risks
and shall therefore not overlap one another. Thisis consistent with the fact that
the banking package aso specifies that the requirements are to be added
together.®

Graph 4.1 The internal relationship between the risk-based capital buffers

Source: FI
Note: The graph is only illustrative. The size of the various parts of the graph are not to be seen as an
indication of how the provisions will actually be implemented.

This section describes in general terms the buffers that are included in the total
risk-based requirement and how these relate to one another and to the toolsin
the Capital Requirements Regulation.®* This section does not describe the
buffers that only relate to a global systemically important institution as Sweden
does not have any of these banks. Nor does it describe the requirements that
have been introduced in other member states and that Fl has reciprocated.

4.1.2 Buffersfor systemically important institutions
A systemically important institution is a bank that is deemed to giveriseto risk
to thefinancial system if it wereto fall or stop functioning entirely or partialy.
In the Capital Buffers Act, Fl is designated as an authority with the power to
both identify what are termed ‘ other systemically important institutions' (O-
SlI) and to determine requirements concerning a buffer that these banks shall
meet in order to mitigate the risk of potential negative effects that they may
have on the financial system if they were to run into financial difficulties.

The banking package removes the previous ceiling for the O-SII buffer of 2 per
cent. Fl is able to independently decide on an O-SlI buffer of up to three per

8 For groups that are subject to both an O-SlII and a G-SlI buffer, the higher of the two buffers
is applied.
5 The capital conservation buffer is not described because thisis set out in law.
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cent. Authorisation from the European Commission is required for higher
levels.

4.1.3 The systemicrisk buffer
The purpose of the systemic risk buffer is to mitigate and manage the risk of
shocks that may have serious negative effects on the financial system and the
real economy of a member state. For example, there may be risks that are
grounded in the structure of the financial system. In the banking package,
several restrictions on the extent of this buffer requirement have been removed.
At the same time, however, it has been made clear that the requirement for a
systemic risk buffer is not permitted to cover risks that are covered by other
tools.

As aresult of the banking package, it is no longer arequirement that the
systemic risk be of astructural naturein order for it to warrant a buffer. Fl is
able to determine the systemic risk buffer rates in several different ways and
for al or agroup of banks. The banking package gives Fl the option to set a
systemic risk buffer rate for a subset of exposures, what is known as a ‘ sectoral
systemic risk buffer’. If an exposure is encompassed by more than one
systemic risk buffer rate, thetota rateis called a‘combined buffer rate’.

There are aso provisions on what applies in the event of reciprocation of
systemic risk buffers between different member states.

In smpleterms, Fl is able to decide on a systemic risk buffer of up to three per
cent. If FI makes the assessment that the total systemic risk buffer should
exceed three per cent, but not five per cent, Fl shall request an opinion from the
European Commission. If the European Commission does not agree with FI’s
proposal, FI may then choose to comply with the opinion or to diverge from it
by setting the buffer at over three but no more than five per cent and provide an
explanation (according to the principle of ‘comply or explain’). Fl isableto
establish a systemic risk buffer of over five per cent only after authorisation
from the European Commission.®®

4.1.4 Limitations on the total buffer for systemically important institutions
and the systemic risk buffer
The bank’s O-SII buffer is added to the systemic risk buffer. If the sum of these
two buffer requirements exceeds five per cent, FI may only adopt them if the
measure has been authorised by the European Commission.®

4.2  Legal basis

The provisions of the Capital Requirements Directive concerning a buffer for
O-SlI and the systemic risk buffer have been inserted into the Capital Buffers
Act.

8 There are specific provisions concerning how reciprocated buffer rates shall be taken into
account.
% There are specific provisions concerning how reciprocated buffer rates shall be taken into
account.
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According to Chapter 1, Section 3 of the Capital Buffers Act, FI supervises
compliance with the provisions of the Capital Buffers Act and under other
provisions of the same act, FI has the right to decide on these buffers.
According to Chapter 1, Section 6 of the Special Supervision Act, Fl isthe
competent authority under the Capital Requirements Regulation to supervise
compliance with the regulation.

4.2.1 Capital buffer for other systemically important institutions— O-Sl |
buffer

The provisions concerning the buffer for O-SII have been inserted into Chapter
5 of the Capital Buffers Act. According to Chapter 5, Section 3, FI has the right
to decide that a bank shall have a capital buffer for O-SII at the individual
level, sub-group level or group level. Chapter 5, Section 4 makes it clear that
Fl is able to set a buffer for O-SII at maximum of three per cent of the bank’s
risk-weighted assets. Fl is only permitted to set the buffer at more than three
per cent if the authority has first complied with the notification requirement set
out in Article 131(7) of the Capital Requirements Directive and this measure
has been authorised by the European Commission in accordance with Article
131(5)(a) of the Capital Requirements Directive.

4.2.2 Systemic risk buffer
The provisions concerning a systemic risk buffer are in Chapter 4 of the
Capital Buffers Act. According to Chapter 4, Section 1, FI has the right to
decide that a bank shall have a systemic risk buffer at the individual level, sub-
group level or group level. The systemic risk buffer may not be used to cover
risk that are already covered by a capita requirement pursuant to the Capital
Requirements Regulation or by a countercyclical capital buffer or a capital
buffer for systemically important institutions.®’

Chapter 4, Section 3 of the Capital Buffers Act indicates that Fl isableto
decide on asystemic risk buffer rate that does not result in a combined buffer
rate of more than three per cent of an exposure.®® FI may decide on a systemic
risk buffer rate that resultsin atotal buffer rate for an exposure of more than
three per cent, but no more than five per cent. However, this requires Fl to
reguest an opinion from the European Commission and that Fl alters course
based on the opinion or explains why it is not doing s0.%° Fl isableto set a
systemic risk buffer rate for an exposure that resultsin a combined buffer rate™
of over five per cent, but this requires the measure to be authorised by the

57 Chapter 4, Section 6 indicates that if FI decides on a systemic risk buffer pertaining to
exposures in other member states, the same buffer level shall apply to al of the bank’s
exposures within the EEA outside of Sweden. However, buffer rates that are introduced in
other countries and Fl has reciprocated are not applicable.

% F is able to make the decision one month after it has complied with the notification
regquirement pursuant to Article 133(9) of the Capital Requirements Directive.

% |n other words, according to the principle of ‘comply or explain’ that is set out in Article
133(11).

