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This Economic Commentary
studies the effects the recently
completed Basel lll agreement
will have on the major Swedish
banks’ capital requirements.

More precisely, it analyses the
effects of those parts thatare
expected to have the greatest
effect on the major Swedish
banks, such as a leverage ratio
requirement, a floor for risk-
weighted assets and changes to
the framework forthe banks’
intemal models. When these
parts of the Basel lll agreement
are fully introducedin Sweden,
the assessmentis that the major
Swedish banks” minimum capital
requirement will increase from
the currentlevels but their total
capital requirements will still be
determined bythe size of the
special national capital
requirements that Sweden
chooses tointroduce.
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The Basel Committee on Banking Supervisionhas long been working on
developingjointstandards to coordinate the supervision of international banks
and on whatrequirements should be made of these banks. Following the most
recentfinancialcrisis, an extensive work was initiated within the Basel Committee
to further strengthen global financial stability. One purpose was to impose
tougher demands regarding capital and liquidity levels forinternationallyactive
banks. This work has now been completed! and thus resulted in the Basel Il
agreement (Basel 1), whichitisintended to befully implemented on 1 January
2027.

This EconomicCommentary provides an overall description of the parts of the
Basel Illagreementjudged to havethe greatest effect on the major Swedish
banks’Z capital requirements going forward. Thesearethe leverageratio
requirements, the floor for risk-weighted assets and the new regulations regarding
the banks’ internal models. The Commentary alsopres ents an analysis of what
effects these changes may have on the major Swedish banks’ capital
requirements. Theanalysis can be summarised as follows.

o The leverageratiorequirementwill mean thatthe minimum required Tier 1
capital level willbe 3 per cent of the total assets.

o Afullyimplemented floorfor the banks’ risk-weighted assets will imply that the
major Swedish banks’ minimum Common Tier 1 (CET1) capital requirements
will increase. However, this new minimum requirement for the banks’ CET1
capitalislower thanthetotal CET1 capital levels thatthe major Swedish banks
havetoday. Thesize of the major banks’ total CET1 capital requirements willin
the future depend on how Finansinspektionen (the Swedish Financial
Supervisory Authority) chooses to set the national requirements for Sweden.

e Therevision to the framework for the banks’ internal models willonly
marginally affectthe major Swedish banks’ risk-based capital requirements.

Basel Ill —a reform package following the crisis

The mostrecent financial crisis madeitclear thatthe banks and the prevailing
regulations were notadequateto managetherisksto which the global banking
systemwas exposed. In particular, the Basel Committee noted that banks in
general had too little capital of sufficiently good quality and thatinmany cases
they were not managing their liquidity risks in a satisfactory manner. Atthe same

1 The Basel Committee has reached a final agreement, although some details, such as how to manage some of the
banks’ market risks, remain to be resolved.
2 The major Swedish banks her refers to Nordea, SEB, Svenska Handelsbanken and Swedbank.
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time, itwas obvious that some banks had too much leverage before the crisis broke outand
thus were very vulnerable to changed conditions on the market. Onereason forthis was that
the banks had been given considerable freedom to calculate their risk-weighted assets
themselves with the aid of internal models3. These risk-weighted assets are used to
determinea bank’s capital requirements; low risk-weighted assets give a lower capital
requirementand viceversa. The banks thus have considerableincentiveto reduce their risk-
weighted assets.

In 2010, the Basel Committee presented a package of new reforms, the Basel 11l agreement.
Its main purpose was to strengthen the requirements regarding the banks’ capital and to
improvethe banks’ liquidity management, anditis thefinal parts of the Basel Il agreement
thathave been completed nowin December 2017.

When Basel lllis fullyimplemented, the banks will need to meet three differentsorts of
capital requirements. These are therisk-based capital requirement calculated with theaid of
internal models, the capital requirement according to the new floor for risk-weighted assets
andtheleverageratio requirement. These three capital requirements will be three parallel
requirements. This meansin this contextthatthe banks musthave more capital than the
largestof thethreeindicates. Chart 1 belowillustrates this.

