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Summary and assessment

Substantial risk appetite in the financial markets
The global economy is improving, and the financial
markets are characterised by low interest rates and
a low level of stress. Risk perception is general-

ly low in the markets and liquidity is ample. That
provides a basis for increased risk-taking among
market participants in their search for yield. An
indication of a large risk appetite is an increase in
demand for advanced products with complex risk
profiles in the international markets. Investments in
similar products led to considerable losses during
the most recent financial crisis. A reversal of the
risk perception may lead to substantial falls in asset
prices, resulting in major losses. The effects may
become self-reinforcing if many market actors need
to reduce their risks at the same time.

Rising asset prices in Denmark

Economic and financial developments in Denmark
are also characterised by a general sentiment of op-
timism. The economy is in a solid upswing and asset
prices are rising. Prices in the Danish stock market
have soared since the end of 2016. Despite a certain
deceleration of prices since the beginning of No-
vember 2017, the level is still high. At the same time,
house prices have risen in recent years, not least in
the large cities.

High profits in the financial sector

The positive trend in the economy is also reflected
in rising financial sector profits. In the 1st half of
2017, the largest Danish credit institutions posted
record-high profits. The improvement since the 1st
half of 2016 is attributable to extraordinarily high
value adjustments, combined with very low loan
impairment charges in recent years. Disregarding
these temporary factors, core earnings have tended
to decline since 2015, primarily driven by lower net
interest income.

Credit standards are being eased

In general, the credit institutions have built up con-
siderable capacity to expand lending. Overall, this
may increase the institutions’ risk appetite and in-
tensify competition for customers. This development

may be the driver of the mounting pressure on credit

standards. Several credit institutions, mainly among
the medium-sized banks, state that they are easing
credit standards.

Indications of higher risk in bank lending

Lending by banks to vulnerable customers is
rising. As regards lending to the corporate sector,
lending to cyclically sensitive industries is increas-
ing, especially for the medium-sized banks. An
indication of higher credit risk in the housing mar-
ket is the larger share of lending to households
with high loan-to-income, LTI, ratios. The banks
expect lending to households to increase in the
coming years. Higher house prices have boosted
the home equity of owners. Strong credit growth
may occur if households increasingly begin to
raise new loans against home equity as collateral.
That was the case prior to the most recent finan-
cial crisis.

Inadequate limitation of deferred amortisation
increases the vulnerability of households

The new proposal to amend the Executive Order
on Good Business Practice for Mortgage Len-
ding contributes to limiting the supply of loans
to homeowners with high LTI ratios and loan-
to-value, LTV, ratios. The nationwide scope of
the proposal is positive, as this ensures uniform
credit assessment. In contrast, it is inappropriate
that high-LTl households can still finance home
purchases without amortising the loan. Limiting
access to deferred amortisation could reduce the
vulnerability of homeowners in case of negative
shocks to the economy, e.g. falling house prices
and unemployment.

Interaction between the real economy and
the financial system ampilifies cyclical fluctuations

The banking sector’s lending mirrors the business
cycle. Hence, the credit institutions’ tendency to
ease credit standards and increase their lending
exposures is a natural phenomenon in a period of
economic recovery. Conversely, credit standards
are tightened in cyclical downturns. All else equal,
this contributes to reinforcing cyclical fluctuations.
Such procyclicality may become particularly
strong if credit standards are eased excessively.
There are indications that this was the case in
Denmark prior to the previous financial crisis.
When the crisis hit, the credit institutions were
compelled to tighten credit standards extraordi-
narily, which contributed to a stronger economic
downturn.
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The conditions for activating
the countercyclical capital buffer are in place

The purpose of the countercyclical buffer is to
reduce the real economic downturn that would be
seen if households’ and firms’ access to credit were
tightened disproportionally in periods of stress in
the financial system. When the buffer is released,
the institutions will have capital for maintaining their
lending capacity. To increase the probability that the
buffer has been built up before a period of financial
stress occurs, it must be built up in times like the
present.