0 According to Chapter 4, point 2 of the Capital Buffers Act, the combined buffer rate isthe
sum of the various systemic risk buffer rates that an exposure is encompassed by. Thisis not to
be confused with the combined buffer requirement.
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European Commission in accordance with Article 133(12) of the Capital
Requirements Directive. Chapter 4, Section 4 of the Capital Buffers Act states
that FI has the right to maintain or reduce a buffer rate without requesting an
opinion or authorisation from the European Commission. "

4.3  Position on the question of a buffer for other systemically
important institutions
4.3.1 Introduction to the question
In this section, FI sets out its position on the level and scope of the O-SI1 buffer
for the banks that are designated as other systemically important institutions.

4.3.2 Fl’sposition

Swedbank AB, Svenska Handelsbanken AB and Skandinaviska Enskilda
Banken AB shall, at the group level, hold a capital buffer for other systemically
important institutions of 1 per cent as of the date on which the amendments to
the Capital Buffers Act enter into force, but no later than 1 January 2021.

Nordea Hypotek AB shall continue to be subject to an O-SII buffer of O per
cent.

4.3.3 Commentsreceived
The Riksbank is of the opinion that FI should decide that systemically
important banks shall continue to hold an O-SII buffer that is at |east as large
asit has been historically. The Riksbank notesthat FI’s justification for the
reduction of the O-SlI buffer isthat thisis partly due to the introduction of
Pillar 2 guidance. The Riksbank’s position is based on the fact that Pillar 2
guidance does not constitute aformally decided requirement and that the
capital in the guidance is thus not as usable for absorbing | osses.

4.3.4 Reasonsfor Fl’sposition
The reason why the three major banks will be subject to an O-SII buffer of 1
per cent is that they each, through their operations, create risks that have the
potential to affect not just their own survival but also threaten the stability of
the entire financial system.

The rules for how systemically important institutions are to be designated
remain largely unchanged when compared with the current rules. The
assessment of what constitutes other systemically important institutionsis
based on the guidelines issued by the EBA.”? The basic criteria consist of the
bank’s size and significance to the economy, its complexity (including cross-
border operations) and interconnectedness with the financial system. When Fl
isassessing abank, it is allocated what is known as an * O-SlI score’, which

"L The measure needs to be reported to the ESRB.

2 For more information, please refer to

https://eba.europa.eu/sites/def ault/documents/files/documents/10180/930752/964fa8c7-6f 7c-
431a-8¢c34-82d42d112d91/EBA -GL -2014-10%20%28Gui delines%200n%200-

SI1s%20A ssessment%29.pdf.
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guantifies the importance it is deemed to have for the stability of the financial
system. On top of this, it is possible for FI to conduct a qualitative assessment.
The focusis on the significance of the individual bank to the stability of the
entire system through the risk of problems for the bank spreading to other
financia firms. The more important a bank is deemed to be to the system, the
larger the O-SII buffer that Fl isjustified in requiring that it holds.

Which banks are designated O-SII and what capital buffer shall be imposed on
them shall, in future, asis currently the case, be evaluated annually.”
According to the review that was conducted in June 2020, groups that were led
by Swedbank AB, Skandinaviska Enskilda Banken AB and Svenska

Handel sbhanken AB remained as O-Sl| with a buffer requirement of two per
cent. Nordea Hypotek AB was aso identified as an O-Sll, but with a buffer
requirement of O per cent.

The review indicates that systemic importance is dominated by the three major
banks that each account for approximately 15, 25 and 20 per cent, respectively,
of the total number of O-SII points. The EBA recommends a threshold for O-
Sl identification of 3.5 per cent of the total number of points. Accordingly, the
three major banks are well above this threshold.

FI makes the assessment that, through their operations, the three major banks
each create risks that may affect not just the survival of the individual bank but
also entail athreat to the stability of the entire financial system. They should
therefore be subject to arequirement to hold an O-SII buffer. However, Fl
believes, in view of the changes resulting from the banking package, including
the clearer justification of the buffer and the introduction of Pillar 2 guidance
that is expected to strengthen the banks' resilience, that there is reason to
reduce the O-Sl| buffer for the major banks from 2 to 1 per cent. The Riksbank
argues that capital which is covering Pillar 2 guidance is not as usable for
absorbing losses because guidance is not aformally decided requirement. Fl
makes the assessment that capital which is covering Pillar 2 guidanceis at least
just as usable, if not more so, as capital that is covering the O-SlI buffer. Both
the O-SlI buffer and the guidance shall be met with Common Equity Tier 1
capital. However, unlike the O-SII buffer, the guidance does have greater
flexibility in terms of its structure. This means that FI has more potentia to act
on the basis of the specific situation. The high degree of transparency that Fl
intends to apply to the Pillar 2 guidance also ensures that outsiders also gain an
insight into whether abank is permitted in a certain situation to fall below the
Pillar 2 guidance without FI intervening. Asindicated in section 2.2, Fl
believesit isimportant that the guidance is met under more normal timesin
order to enableit to act as a buffer during periods of financial stress. This
section also states that the level of the capital requirement, when it comesto

3 FI's published list for 2020, with calculations for the systemic importance of groups,
https://www.fi.se/contentassets/2€982061e8574f 79ba3d59b547751829/identifiering-
kapital buffertpad ag-o-sii-2020.pdf.
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the buffers, the Pillar 2 requirements and the guidance, needs to be evaluated in
the specific situation.

In view of this, FI does not share the Riksbank’s opinion that the O-SII buffer
should be kept as low as the previous level. Despite the reduction, the
combined buffer requirement is becoming higher than it is today as aresult of
the O-SlI buffer and the systemic risk buffer being added together. In this
context, it should be noted, however, that the add-on for systemic risk in Pillar
2 of 2 per cent is being abolished and thus counteracts an increase in the total
level of the capital requirements.

Nordea Hypotek AB has approximately 3.3 per cent of the total number of O-
SlI points. The bank is subject to an O-Sl1 buffer of 2 per cent that the Finnish
supervisory authority imposes on Nordea Bank Abp at the group level.
Consequently, FI believes that a buffer requirement of O per cent for Nordea
Hypotek AB remains justified. The assessment of which banks are classified as
O-SlI and the size of the buffer are subject to annual review.

4.4  Position related to the systemic risk buffer

4.4.1 Introduction to the question
In this section, FI describes its position on the level and scope of the systemic
risk buffer. The major Swedish banks have been subject at the group level to a
systemic risk buffer of 3 per cent in Pillar 1 since 1 January 2015.

4.4.2 Fl’sposition

Swedbank AB, Svenska Handelsbanken AB and Skandinaviska Enskilda
Banken AB shall continue to hold at the group level a systemic risk buffer of 3
per cent for the total exposures of the group.

FI intends to send out new decisions concerning the systemic risk buffer that
apply from the date on which the Capital Buffers Act entersinto force, but not
later than 1 January 2021.