Chart 1. lllustration of a fictitious bank’s minimum pemitted capital level.

Risk-based capital Capital requirements Leverage ratio Minimum level of capital
requirement according to the floor for requirement
risk-weighted assets
Within the scope of Basel lll, however there are several different types of capital and
corresponding requirements for them. For instance, therearerequirements regarding the
sizeofa bank’s CET1 capital*, Tier 1 capital® and total capital®. Inthe Basel Ill agreement, most
of the capital requirements concern the banks’ CET 1 capital, whichis the capital thatcan
primarily be used to cover negative results. However, the leverageratio requirementis
expressedinterms of Tier 1 capital.

Why are the capital requirements revised in Basel |11?

The size of therisk-based capital requirements has varied over time. As of 2010,
internationallyactive banks need to have a CET1 capital level that exceeds 4.5 per cent of the

3 So-called IRB-models (Internal Risk Based models) that were part of what is usually referred to as the Basel Il agreement.

4 CET1 capital consists, putsimply, of the bank’s equity capital and accumulated profits adjusted for certain deductions and additions.
5 Tier 1 capital consists, putsimply, of the CET1 capital and certain debt instruments with permanent maturity.

6 Total capital consists, somewhat simplified, of Tier 1 capital and certain debtinstruments with a maturity of more than five years.
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risk-weighted assets. In addition, there are requirements fora capital conservation bufferof a
further 2.5 per centthatthe banks need to meet to beableto freely determinethesize of the
dividendsthey pay to shareholders and the bonuses paid to employees. The minimum level
for the banks’ CET1 capital is thus in practiceatleast 7 per cent of the risk-weighted assets. In
addition, national supervisoryauthorities have the right to introduce further capital
requirements for the banks, including a requirement regarding so-called countercyclical
capital buffers, systemicrisk buffers and pillar 2 requirements. With regard to the major
Swedish banks, the latter requirements entail more than half of their total capital
requirement. They are determined by Finansinspektionen and can changewhenitis assessed
as appropriate without Sweden making any departure fromthe Basel Il agreement.

In 2013, the Basel Committee published several reports where they analysed therisk-based
capital requirements the banks had calculated using internal models. One conclusionwas that
there aremajor differences in the banks' capital requirements that cannot be explained by
differences in the underlyingrisk of theirassets. The same credit portfolio can thusresultin
different capital requirements, depending both on which bank estimated therisk and on
which country the bankis domiciled in. Onelikely reason for thisis that banks and
supervisory authorities haveinterpreted and applied theinternational regulations in different
ways. This distorts competitionand reduces confidenceinthe regulations.

Many banks’ risk-weighted assets, and thereby capital requirements, have also declined in
recentyears. This applies to the major Swedish banks’ whose risk-weighted assets have
declined, despite their total assets havingincreased (see Chart2). This can be partlydueto
the banks having changed the composition of their assets and lending money to less risky
customers than before. But one contributory factoris thatinternal models have been
introduced for anincreasingly large share of the banks’ portfolios. This has led to a discussion
of whether the capital requirements calculated using internal models adequatelyreflectthe
actualrisksinthe banks.

Chart 2. The major Swedish banks’ risk-weighted assets and total assets from 2011 and onwards (SEK billion).
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Sources: Bank reports and the Riksbank.

Another criticismthathas been aimed atthe banks’ internal modelsisthatthey are complex
and often difficult to understand properly. Itis therefore difficult for most people to
understand the exactassumptions behind the capital requirements. This can reduce
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confidenceinthe banks’ capital levels and thereby alsoin financial stability as a whole, which
is onereasonwhy the banks’ capital requirements are now being revised.

How will the banks’ internal models be limited?

An overallidea in the earlier Basel standards (the Basel Il agreement) was that most credit
risksina banks’ assets could be calculated with theaid of internal models. The banks using
internal models musttherefore use themfor mostof their credit exposures. Theidea behind
this was thatthe banks themselves would not be able to choose which credit portfolios the
internal models would be applied to and thusintroduce them only where the capital
requirements were expected to be lower than otherwise.