The own funds of the credit institutions
are crucial to the robustness of the sector

The largest credit institutions have generally in-
creased their Common Equity Tier 1 ratios in recent
years, partly driven by a decline in risk-weighted
exposures. The build-up of Common Equity Tier 1 cap-
ital is lessening, and instead a large share of earnings
is distributed to shareholders in the form of dividend
and share buy-backs. The relatively high level of
distribution should be seen in the light of the credit
institutions’ compliance with their own capital targets.

Both the EU and the Basel Committee are currently
negotiating a number of amendments to the exist-
ing capital requirements. Continued uncertainty as
to the future capital requirements to be met by the
credit institutions underscores the importance of
having adequate excess capital adequacy relative to
the existing capital requirements.

Credible resolution plans comprising MREL
are key to a robust economy

The preparation of credible and practicable resolution
plans is essential if failing credit institutions are to be
resolved without the use of government funds. For
SIFls, a robust resolution plan entails that the group
overall has sufficient own funds and other eligible li-
abilities for both loss absorption and recapitalisation.
This is a precondition for restructuring the group and
continuation of its critical functions. Accordingly, a
credible resolution plan is key to ensuring financial
stability and a robust Danish economy.

Danmarks Nationalbank has recommended that the
resolution authorities apply a single point of entry,

SPE, resolution strategy to Danish SIFIs where the
strategy includes mortgage banks.* Moreover, it has
recommended that resolution authorities support
this strategy by setting a consolidated MREL for

the group and an internal MREL for the individual
institutions, including the mortgage banks. Finally,
legislators must ensure that Danish legislation on
restructuring and resolution of financial institutions
gives the resolution authorities access to using the
bail-in tool and setting MREL for mortgage banks.

The resolution authorities’ resolution strategy for
non-SIFls with balance sheet totals of less than 3 bil-
lion euro is a controlled liquidation of the institution
rather than continuation. Liquidation will take place
according to an arrangement which has been ap-
proved by the European Commission under the rules
on state aid and which assumes full bail-in of cred-
itors. Unsecured creditors and deposits exceeding
the depositor guarantee should expect considerable
losses if a private sector solution cannot be found in
the recovery phase.

For Spar Nord Bank the SIFI resolution strategy and
MREL will be applied, while the resolution strategies
for the other non-SIFls with balance sheet totals of
more than 3 billion euro are awaiting publication.

Low volatility and continued
low interest rates

The global economy is recovering

The upswing in the global economy continues,
broadly based in both advanced and emerging econ-
omies. Global economic growth is expected to be 3.0
per cent in 2017 and 3.1 per cent in 2018, cf. Chart 1.
Growth sustainability is subject to more uncertainty
from 2018-19. International organisations point to
risks associated with economic policy uncertainty,
growing debt, financial instability, protectionist meas-
ures, low inflation and geopolitical tensions.

The Danish economy is in a solid upswing, and the
gross domestic product, GDP, is forecast to grow

1 Cf. Danmarks Nationalbank, Recommendation for handling failing SIFI
groups, Danmarks Nationalbank Recommendation, No. 1, 2017 (link).


http://www.nationalbanken.dk/en/publications/Documents/2017/11/EN_Anbefaling%20om%20h%C3%A5ndtering%20af%20n%C3%B8dlidende%20systemisk%20vigtige%20finansielle%20koncerner.pdf
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Solid GDP growth Chart 1
Annual growth in GDP, per cent

4

World
3 e
2
Denmark
\ Euro area
0 \/
_1 L L L L L 1 Il Il J

2012 2013 2014 2015 2016 2017 2018 2019
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Source: Danmarks Nationalbank and IMF.

by 2.3,1.8 and 1.7 per cent in 2017, 2018 and 2019,
respectively. Hence, the Danish economy will be in
a boom with greater pressure on output capacity
and labour resources. The labour market is under
increased pressure, especially in the construction
sector.

US monetary policy is expected to be tightened
The global economic upswing may lead to higher
inflation, which is one of the factors behind the
central banks’ monetary policy interest rate deci-
sions. The Federal Reserve, the Fed, has raised its
federal funds target rate on four occasions since
the financial crisis, to 1-1.25 per cent at present.
The Federal Open Market Committee, FOMC, is
expecting a further increase in December 2017 and
gradual increases over the next few years, cf. Chart
2. Market expectations of interest rate increases in
the coming years are more moderate, due to lower
realised inflation than the Fed had expected. If the
FOMC's interest rate expectations materialise, the
market must adjust, which will affect the prices of
numerous assets.