4.4.3 Commentsreceived
The Swedish Bankers' Association is of the opinion that any divergencesin the
structure of the Swedish capital requirements compared with the capital
requirements applied in the rest of the EU need to be justified and that there is
acost associated with unjustified divergences from how the requirements are
generally applied in these countries. The Swedish Bankers' Association
believesit is of particular importance that the capital requirements which affect
the level of the MDA ™ are applied in a consistent and well-founded manner in
all member states. Unjustifiably high levels of the MDA for Swedish banks
result in them needing to hold more capital than banks in other member states
in order to enable them to issue Additional Tier 1 capital instruments on
competitive terms. The Swedish Bankers' Association concludes that the

" Thelevel of the capital requirement at which the automatic restrictions on value transfers
kick in.
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banking package specifies that relevant competent or appointed authorities
should endeavour to avoid overlapping or inconsistent application of the
regulatory framework’s macroprudential measures.

The Swedish Bankers' Association is under the impression that the argument in
favour of retaining a systemic risk buffer of 3 per cent for the three largest
banks is not sufficiently substantiated and provides a number of argumentsto
support this view. The Swedish Bankers Association believes that the
systemic risk buffer for the three major Swedish banks at the group level
should be reduced to 1 per cent so that the total capital requirement for
systemic risk within the scope of the combined buffer requirement amounts to
2 per cent. The Swedish Bankers' Association states that this would entail a
more justified and consistent application of the capital requirementsin
accordance with the banking package and would aso result in the important
level of the MDA for Swedish banks ending up more in line with the level that
applies to banks in other EU countries. The Swedish Bankers' Association
generally believes that, instead of imposing capital requirements that affect the
level of the MDA, FI should work with ‘usable buffers’ such as Pillar 2
guidance. In order to ensure consistent and uniform application of the
regulatory framework among member states, FI needs to be able to
demonstrate that the Swedish banking system is large, more concentrated and
more interconnected than the banking systems of comparable EU countries and
that the repercussions of abanking crisis would therefore risk being greater in
Sweden.

The Swedish Bankers' Association also believes that the application of
macroprudential measures overlaps as Swedish mortgages have to have both a
systemic risk buffer and are subject to arisk weight floor in accordance with
Article 458 of the Capital Requirements Regulation, which includes systemic
risks. FI needs to ensure that there is no overlapping application. The Swedish
Bankers' Association contends that the EBA addresses the fact that these
measures overlap as acomment in its latest opinion on the continued
application of Article 458 (EBA/Op/2020/16). Furthermore, the Swedish
Bankers' Association argues that, in its opinion, the EBA orders Fl to review
how it intends to apply these measures in relation to one another after 2021.

444 Reasonsfor FI’sposition
All in al, Fl isof the opinion that the three major banks shall continue to have
asystemic risk buffer at the group level of 3 per cent.” The reason for thisis
primarily to mitigate the structural systemic risk that arises due to these three
groups having large similarities. Consequently, the risk of a problem in one
major bank coinciding with problems in the other two is appreciably greater
than for the other banks in the marketplace. Because these three banks also
constitute alarge share of the market, the repercussions are much more serious
were problemsto arise.

> On top of this, there may be additional requirements that have been introduced in other
countriesif Fl reciprocate their requirements.
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The Swedish banking system islarge in relation to the size of the economy. It
is aso concentrated and interconnected. On top of this, the banking system is
characterised by a high degree of market financing, including a substantial
element of financing in foreign currencies (Graph 4.2).

The banking system is characterised by a high degree of market concentration.
There are three mgjor Swedish banks, which are also O-Sl|I, that operate in the
bulk of Sweden. Together with the two foreign banks Nordea and Danske
Bank’s Swedish operations, they account for approximately 71 per cent of the
banking system’ s total lending to the general public in Sweden (Graph 4.3) and
78 per cent of its assets (Graph 4.4).

Unlike the smaller Swedish banks, the three major banks are similar to one
another in that they have substantial operations outside of Sweden, primarily in
northern Europe, and are active to a greater extent on the international financial
markets. These international operations make the major banks more vulnerable
to international economic problems and international financial stress.

In addition to this, the three major banks' respective groups have similar
business models, a broad asset structure and similar levels of risk. All three
banks are exposed to many market segments. Consequently, they are
interconnected through their exposures and business models. These banks’
combined market share, in combination with their similarities, means that there
iIsastructural systemic risk that increases the vulnerability of the Swedish
banking system. The risk of a problem with one magjor bank coinciding with
problems that also arise in the other two is thus appreciably greater than for the
other banks in the marketplace.

Graph 4.2. Half of the major banks’ funding comes from the securities market
Unit: per cent

Source: FI
Note: Data for Q2 2020. Equity and liabilities are not included in the calculation of the banks’ liabilities.
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Graph 4.3. Lending to the public in Sweden
Unit: per cent

Source: Fl and Statistics Sweden.
Note: Data for Q2 2020. Also includes foreign bank’s branches and subsidiaries.

Graph 4.4. Distribution of the banks’ assets
Unit: per cent

Source: FI
Note: Data for Q2 2020. Also includes foreign bank’s branches and subsidiaries.

The similarities between the maor banks also means that the market may, to a
greater extent, presuppose that a problem in one major bank is also present in
the other two, further exacerbating the structural risk. Consequently, thereisa
dependency of confidence between the three of them.

Major shocks in the financial system risk leading to serious and negative
repercussions for the real economy, and it may be difficult to alleviate acrisis
without substantial cost to society. The Swedish structure means that thereisa
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concentration of risk and clear links between the magjor banks. Thereisthusa
risk that a crisiswill affect the system as awhole. Therisk of afinancial crisis
is not necessarily greater in Sweden than in other countries, but thereis arisk
that the consequences of a banking crisis would be substantial if it wereto
happen here. One contributory factor in this respect is the central role played
by the major banks in the supply of credit to the real economy. The banks
ability to continue lending is especially important during periods of crisis.

The level of the systemic risk buffer tracks the degree of risk. However, it is
necessary in large parts to conduct a qualitative assessment when setting the
size of the systemic risk buffer. The regulatory framework gives FI a mandate
to set a systemic risk buffer of up to 3 per cent without requesting an opinion or
authorisation from the European Commission. FI makes the assessment that
there are reasons to keep the systemic risk buffer at its existing level and has
taken into account the various aspects and principlesin its assessment. In this
case, the principle of usable capital has been given more weight than the aspect
concerning any deviations from the capital requirements that are applied in the
rest of the EU. As set out in section 2.2, FI believesit isimportant for banks
that are of systemic importance to have more usable capital in order to make
them better equipped to manage any problems and able to continue lending
during periods of financial stress. Usable capital has proved to be an important
component and the current buffers have contributed to the Swedish banking
system having remained functional during the coronavirus pandemic.