Now the Basel Committee has decided to introduce limits regarding the use of internal
models. Alarge partoftherevision aims to reduce the use of overly complex internalmodels
for exposures, wherethereis insufficientrelevantinformationon earlier losses. The credit
portfolios primarily affected by these changes are the banks’ exposures to other banksand
large companies.

What does a floor for risk-weighted assets entail?

A bankthatdoes notuseinternal modelsto calculateits risk-weighted assets instead uses so-
called standardized approaches’. The standardized approaches are determined by the Basel
Committee and area simplerand moretransparent method of calculating the risk-weighted
assets than using theinternal models mentioned above. To ensure that these standardized
approachesarestillapplicable for use, the Basel Committee has recently agreed on some
revisions to them. For example, the standardized approach for creditrisk has now become
more risk sensitive than before. For many types of exposure, such as when a bank lends
money against collateral in a property, the existing standardized approach method often
gives the samerisk-weighted assets and thereby capital requirements, regardless of the
borrower's loan-to-valueratio. In the revised standard method, the size of therisk-weighted
assets instead depends on theloan-to-valueratio.

When internal models wereintroduced into the regulations, the banks needed to meet the
so-called Basel | floor, which somewhat simplified meantthatthe banks’ risk-weighted assets
were not allowed to fall below 80 per cent of whatthey had been accordingto the earlier
regulations. On the basis of therevised standard method for creditrisk, the Basel Committee
has replaced the Basel | floor with a new floor forrisk-weighted assets. This floor will be
phasedin between 1 January2022and 31December 2026.From 1 January 2027, thebank’s
internally calculated risk-weighted assets will not be allowed to fall below 72.5 per cent of
whatthey would be e using the standardized approaches contained in Basel lll. Thus, the
floor regulations will be a safety barrier againsttoo low capital requirements calculated using
internal models.

A leverage ratio requirement keeps capital levels up

As mentioned above, during theyears priorto the mostrecentfinancial crisis, many banks
were abletoincreasetheir leverage too much by substantially expanding their balance

7 Within the Basel lll agreement there are standardized approaches for several risk categories, such as credit risks, operational risks and
market risks.
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sheets, withoutincreasing theirequity atthesamerate. Oneimportantreason for thiswas
thatthe capital requirements had become very low for several different types of assets.

The idea behind thecomingleverageratio requirementis thatitshall be a relativelysimple
and transparent supplementarycapital requirementthat prevents other capital requirements
andthebanks’ capital levels fromfalling too low. The Basel Committee hasagreed to
introduce a national minimumrequirement for the banks’ leverage ratios of 3 per cent, with
higher requirements for banks that have global systemimportance, whatareknown as G-
SIBs. With regard to Sweden, the Basel |l agreement means that Nordea, which is assessed to
be a GSIBwillneed to havea Tier 1 capital of atleast3.5 per cent of its total assets, whilethe
other major banks willfaceleverageratio requirements of 3 per cent. Belowis a chartof the
major Swedish banks’ leverageratio over time.

Chart 3. The major Swedish banks’ leverage ratio over time.
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Source: The Riksbank.
Given the risks and vulnerabilities inthe Swedish banking system, the Riksbank is of the
opinionthattheleverageratiorequirement, like the risk-weighted capital requirements,
should be higherthan the agreed international minimum levels. The Riksbank has therefore

recommended?® thatthe major Swedish banks should have to meet a leverageratio
requirement of 5 per cent® with effect from 1 January 2018.