The FOMC has decided gradually to reduce the Fed'’s
bond portfolio from October 2017, cf. Chart 3. This
means that in the coming years the Fed will not re-
invest payments from maturing bonds.

Quantitative easing has had positive effects and
helped to fuel the economy, e.g. by reducing interest
rates, increasing equity prices and narrowing credit
rate spreads. The unwinding of quantitative easing

Expectations of rising interest rates Chart 2
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Source: FOMC, Macrobond and Scanrate Rio.

Balance sheets of the Fed and the ECB Chart 3
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will result in lower demand for US Treasury and
mortgage bonds, and the Fed expects a rise in longer
bond yields. This may, inter alia, affect market liquid-
ity. The Fed’s purchase programme has made it easy
for bond owners to sell, which has been reflected in
lower liquidity premia. This opportunity will be re-
duced as purchases decline. Conversely, the roll-back
may lead to more current trading in the bond series,
as the Fed'’s purchases have been buy-and-hold.

The European Central Bank, ECB, is expected to keep
its monetary policy interest rates at -0.4 per cent at
least until after the bond purchase programme has
been discontinued. The programme comprises net
purchases of bonds for 60 billion euro a month until
the end of 2017 and then 30 billion euro a month
until the end of September 2018. This means that the
ECB'’s balance sheet is still being increased, but at a
slower pace, cf. Chart 3. The ECB’s announcements
have led to expectations that interest rate will remain
in negative territory until the end of 2019. In Den-
mark, Danmarks Nationalbank’s rate of interest on
certificates of deposit remains lower than the ECB’s
deposit rate.

Low bond yields and high foreign
demand for mortgage bonds

Yields in Denmark remain very low. The yield on
10-year government bonds has been stable at
around 0.5 per cent in 2017, while mortgage yields
have fallen marginally, cf. Chart 4. Generally, the
developments in short-term mortgage vields reflect
the development in monetary policy interest rates
in Denmark. However, in the last two years, during
which the rate of interest on certificates of deposit
has been unchanged, developments in short-term
mortgage yields reflect factors such as a lower sup-
ply of short-term adjustable rate loans in Denmark.?

Long-term mortgage vields have fallen, partly due
to increased demand for callable long-term mort-
gage bonds among foreign investors, cf. Chart 5.
Dollar-based investors can obtain an extra return by
buying currency-hedged Danish bonds. This is be-
cause the investors receive a premium when hedging
their exchange rate risk on Danish kroner via cur-
rency swaps.

2 See Danmarks Nationalbank, Stable krone and limited intervention,
Danmarks Nationalbank Report (Monetary and financial trends), No. 2,
2017. (link)

Historically low Danish bond yields Chart 4
Per cent
Long-term mortgage vield
10-year
government
bond yield

Short-term mortgage yield

O B N W B~ 00O N

T T T T Y S T TN T Y Y S Y SO TR SR S T DL

98 99 00 01 02 03 04 05 06 07 08 09 10 11 12 13 14 15 16 17

'
=

Note:  The short-term mortgage vyield is the average of 1- and
2-year fixed bullets, while the long-term mortgage vyield
is the average of 30-year callable bonds. The 10-year
government bond yield is a 10-year par vield. The most
recent observations are from 15 November 2017.
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http://www.nationalbanken.dk/en/publications/Documents/2017/03/Report_Monetary%20and%20financial%20trends_march2017v2.pdf
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Up until the most recent financial crisis, foreign in-
vestors reduced their portfolios of Danish mortgage
bonds. This shows that the increased foreign owner-
ship of Danish mortgage bonds entails a higher risk
that an exogenous domestic or external shock, e.g.
in the form of higher inflation, may trigger large-
scale divestment of Danish bonds, with a resultant
hike in mortgage vields.

Low volatility in the financial markets
and considerable political uncertainty

Volatility in the financial markets is very low. Expect-
ations of future volatility in the US stock market,
measured by the VIX index, are historically low and
stable. Furthermore, market participants expect the
central banks to support the markets when there are
signs of market turmoil. Trade in VIX derivatives also
indicates that future volatility is expected to be low.