Section 2.2 aso describes how FI has the opportunity to reduce or remove
certain parts of the capital requirement, for example if risks that have been
included in the assessment have materialised. This description also covers the
systemic risk buffer. In the same way as systemic risk may vary over time, the
capital requirements for systemic risk can also be changed before, during and
after asystemic crisis.

4.4.4.1 Measures that complement one another

The O-SlI buffer manages the risk that each individual O-SlI constitutes for the
system. However, the fact that there are three banks with similar risk profiles
that together account for alarge portion of the operations in the banking market
creates structural systemic risks that are covered not by the O-SII buffer but by
the systemic risk buffer.

The systemic risk buffer also complements the countercyclical buffer, the
purpose of which isto manage not structural systemic risks but systemic risks
that vary over time, and is thus intended to ensure that banks have sufficient
capital to continue lending in the event of shocksin the financial system (see
section 4.5).

Through Article 458 of the Capital Requirements Regulation, FI applies arisk
weight floor of 25 per cent for Swedish mortgages. The risk weight floor for
Swedish mortgages is justified with respect to financial systemic risks. The
measure applies until 30 December 2020, inclusive. FI isworking on an
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extension to the measure.”® On 12 November, the European Commission
decided not to propose that the Council of the European Union reject the
extension.”’

As mentioned by the Swedish Bankers' Association, the EBA hasissued an
opinion concerning the extension of the measure.”® The opinion also states that
the EBA does not object to FI’ s intention to extend the risk weight floor. FI's
assessment is that the application of Article 458 of the Capital Requirements
Regulation and the systemic risk buffer do not overlap. Nor does the ESRB
object to FI’ sintention to extend the risk weight floor.”

45  Countercyclical capital buffers

The level of the Swedish countercyclical capital buffer rateis currently
managed through the regulations that Fl issues pursuant to Chapter 7, Section 1
of the Capital Buffers Act. The set buffer rate is based on the authority’s
assessment of cyclical systemic risksthat are caused by excessive credit
growth. FI focusses its assessment on the current circumstances in the credit
market such as the rate of growth in banks' lending to corporates and
households and the level of indebtedness. The banking package does not result
in any mgjor changes to how the buffer is applied. However, it does appear that
FI has to calculate a countercyclical buffer rate on a quarterly basis, but that Fl
does not need to set the countercyclical buffer rate each quarter and is instead
ableto set or change it when necessary.

5 Different timesfor theintroduction of the changes

51 Introduction tothisarea

The banking package and changes to the Swedish regulatory framework entail
changes to how FI applies the capital requirements. In this section, FI clarifies
when these changes will be introduced.

52  Commentsreceived

AB Svensk Exportkredit is of the opinion that, when disclosing indicative
capital requirements, Fl should state clearly that thisis not aformally
communicated assessment of an adequate level for own funds. The company

6 For more information, please refer to
https://www.fi.se/contentassets/9f 5f a4 7¢2214445389dclab3a52ea331/notifikation-arti kel -458-
crr-2020-09-16n.pdf.

7 For more information, please refer to https://www.fi.se/en/published/news/2020/european-
commi ssion-approves-extensi on-of-the-risk-wei ght-floor-for-swedish-mortgages.

8 For more information,
https.//eba.europa.eu/sites/default/documents/files/document_library/Publications/Opinions/20
20/934115/EBA-Op-2020-16%20-

%20EB A %200pi nion%200n%20measures%20i n%20accordance%20wi th%20Art%20458%20
%28SE%29.pdf.

® For more information, please refer to
https://www.esrb.europa.eu/mppa/opinions’html/index.en.html
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also believesthat in 2021, thereis arisk of unfavourable treatment and
competitive advantages/di sadvantages proportionate to how some institutions
in Supervision Categories 2—4 will be subject to Pillar 2 guidancein 2021,
while supervisory review and evaluation for other institutions will only take
place in 2022 or later. Fl should state clearly in the memorandum that
compliance with new Pillar 2 guidance is not expected in 2021 (or the first
current year after amendments to the Specia Supervision Act have entered into
force).

The Swedish Bankers' Association is of the opinion that the memorandum
needs to describe more clearly how the transition period, from the point at
which the new provisions enter into force until the first supervisory review and
evaluation is conducted, is being handled for different supervision categories. It
should be made clear how the disclosure of guidance will take place during this
period.

The Swedish National Debt Office welcomes clarification of the fact that the
indicative levels published by FI constitute in practice applicable Pillar 2
reguirements, until such time as an institution is subject to decided Pillar 2
requirements. This would facilitate the application of future MREL
reguirements.

The Association of Swedish Finance Houses contends that it should be stated
more clearly how the introduction is being implemented for different
supervision categories.

5.3  Clarification about introduction times

The changes that apply by virtue of the banking package will begin being
applied at different times. This summary describes some of the areas that have
the greatest impact on the banks. The bulk of them apply by virtue of law.

Table 5.1 Summary of times for the introduction of various changes

NS
o 1){\

N4y,

Area Time

Decisions that relate to the scope and level of | Fl intends to decide on changes to the O-Sl|
the O-SII buffer (section 4.3) and the buffer and the systemic risk buffer at the
systemic risk buffer (section 4.4) same time as the amendments to the Capital
Buffers Act enter into force, but no later
than 1 January 2021.

Setting the size of the combined buffer Requirements for the O-SlII buffer and the
requirement (section 4.1) systemic risk buffer are added together in
the combined buffer requirement when the
amended Capital Buffers Act entersinto
force.

Add-onsfor systemic risk of 2 per centin Are removed when the amended Special
Pillar 2 (section 3.3) and capital requirements | Supervision Act entersinto force.

in Pillar 2 that pertain to maturity
assumptions (section 3.5)
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Decision concerning Pillar 2 requirements
and notifications concerning Pillar 2 guidance
(section 3)

After the first supervisory review and
evaluation that isimplemented following the
entry into force of the amended Special
Supervision Act. The time may therefore
differ from bank to bank.