The new floor for risk weighted assets and the leverage ratio
requirement will affect the major banks the most

How willthe major Swedishbanks’ capital requirements be affected when the new floor,
restrictionsin theuseof internal models anda leverageratio requirementareintroduced? As
mentioned above, thereare several different types of capital and capital requirements. In
addition, a bank’s capital requirements can be formulated inseveral different ways. Usually,
the capital requirements are expressed as a percentage of risk-weighted assets or in SEK.
Another way of describing the capital requirements is as a ratio between the capital

8 See Financial Stability Report 2017:2 (2017)
9 The Riksbank's internal calculations moreover provide support for a socio-economically well-balanced level for the leverage ratio of
major Swedish banks to be somewhere in the interval of 5 to 12 per cent of their total assets.
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requirements (measured inSEK) and the value of the bank’s total assets. In the analysis
below, we study both how the coming changes will affect the capital requirements in relation
to the banks’ total assets, and how they will affect the capital requirements in SEK.

At present, the major Swedish banks’ total CET1 capital corresponds to around4.2 per cent of
their total assets. Atthe sametime, the total CET1 capital requirements!9arearound 3.8 per
centof the major banks’ total assets. Of these 3.8 per cent, theinternationally agreed
minimum CET1 capital requirements constitute 1.5 percentage points!. Theremaining 2.3
percentage points are CET1 capital requirements thatare country-specific Swedish
requirements, thatis, Finansinspektionen has decided on thesein addition to the
internationallyagreed minimum requirements. Thisisillustrated inthe bluecolumnin chart4
below.

The analysisshows thatitis thenewfloor for risk weighted assets and theleverageratio
requirementthatwill affect the major Swedish banks’ minimum capital requirements the
mostgoing forward. Thedarkred columnin theimage below shows the major banks’ total
minimum CET1 capital requirements calculated usinginternal models. Thelightred area of
0.1 percentage points shows how much the requirements are expected to increaseasa result
of the Basel Committee’s revision to the framework surrounding the banks’ internal models.

The turquoise columnin the chart below shows whatthe minimum CET1 capital
requirements will be with a floor forrisk-weighted assets of 72.5 per cent. In relation to the
major banks’ total assets, this wouldentail a minimum CET1 capital requirement of around
2.3 per cent of total assets. This requirementis thus lower than the current total CET1 capital
requirementof 3.8 per centof the total assets, but higher than the current minimum CET1
capital requirement of 1.5 per cent.

The column thatis orange shows a coming leverage ratio requirement of 3 per cent of the

total assets.

The dark green column shows the majorbanks’ total CET1 capital levels and thelightgreen
column depicts thesize of theshare of their Tier 1 capital thatis not CET1 capital.

10 CET1 capital requirements in pillar 1 and pillar 2. This corresponds to 19 per cent of the major banks’ total risk-weighted assets.

11 n this context, minimum CET1 capital requirements refers toa CET1 capital requirement of 4.5 per cent of the risk-weighted assets
plus a requirement for a capital conservation buffer of 2.5 per cent of the risk-weighted assets. This corresponds thus to 7 per cent of the
risk-weighted assets, although it is expressed here as a percentage of the total assets.
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Chart 4. Different capital requirements and capital levels for the major Swedish banks in total (percentage of total
assets).
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Sources: Bank reports and the Riksbank.
The chartbelowisbased on thesameassumptionsasin chart 4, butinstead shows the

different capital requirements and the majorbanks’ capital levels expressed in SEK billions.

Chart 5. Different capital requirements and capital levels for the major Swe dish banks in total (SEK billion).
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Sources: Bank reports and the Riksbank.

Conclusions

As showninchart4 and chart5 above, theassessmentisthatwhen the Basel Ill agreementis
fully introduced in Sweden, the major Swedish banks’ future minimum requirement for CET1
capitaland Tier 1 capital (see the turquoise andorange columns respectively in thechart
above) willincrease. The size of these future capital requirements is less than the major
banks’ actual capital levels (see the green columnin the charts above). Exactlywhich total
capital requirements the major Swedish banks will face going forwardwill depend, asitdoes
now, on which country specificrequirements (illustrated in the light blue column above)
Sweden chooses to add to the coming minimum requirements that followfrom theBasellll
agreement.
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