While market volatility is low, the low interest rates
lead to increased global risk-taking. Equity markets
are at record-high levels and corporate and mort-
gage vyield spreads have narrowed.

Historically, financial uncertainty and economic
policy uncertainty have been closely correlated,
but in recent years expectations of future volatility,
measured by the VIX index, have been considerably
lower than the global Economic Policy Uncertainty
index, EPU, cf. Chart 6.

Global political uncertainty was high in connection
with e.g. the Brexit referendum in the UK and the US
presidential election. Subsequently, political uncer-
tainty has declined but nevertheless remains above
the VIX. There is a risk that unforeseen changes, e.g.
in the form of rising interest rates, could lead to

an overreaction and create turbulence and falling
prices in the financial markets. If volatility and the
risk on assets increase, it may be necessary for
some market actors to reduce their aggregate risk
in order to comply with their own risk targets. This
can be done by selling assets to reduce the balance
sheet, which may cause further price falls.

Higher volumes in advanced products
At the current low level of interest rates, the search
for yield may stimulate activity in advanced invest-

Market risk and political uncertainty Chart 6
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is from October 2017.

Source: Bloomberg, Policyuncertainty.com.

ment products that yield higher returns. One example
is collateralised loan obligations, CLOs. ACLO is a
structured product in which the underlying dynamic
portfolio consists of leveraged loans, typically large
corporate loans. CLOs are sold in tranches with differ-
ent risks.

CLOs are a subgroup of collateralised debt obli-
gations, CDOs, for which the underlying portfolio
comprises of loans. The market for advanced prod-
ucts grew substantially in the period leading up to
the most recent financial crisis, and the complexity
and opaqueness of these products has subsequently
been mentioned as one of the reasons why credit
losses in the US housing market could spread and
become a global financial crisis.®> CLO issuance rose in
the pre-crisis period and subsequently almost disap-
peared. CLO issuance began to rise again from 2012
and is now at an even higher level, cf. Chart 7. This is
just one of several markets that have seen sizeable

3 Cf. Ministry of Business and Growth, The financial crisis in Denmark -
causes, consequences and lessons (the “Rangvid report”), 2013.
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growth in recent years. The strong growth should

be viewed in the light of CLOs and other advanced
products offering investors a different risk profile and
return than simpler products. So growth in these seg-
ments should be seen in the context of the very low
level of interest rates.

Record-high profits,
but declining core earnings

Record-high earnings driven
by positive value adjustments

The favourable development in the profits of the
systemic credit institutions continued in the 1st half
of 2017. Relative to the 1st half of 2016, total profits
rose by kr. 7 billion to kr. 25 billion, corresponding

to an increase of 40 per cent, cf. Chart 8. The result is
boosted by an extraordinarily large contribution of kr.
7 billion from value adjustments, which is well above
the historical average.

Recent years' rise in profits should be seen in the
light of very low loan impairment charges. New loan
impairment charges have declined and in addition
the institutions have been able to reverse previous
charges. In the 1st half of 2017, reversal of previous
loan impairment charges exceeded new loan impair-
ment charges among the largest banking groups so
that the total was negative.

This is because debtors have found it easier to meet
their obligations due to the low level of interest rates
and the improved cyclical position with rising employ-
ment and incomes. So the loan impairment charges
accumulated after the last crisis have been reduced,
but are still above the pre-crisis level, cf. Chart 9. In
2018, International Financial Reporting Standard 9,
IFRS 9, enters into force, which means that the rules
on loan impairment charges will be amended, cf.

Box 1. The transition to the new rules will entail an
increase in accumulated loan impairment charges.

Falling net interest income and rising fee income
Core earnings, i.e. earnings before tax less value ad-
justment, loan impairment charges and costs, have
been falling in recent years, cf. Chart 10.