Leverage ratio requirements (section 1.4.2.1)

According to the Capital Requirements
Regulation, the minimum requirement for

2021.

leverage ratio shall be applied from 28 June

Rules on the calculation of the combined buffer requirement and provisions on
the various buffers are set out in Chapter 2, Section 2 of the Capital Buffers
Act. Consequently, amendments to these components only gain effect once the
Capital Buffers Act entersinto force. Section 4.3.2 indicates that Fl intends to
decide on changes to the O-SII buffer and the systemic risk buffer so that these
changes begin to apply at the same time as the amendments to the Capital
Buffers Act enter into force, but no later than 1 January 2021.°

The potential for FI to manage systemic risk through Pillar 2 ceases to apply
when the amendments to the Special Supervision Act enter into force. This
means that add-ons for systemic risk in Pillar 2 and the memorandum Pillar 2
capital requirements for maturity assumptions (FI Ref. 16-2703), which have
been justified in part by the risks to the financial system, are removed when the
amendments to the Special Supervision Act enter into force. Consequently, this
does not require any specific procedure.

FI conducts an annual supervisory review and evaluation of systemically
important banks in Supervision Category 1.8! Banks included in Supervision
Category 2 are normally subject to this assessment every other year. Fl
conducts the supervisory review and eval uation more infrequently for the
magjority of smaller banks and groups as long as there is no indication of
significant risks to their financial health or non-compliance with regulatory
frameworks.

In accordance with Chapter 2, Section 1 and Section 1c of the Special
Supervision Act, Fl is able to decide on a Pillar 2 requirement and notify the
bank of Pillar 2 guidance that is based on a supervisory review and evaluation.
FI will decide on Pillar 2 requirements and notify the banks of guidance after
the first supervisory review and evaluation to which the bank is subject after
the amendments to the Specia Supervision Act have entered into force.
Because the provisions concerning leverage ratio start applying on 28 June

8 The law asit currently stands allows Fl to decide on the proposed O-SI| buffer and the
systemic risk buffer. However, they are not being added together in the combined buffer
reguirement until the amended act enters into force.

81 For more information about the supervision categories, please refer to
https://www.fi.se/contentassets/0ba815d50b964a128b20e961f86da9ce/till synskategorisering-
kreditinstitut-filialer-2021.pdf.
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2021, asupervisory review and evaluation that is decided after this date will
also encompass the leverage ratio provisions. However, this does not exclude
the possibility of FI deciding applicable Pillar 2 requirements at an earlier stage
when thisisjustified, for example on the basis of the bank’s capital position.

FI understands the need for further clarity, which several consultative bodies
have called for, about what applies during the transition period between the
introduction of the act until such time as the bank is subject to a supervisory
review and evaluation. Fl intends to provide more information about the
practical introduction process during the transition period.

54  Transparency

Because the changes to the various parts of the capital requirements start to
apply at different times, it may be difficult for external stakeholdersto gain an
understanding of which requirements a bank is subject to and how well itis
complying with applicable requirements at a certain time. Fl will therefore
continue publishing the capital requirements for banksin Supervision
Categories 1 and 2 on aquarterly basis. FI’ s previous assessment of the risks
remains in force until such time as the authority has conducted a new
assessment.

FI’s published levels will be indicative once the amendments to the Special
Supervision Act have entered into force and until such time as a bank is subject
to Pillar 2 requirements that have been decided in respect of the bank and the
bank has been able to receive a notification concerning Pillar 2 guidance. The
published capital requirement will reflect the capital need from the supervisory
review and evaluation that has been conducted in 2020, adjusted for the new
rules that have become applicable. These indicative data on Pillar 2
requirements do not affect the level at which the bank isin breach of the
combined buffer requirement. Consequently, breaches of the combined buffer
requirement do not necessarily result in automatic restrictions on value
transfers until such time as the bank is subject to decided Pillar 2 requirements.

6 | mpact assessment

6.1 Introduction

FlI isbasing its positions on how they affect the total capital requirement.
Consequently, the impact assessment describes the combined effect of the
changes to the regulatory framework, with some minor simplifications. For
example, the description does not take into account the fact that different parts
of the capital requirements start applying at different times. It should be noted
in this context that a substantial portion of the effects result from changes that
apply directly by virtue of law and are thus not affected by FI’ s position. These
effects are described in the report EU: s bankpaket om riskreducerande
atgarder and in Govt Bill 2020/21:36, but they do not affect the outcome of
this impact assessment.
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All in al, Fl isof the opinion that the impact assessment shows that the
positions have appropriate and reasonable effects, and that they strike a
reasonabl e balance between the principles described in section 2.1.

FI notes that the parallel requirements (risk-based and |everage ratio-based)
entail increased complexity for banks, authorities and other stakeholders that
monitor and assess banks' capital position. The outcome may be very different
for different banks and the relationship between the risk-based requirements
and the leverage ratio requirement may also vary over time. Because the
parallel provisions apply by virtue of the Capital Requirements Regulation and
law, FI is not able to remove this complexity. Consequently, FI’s strive for
simplicity and predictability largely relates to not making the overall picture
even more complex.

6.1.1 Comments received
AB Svensk Exportkredit is of the opinion that it isworrying that the proposal
involves smaller ingtitutions' total capital requirements increasing more than
those of the major banks, which, in some cases, even have their requirements
reduced. The company states that this may have a serious impact on
competition, with the major banks being favoured in relation to smaller
institutions and the threshold for new institutions establishing themselvesin the
Swedish market increasing.

6.2  Impact on undertakings

6.2.1 Undertakings affected
The positions in this memorandum affect all of the firms that are subject to the
Specia Supervision Act and the Capital Buffers Act to at least some extent.
This includes credit ingtitutions, including banks, and some investment firms,
at both the solo level and the group level. However, as set out in section 1.2,
the term *bank’ is used in this memorandum as a collective term for al of these
types of firm.

The proposed changes encompass approximately 168 institutions, of which 116
are credit institutions and 52 are investment firms. On top of this,
approximately 52 institutions are affected on a consolidated basis. Beginning in
June 2021, the vast mgjority of investment firms will no longer be subject to
the Capital Requirements Regulation and the Capital Requirements Directive,
and associated national provisions, and will instead be subject to the new
capital adequacy framework for investment firms.82 This means that the
practical repercussions of the proposed positions in this memorandum should
be extremely limited for these companies.

82 The new capital adequacy framework for investment firms consists of Regulation (EU)
2019/2033 of the European Parliament and of the Council of 27 November 2019 on the
prudentia requirements of investment firms and amending Regulations (EU) No 1093/2010,
(EU) No 575/2013, (EU) No 600/2014 and (EU) No 806/2014, and the national provisions
implementing Directive (EU) 2019/2034 of the European Parliament and of the Council of 27
November 2019 on the prudential supervision of investment firms and amending Directives
2002/87/EC, 2009/65/EC, 2011/61/EU, 2013/36/EU, 2014/59/EU and 2014/65/EU.
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6.2.2 General information about the impact on major banks
The three systemically important major banks are currently subject to a
Common Equity Tier 1 capital requirement relating to systemic risks of atotal
of 5 per cent. The requirement consists of an add-on for systemic risk in Pillar
2 of 2 per cent, asystemic risk buffer in Pillar 1 of 3 per cent and an O-SI|
buffer of 2 per cent. The O-SII buffer has no practical effect under the current
law asit is only the higher of the systemic risk buffer and the O-SlI buffer that

applies.

This memorandum describes how the add-on for systemic risk of 2 per cent in
Pillar 2 is being removed. At the same time, the systemic risk buffer and the
proposed O-SlI buffer of 1 per cent are being added together. On top of this,
the Pillar 2 guidance is deemed to also apply to the major banks and amount to
an estimated 1 to 1.5 per cent of risk-weighted assets.

The proposed structure, with a systemic risk buffer of 3 per cent, an O-SlI
buffer of 1 per cent and a Pillar 2 guidance of an estimated 1-1.5 per cent (i.e.
atotal of 5-5.5 per cent), therefore means that the major banks are expected to
be given an unchanged or dlightly higher capital requirement as aresult of FI's
application.

However, the impact of the changes described here is that the level at which
automatic restrictions on value transfers begin to apply rises by one percentage
point.8 This is because the O-SII buffer and the systemic risk buffer are being
added together and, as aresult, alarger portion of these buffersis encompassed
by the combined buffer requirement than under the current regulations (see
section 6.2.3.4).

6.2.3 Thetotal capital requirements and their components
This section contains descriptions of calculations and their outcome.

6.2.3.1 Description of the calculations

The following section contains a description of the estimated effects for banks
in Supervision Categories 1 and 2 that are covered by FI’s quarterly publication
for the second quarter of 2020.%* The reason why the smaller banks are not
covered isthat the impact on theseis primarily attributable to amendments to
regulations, directives and acts rather than the positions presented in this
memorandum.

The data are based on what the outcome would have been if the proposed
application and certain other changes were based on data that the banks have

8 |n addition, the level is affected by the fact that the Pillar 2 requirements will be formally
decided.

8 Kommuninvest has been excluded from the institution-specific data because of its specific
business model, which means that it currently has Pillar 2 add-ons attributable to the leverage
ratio requirement. The data pertain to the group level where applicable. Subsidiaries included
in a consolidated position that is subject to another country’s supervision are not included in
the compilation.
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reported to FI for the second quarter of 2020, with some exceptions and
additions.®

The graph and the cal cul ations contain simplifications and assumptions. For
example, only the most material changes that apply by virtue of acts and
regul ations have been taken into account. Proposed changes in the consultation
memorandum Forslag till regelandringar pa grund av EU:s bankpaket have
not been taken into account.

The calculations concern the group level, where applicable. The size of the
various components of the capital requirement is estimated as per the
following.

The risk-based capital requirement

Minimum requirement: 4.5 per cent Common Equity Tier 1 capital, 6 per cent
Tier 1 capital and 8 per cent total capital requirement.

Capital requirement in Pillar 2: The information is based on Pillar 2 add-ons
as per the second quarter of 2020. In addition, the Pillar 2 add-on for
commercial rea estate exposuresisincluded as Fl has clarified in a previous
communication that it intends to calculate a capital add-on for credit exposures
to the commercial real estate sector when ng banks’ Pillar 2 capital
requirements as of 2020.8 The Pillar 2 requirements whose levels are affected
by the size of the buffers have been recalculated in line with the positions. The
add-on for systemic risk of 2 per cent in Pillar 2 and the Pillar 2 add-on for
maturity assumptions are excluded in accordance with section 3. The
calculations are based on the distributions of type of capital as specified in
law.87

In the data, the Pillar 2 requirements are reported as having been decided for
the banks on the basis of the assumptions above. FI would like to clarify that
this has only been done for illustrative purposes in order to indicate the
outcome given the reported assumptions.

Systemic risk buffer: 3 per cent of risk-weighted assets for the three major
banks. Covered entirely by Common Equity Tier 1 capital.

8 The data have been taken primarily from:
https://www.fi.se/contentassets/8f311c7b2d6d49918562ec99fba26adb/kapital krav-sv-banker-
2020-kv2-eng.pdf and what was received by FI on 11 August 2020. The impact assessment is
therefore based on a statistical balance sheet and does not capture any changes in exposures
that may be the result of altered incentives as a consequence of the banking package.

8 This add-on is based on the nominal level that was communicated in:
https://www.fi.se/contentassets/039759adf 2374926b3304€1883abded3/pm-kapital krav-
banklan-komm-fastigh-19-14171.pdf.

87t is possible for FI to deviate from the capital distribution specified as abasisin law. For
example, in the impact assessment, Fl has not taken into account the fact that the add-on for
increased capital requirements on bank loans for commercial real estate is given a different
capital distribution than that which the law specifiesas abasis.
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Buffer for O-SI: 1 per cent of risk-weighted assets for the three major banks.
Covered entirely by Common Equity Tier 1 capital.

Capital conservation buffer: 2.5 per cent of risk-weighted assets according to
law. Covered entirely by Common Equity Tier 1 capital.

Pillar 2 guidance: Anindicative level of 1 per cent for all banks, except for the
bank that, as per the second quarter, was subject to a capital planning buffer in
excess of 1 per cent. Covered entirely by Common Equity Tier 1 capital.

Countercyclical capital buffer: The countercyclical buffer that appearsin
Capital requirements for the Swedish banks, second quarter 2020.

Risk-weighted assets: The risk-weighted assets that are reported for the second
quarter of 2020. This means that some of the changes, primarily concessions,
that apply by virtue of the banking package can aready be included in the
banks' reported data. One example is the expanded concession on risk-
weighted assets for lending to small and medium-sized enterprises.® The
introduction of this concession has been brought forward in the Capita
Requirements Regulation as a support measure due to the coronavirus
pandemic. As per the second quarter, the concession has been taken into
account to avarying extent by the banks. This means that a comparison of the
banks may be somewhat misleading in this respect.

Leverage ratio requirement

Minimum requirement: Three per cent of the total exposure amount for
leverage ratio. Thisinformation is based on the banks' reported datafor the
second quarter of 2020 and therefore does not take into account certain
amendments to the Capital Requirements Regulation resulting from the
banking package and that start to apply on 28 June 2021.

Pillar 2 requirements: Assumed level of O per cent. Thisinformation is based
on outcome as per the second quarter of 2020 where the banks that are covered
by the compilation do not have Pillar 2 requirements for excessive
indebtedness.