The development is primarily attributable to strong-
ly falling net interest income, cf. Chart 11. In recent
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Value adjustments are driving profits Chart 8
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Accumulated loan impairment Chart 9
charges are declining

Kr. billion

70 Accumulated
loan impairment

60
charges

50

40

30

Loan impairment charges

20 during the period

10

0

_10\ 1 1 1 1 1 1 1 1 1 1 1 1 J
05 06 07 08 09 10 11 12 13 14 15 16 17

Note:  Financial statements of systemic credit institutions. Accu-
mulated loan impairment charges are constantly being
affected by new loan impairment charges (increases) and
by realised losses on loans (reductions). The most recent
observations are from the 1st half of 2017.
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New rules on loan impairment Box1
charges from 2018

In 2018, a new international standard for the accounting
treatment of financial instruments, International Financial
Reporting Standard 9, IFRS, 9, enters into force. A new
impairment model is a key element of the standard.

During the most recent financial crisis, financial reporting
standards were criticised for resulting in loan impair-
ment charges that could be described as “too little too
late”. The purpose of the new impairment model is to
recognise impairment at an earlier stage. The model is
based on expected loss, implying a more forward-looking
approach.

The model operates with three stages for the degree of
credit deterioration and two different ways of calculating
losses:

« At the time when the loan is granted, provisions must
be made for 12 months’ expected credit losses, stage
1.

« If the probability that the borrower cannot meet its
obligations rises substantially, provisions must be
made for the expected credit losses over the remain-
ing maturity, stages 2 and 3.

Continues

Continued Box 1

The difference between stage 2 (underperforming loan)
and stage 3 (non-performing loan) lies in the way in-
come from the loan is to be recognised. At stage 2, the
interest accrual on the whole loan is to be recognised,
while for stage 3 loans, only interest on the part of the
loan that has not been impaired is to be recognised.

The new impairment rules mean higher accumulated
loss impairment charges. They will not have any impact
on operations, but will be recognised directly on the ba-
lance sheet, where the increase in accumulated loan im-
pairment charges will be offset by an equivalent after-tax
reduction in equity. In order to limit the immediate effect
on the institutions’ capital base, a phasing-in period will
apply in the EU, phasing in the effect on Common Equity
Tier 1 capital until 2023.

In the financial statements for the 3rd quarter, the large
Danish banking groups taken as one expect an increase
of 12-18 per cent in the accumulated loan impairment
charges as a result of the implementation of IFRS 9

and a reduction of 0.20-0.34 percentage point in the
Common Equity Tier 1 ratio. This is in line with the study
performed by the European Banking Authority, EBA, of
the effect of IFRS 9 with the participation of 54 European
banks that were representative of the sector. The study
based on the banks’ estimates at end-2016 showed that
for IRB institutions such as the large Danish banking
groups the effect of IFRS 9 was an increase of 16 per cent
in accumulated loan impairment charges and a reduction
of 0.32 percentage point in Common Equity Tier 1.

For institutions calculating their capital requirements
by means of the standardised approach, which applies
to most small and medium-sized Danish banks, the EBA
study showed an increase of 6 per cent in accumulated
loan impairment charges and a reduction of 0.77 per-
centage point in Common Equity Tier 1.

The implementation of IFRS 9 has required considerable
model development in the financial sector. There will be
a fundamental shift in the calculation of loan impairment
charges, which will require substantial data, estimation
of a number of parameters and registration of much
information. For IRB institutions, it will be an advantage
that several of the components of the impairment calcu-
lations are also known from the credit models.

See Danmarks Nationalbank, Financial Stability, 2nd Half,
2014, for a detailed description of IFRS 9.
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Falling core earnings Chart 10
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Note:  Financial statements of systemic credit institutions. Core
earnings have been defined as profit after tax less loan
impairment charges, value adjustments and costs. The
most recent observations are from the 1st half of 2017.

Source: Danish Financial Supervisory Authority and own calcula-
tions.

years, the banks’ interest margins have decreased due
to the low level of interest rates.

Lending rates have mirrored the falling monetary
policy interest rates, while deposit rates are adjusted
with a certain lag as the banks have chosen not to
charge interest on deposits from personal customers
and small businesses. The banks have made up for a
significant share of the fall in net interest income by
raising fees and administration margins.

Rising return on equity

The systemic credit institutions’ return on equity has
increased in recent years and is now around 12 per
cent, cf. Chart 12. By comparison, the pre-crisis level
was 12-16 per cent.

A higher return on equity can reflect either a higher
return on the institution’s assets or a higher leverage
ratio, measured as assets relative to equity. Since the
most recent financial crisis, the institutions’ leverage
ratio has fallen by 30 per cent, cf. Chart 13. This is
primarily a result of higher capital requirements.
Consequently, the return on equity has been driven
by higher returns on assets.