Pillar 2 guidance: Anindicative level of 0.35 per cent of the total exposure
amount for leverage ratio for al banks. Covered entirely by Common Equity
Tier 1 capital.

8 When risk-weighted assets decrease, the capital requirementsthat are calculated as a
percentage of risk-weighted assets also decrease. The level of the concession varies between
the firms. FI’ s calculations indicate reductions of an estimated 1.5-2 per cent of risk-weighted
assets. The discrepancies may be substantial both upwards and downwards, depending
primarily on the bank’ s business model. The banks' reported capital ratios are also
strengthened by these concessions.
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6.2.3.2 Outcome of the application of the changes to the regulatory framework

Graph 6.1. Total risk-based capital requirement for the three major banks.
Unit: per cent

Source: FI

Graph 6.2. Total risk-based capital requirement for 7 banks in Supervision Category 2
Unit: per cent

Source: FI
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Graph 6.3 Total risk-based Common Equity Tier 1 capital requirement for the major banks
Unit: per cent

Source: FI

Graph 6.4. Total risk-based Common Equity Tier 1 capital requirement for 7 banks in
Supervision Category 2
Unit: per cent

Source: FI
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Graph 6.5. Total Tier 1 capital requirement with the banking package for the three major
banks.
Unit: per cent

Source: FI
Note: The leverage ratio requirement has been recalculated in the graph to terms of risk-weighted assets.

Graph 6.6. Total Tier 1 capital requirement with the banking package for 7 banks in

Supervision Category 2
Unit: per cent

Source: FI
Note: The leverage ratio requirement has been recalculated in the graph to terms of risk-weighted assets.
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In Table 6.1 the various components of the capital requirement are expressed in
SEK. The prerequisites for the calcul ations are the same as in the graphs above.

Table 6.1. Total risk-based capital requirement and total leverage ratio requirement
Unit: SEK million

Source: FI
Note: The buffer for O-Sll was also present as per Q2 but did not have any effect on total capital
requirement at that time.

6.2.3.3 Description of the outcome of the capital requirements

All in all, the calculations indicate arelatively unchanged capital requirement,
expressed in per cent, for the magjor banks. The increase of an average of
around 1 per cent is due to the addition of the Pillar 2 add-on for commercial
real estate as communicated previously. However, the mgjor banks Common
Equity Tier 1 capital requirements decrease (Graph 6.3). One important
explanation for thisis that the way in which the Pillar 2 requirements are to be
met is defined in law. Through the current application, FI has worked on the
premise that a higher percentage of Common Equity Tier 1 capital shall be
used in order to meet the existing Pillar 2 requirements (Table 6.2) than is
stipulated as a basis under the amended law.

The add-on for systemic risk continues to form a substantial portion of the
capital requirement. The systemic risk buffer, the O-SlI buffer and the
countercyclical buffer make up an average of approximately 23 per cent of the
major banks' capital requirements. In view of Svensk Exportkredit’s response
to the consultation, FI would like to point out that the major banks remain
subject to asignificantly higher buffer requirement than other banks. On top of
thisthere is the risk weight floor for mortgages pursuant to Article 458, which
has also been introduced largely for reasons of systemic risk.

66 (71)

NS
o 1){\

N4y,

S

@4
[FRR



FI Ref. 20-20990

Table 6.2. Type of capital for covering risk-based Pillar 2 requirements in accordance with
the main rule in the memorandum from 2014, compared with the banking package
Unit: per cent

Source: FI

Note: The table does not take into account the fact that Fl is able, under certain circumstances, to decide
that the additional own funds requirement shall be met with a larger proportion of Tier 1 capital or Common
Equity Tier 1 capital.

Graph 6.2 shows an increase in the total risk-based capital requirement of
around 5-10 per cent for the mgjority of other banks. Thisincrease is due to the
fact that FI intends to apply Pillar 2 guidance to a slightly higher number of
banks that are subject to a capital planning buffer under the current application.
The introduction of Pillar 2 guidance is not expected to have any significant
impact on those banks that are already subject to a capital planning buffer.

However, the level of the total capital requirement for the other banksis still
below the mgjor banks' capital requirement. Nevertheless, the increase in the
Common Equity Tier 1 capital requirement is not as large (Graph 6.4) asa
result of the lower proportion of Common Equity Tier 1 capital that shall be
used to meet the Pillar 2 requirements (Table 6.2). The outcome of the risk-
based requirements should be considered on the basis of the fact that the
leverage ratio requirement itself may already result in higher Tier 1 capital
requirements for certain banks (see section 6.2.3.5).

6.2.3.4 Reduced scope for automatic restrictions on value transfers

There is areduction in the scope between the banks' Common Equity Tier 1
capital level and the level at which automatic restrictions on value transfers
apply, given the current level of Common Equity Tier 1 capital (Table 6.3).
Conseguently, the automatic restrictions may end up occurring earlier. Thisis
because the Pillar 2 requirements shall be decided and thus placed under the
combined buffer requirement in the capital requirements column. For the major
banks, there is the addition of the fact that the effect of the O-SII buffer hasto
be included in the combined buffer requirement.

FI has made it clear that it is aready the case under the current application that
Pillar 2 requirements can be decided for firms, which would bring forward the
time at which the firm is given automatic restrictions. FI has also made it clear
that the size of the Pillar 2 requirement can a so be changed under the new
rules. However, there is a difference between conducting a new supervisory
review and evaluation based on the reduced requirement, compared with being
ableto refrain from deciding on arequirement for the firm. Accordingly, the
fact that the Pillar 2 requirements shall be decided and thus placed under the
combined buffer requirement in the capital requirement structure entails a clear
difference compared to the current application.
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Table 6.3. The level of Common Equity Tier 1 capital when the combined buffer
requirement is breached
Unit: per cent

Source: FI

Note: The table shows the Common Equity Tier 1 capital level at which the combined buffer requirement is
breached for the second quarter and under the banking package, based on the assumptions. The table is a
simplification and assumes that the bank has sufficient other Tier 1 capital or Tier 2 capital to meet the
requirements that have to be met with such capital.

6.2.3.5 The leverage ratio requirement reduces the risk-based buffers usability
Graph 6.5 shows that the three major banks’ Tier 1 capital exceedsthe leverage
ratio requirement. The calculations show that the banks cannot use the capital
that is covering the risk-based Pillar 2 guidance and the entire combined buffer
requirement without breaching the leverage ratio requirement. Accordingly, the
leverage ratio requirement limits the usability of the risk-based buffers.

The leverage ratio requirement has different effects on the banksin
Supervision Category 2 (Graph 6.6). The leverage ratio requirement may
become the highest requirement for most banks. The introduction of Pillar 2
guidance in excess of the leverage ratio requirement may involve the increase
inthe Tier 1 capital requirement becoming even larger. At the same time, the
guidance means that there is also a buffer where the leverage ratio requirement
is the highest requirement.

Some banks do not meet the leverage ratio requirement given the assumption
used in the calculation and their current capital levels. The minimum
requirement for leverage ratio does not become a binding requirement until
28 June 2021, which gives the banks time to adapt to the requirements.

6.2.3.6 Impact on requirement own funds and eligible liabilities (MREL)

The size of the MREL requirement is affected by the resolution authority’s, i.e.
the Swedish National Debt Office's, application. Given that the application
with respect to MREL that applies by virtue of the changesin the banking
package is not yet known, it is not possible in this memorandum to clarify the
effects of FI's position on the MREL requirement.

However, it can be established that deciding on the Pillar 2 requirements
provides greater clarity when determining the MREL requirement as the
MREL requirement is based on the capita requirements. It can also be
established that the changed levels of the Pillar 2 requirements®® and the
combined buffer requirement® entail altered starting points when setting the
size of the MREL requirement.

8 For example, as aresult of the fact that the 2 per cent add-on for systemic risk in Pillar 2 is
being abolished.
% Due to the O-SII buffer being added to the systemic risk buffer.
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6.2.4 Impact on other banks
Banks other than those reported in the graph are a so affected by the banking
package and thus by the leverage ratio requirement, the Pillar 2 requirements
set for the banks and the assessment of guidance. The capital requirements of
medium-sized and smaller banks are expected to increase by around 5-10 per
cent. For banksin Supervision Categories 3 and 4, theincrease is largely dueto
the introduction of the risk-based Pillar 2 guidance to the extent the banks have
not already been assigned one through a capital planning buffer. The
calculations do not take into account the fact that the banking package also
contains some relaxation of the capital requirements.®

Banks in Supervision Categories 3 and 4 are not normally subject to a
supervisory review and evaluation as frequently as banks in Supervision
Categories 1 and 2. This means that the position that the Pillar 2 requirements
and guidance shall be expressed in percentage termsiis particularly well suited
to these banks (see section 3.8).

6.3 Thefirms adaptations

The affected banks have arelatively short time in which to adapt their capital
planning and thus their capital targets to the capital requirements that apply
under this application. However, the banks have had longer to adapt to the
probable changes that apply by law as the directive on which the law is based
was adopted in spring 2019. In addition, the Basel Committee published
guidelines that set out the methodology for calculating leverage ratio as early
as 2010. Leverage ratio was included in the Capital Requirements Regulation
introduced in 2014 and was encompassed in this by reporting requirements and
reguirements concerning public disclosure.

The mgjority of FI’s positions have a direct link to |egislative amendments and
therefore need to enter into force at the same time as these in order to allow the
law to be applied in full. At the sametime, alarge portion of the amendments
have no effect in practice before alater date (see section 5).

FI makes the assessment that the positions the authority has adopted mean that
the banks do not need to make any significant changes to their operationsin
order to adapt. For the few banks that currently have capita levelsthat are
insufficient for the future capital requirement, FI makes the assessment that
these banks will be able to reinforce their capital primarily through retained
earnings instead of raising new funding.

FI continually monitors the position of the banks, including their capital
strength, financing, lending and profitability and engages in a continual
dialogue with them. This gives FI the opportunity to detect any unforeseen
repercussions of new regulatory frameworks and applications at an early stage.

% For example through the introduction of expanded concessions on risk-weighted assets for
exposures to small and medium-sized enterprises and concessions when calculating the
exposure amount for leverage ratio.
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6.4  Coststothebanks

The costs that FI’ s positions entail to the banks are only deemed to comprise a
small portion of the total costs resulting from the introduction of the banking
package. Thisis because the basis of the change is largely that which applies
by virtue of law and regulations and because FI’ s positions primarily clarify
details, for example the unit in which Pillar 2 requirements and guidance shall
be expressed and communicated, and levels, for example with regard to the O-
Sl buffer.

6.4.1 Costsrelated to the capital level
The analysis shows that the effect of the banking package on the capital level
may be different for different banks.

All in all, the structure of the regulatory framework and the proposed
application mean that the capital requirement will at least not decrease
significantly for the banks. At an overarching level, it isinstead an increasein
capital requirements, at the same time as the total proportion that needs to be
met with Common Equity Tier 1 capital is decreasing for the magjor banks. The
increase in capital requirementsis largely being driven by changes that apply
by virtue of law.

The cost that may be associated with higher capital requirements isimportant
but difficult to clearly define and measure. Higher capital levels may affect the
banks capital costs, financing costs and, ultimately, the cost to customers.
When a bank is forced to hold more capital, thisis associated with a cost to its
owners. At the same time, a better capitalised bank can be presumed to have
lower borrowing costs. The effect is therefore not unambiguous.

6.5 Impact on society and consumers

A stable banking system is key to a robust economy, which is beneficial to the
public, for example citizens and consumers. The banking package aims both to
strengthen banks’ resilience to crises and to ensure that critical functions can be
maintained in the event of acrisis. All in al, this shall lead to areduction in the
probability that tax revenue or other public funds need to be used in the event
of acrisis.

FI believesit isimportant to have usable buffersin excess of the minimum
requirements in order to strengthen the banks' resilience. The existence of such
resilience isimportant, irrespective of the size of the bank. This aso applies
from the perspective of consumer protection as failures of even asmall bank
are associated by uncertainty, despite the existence of adeposit insurance
scheme. For example, it can damage the relationship with customers. Pillar 2
guidance is therefore an important addition for all banks in terms of improving
resilience, especially given the reduced flexibility that accompanies Pillar 2
requirements being decided.

Theincrease in capital requirements primarily applies to banks in Supervision
Categories 2, 3 and 4. However, thisincrease consists largely of the Pillar 2
guidance, the purpose of which isto cover risks and manage future financial
stress. Consequently, it does not in itself bring forward the time at which the
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bank becomes subject to automatic restrictions or is placed in resolution or
liguidated. Instead, it means that the banks are given yet another buffer that
makes them better able to manage stress and thus avoid ending up in serious
difficulties. The magjor banks will also in future have greater demands placed
on them by virtue of systemic risk components, but the difference between the
banks decreased somewhat. This may affect the competitive situation between
them.

6.6 Impact on Fl

The repercussions of the proposed application is deemed to have a certain but
limited impact on FI. However, the combined changes to the regulatory
framework, especially given the parallel requirements, will make the analysis
of the banks' positions more complex. FI's assessment is that the additional
costs will primarily be contained within existing frameworks.
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