Net fee income and administration Chart 11
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Source: Danish Financial Supervisory Authority and own
calculations.

Return on equity at a high level Chart 12
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Adjustment to

Higl]er return on equity attributable Chart 13 new ||q Uidit\/ requirements
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Note:  The LCR requirement is 100 per cent for the systemic banking groups, while the non-systemic banks must observe an LCR of 80 per cent
in 2017, rising to 100 per cent in 2018. The banks switched to new LCR reporting forms in September 2016, which is why the time series
begins then. The most recent observations are from October 2017.
Source: Danish Financial Supervisory Authority and own calculations.
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the Danish krone is significant for an institution if
its total commitments in that currency constitute
at least 5 per cent of the institution’s total liabil-
ities. The institutions must meet this 100 per cent
requirement from October 2017. While Swedish
kronor and Norwegian kroner are not comprised
by the Danish LCR requirement for foreign cur-
rencies, the institutions must still, under EU legisla-
tion, ensure a sufficient currency match between
the portfolio of liquid assets and the net outflow of
liquidity.

Long-term requirement for stable
funding not in place

As part of an overall revision of the Capital Re-
quirements Regulation, CRR, and the Capital Re-
quirements Directive, CRD, the European Commis-
sion in November 2016 presented a proposal for
a long-term stable funding requirement, the Net
Stable Funding Ratio, NSFR, which implements the
Basel Committee’s NSFR standard.* This proposal
is still being negotiated. The NSFR would require
institutions to have sufficient stable funding of
their activities in the medium and long term,
thereby imposing restrictions on the institutions’
maturity transformation.

In 2017, Danske Bank has established a new sub-
sidiary in Sweden, Danske Hypotek AB, in which
connection it moved part of its Swedish lending
to the new institution and funded this lending by
issuing Swedish covered bonds. Such issuance
ensures Danske Bank an additional funding source
in Swedish kronor, contributing to enhancing the
currency match between assets and liabilities in
Swedish kronor

New limit value in the supervisory diamond

From 30 June 2018, the Danish Financial Supervis-
ory Authority’s liquidity management limit value in
the supervisory diamond will change from being
based on the previous section 152 liquidity require-
ment to being based on the LCR requirement. With
the new limit value, the Danish Financial Supervis-
ory Authority is also setting a minimum level of the

4 The NSFR proposal is included in the European Commission’s
proposal for a revised CRR presented in November 2016 as part of
a substantial package of proposals, cf. Proposal for a Regulation of
the European Parliament and of the Council amending Regulation
(EU) No 575/2013 and amending Regulation (EU) No 648/2012,
COM(2016) 850.

banks’ liquidity requirement, based on a 3-month
stress scenario.®

Indications of higher
risk in bank lending

Increased lending to the corporate sector

Lending to the corporate sector is increasing, cf.
Chart 15. While growth in mortgage lending to the
corporate sector has been increasing steadily for
a long period, lending by banks to the corporate
sector began to rise in 2014. In Danmarks National-
bank’s lending survey, the banks generally report
increased demand for corporate loans, especially
from new customers. There is a large spread in
lending growth across the sector, and some me-
dium-sized banks are increasing their lending
markedly.

Particularly lending to cyclical industries, such as
property trading and letting as well as construc-
tion, is driving growth in corporate lending by
medium-sized banks, cf. Chart 16. The finances of
corporate customers are being underpinned by
the economic upswing and the low level of interest
rates.

The banks’ lending mirrors the business cycle. Thus,
increased lending to cyclical industries is a natural
element of a recovery, but loan impairment charges
and losses on these industries cannot be expected
to remain at the present low level when the economy
reverses.

Credit standards are being eased

In the current favourable situation, many banks have
the capacity to increase lending. This intensifies
competition for customers as well as the pressure on
the banks’ credit standards. According to Danmarks
Nationalbank’s lending survey, the medium-sized
banks have tended to ease credit standards for the

5 Cf. Danish Financial Supervisory Authority , New benchmark for
liquidity in the Supervisory Diamond for banks (in Danish only),
August 2017. (link)

11


https://www.finanstilsynet.dk/da/Nyheder-og-Presse/Pressemeddelelser/2017/PM-Nyt-pejlemaerke-for-likviditet-i-tilsynsdiamenten-for-pengeinstitutter-070817

ANALYSIS — DANMARKS NATIONALBANK
FINANCIAL STABILITY - 2ND HALF 2017

Increased lending to Chart 15

the corporate sector
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Note:  Large and medium-sized banks’ lending to the corporate

sector. The most recent observations are from October
2017.
Source: Danmarks Nationalbank.

corporate sector since around 2014, cf. Chart 17.

The large banks have to a greater extent stated that

they have kept their credit standards unchanged,

but within the last few years they have also begun

to ease theirs. Both groups of banks state that in-

creased competitive pressure is the main reason for

adjusting credit standards.

In the 1st half of 2017, the Danish Financial Super-
visory Authority conducted a survey of new com-

mitments to corporate customers in a number of

banks. It showed that the sector is willing to take

greater risks when lending and that the banks
increasingly make commitments with heightened
risk.

According to Danmarks Nationalbank’s lending sur-
vey, the banks’ easing of credit standards in recent

years has primarily taken place by easing require-
ments for fees and administration margins and to

some extent also by easing collateral requirements,
cf. Chart 18. Conversely, the requirements for credit

limits and the maturity of loans are more or less
unchanged.

The more relaxed margin requirements for lending

may help to explain the fall in the banks” average
interest margin, cf. Chart 19. The interest margin
is calculated as the difference between the banks’

average interest rate on corporate lending and the

tomorrow/next rate.

Lending to cyclical industries Chart 16
has increased
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Note:  Contributions to growth from January 2014 to October
2017.
Source: Danmarks Nationalbank.

The banks are easing credit standards  Chart17
for corporate customers
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A positive (negative) net balance means that credit
managers of the banks in question have, overall, i.e. lend-
ing-weighted, stated that they have eased (tightened)
their standards relative to the preceding quarter. The
most recent observations are from 3rd quarter 2017
Source: Danmarks Nationalbank.
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All else equal, the banks’ tendency to ease credit
conditions and increase their lending exposures

in a period of economic recovery contributes to
amplifying cyclical fluctuations. Such procyclicality
may become particularly strong if credit standards
are eased excessively in an overheated economy, as
seems to have been the case in Denmark prior to the
previous financial crisis. As a result, there was a need
for extra severe tightening of credit standards during
the crisis, which contributed to reinforcing the eco-
nomic downturn.

Focus on reducing NPL ratio in good times

The considerable easing of credit standards up to
the previous financial crisis led to a general increase
in non-performing loans, NPLs. A loan is classified as
non-performing if the borrower has not paid inter-
est, fees or instalments for more than 90 days, or if it
is assessed to be unlikely that the borrower will fully
meet its payment obligations without any collateral
being realised. Individually impaired exposures also
count as NPL.

The banks have reduced NPLs as the economy has
improved. NPLs as a ratio of total lending fell to 3.8
per cent for the large banks in the 1st half of 2017.5
An exception is the NPL ratio for lending to the
agricultural sector, which remains high. The banks
have made large impairment charges for these
loans, reflecting the deterioration in the value of the
underlying collateral. However, the banks may suffer
further losses if the value of the collateral decreases
even more. From society’s perspective, it may im-
pede productivity developments if labour and capital
are bound on farms that are not viable.

Considerable variation in NPLs between
the large and medium-sized banks

NPLs account for a smaller share of lending in the
large than in the medium-sized banks. In the large
banks, NPLs made up 3.5 per cent of total corporate
lending in the 1st half of 2017, while it was just over
16 per cent for the medium-sized banks. It is difficult
directly to compare NPL ratios for large and me-
dium-sized banks as they typically operate with very
different business models, cf. Chart 20. For example,

6 This section and the following section on the NPLs of Danish banks
do not comprise branches of foreign banks (i.e. Nordea Bank Dan-
mark, Handelsbanken and Santander Consumer Bank), as data is not
reported.

The banks have eased their margin
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Shrinking interest margins Chart 19
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Large and medium-sized banks Chart 20
operate with different business models
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Note:  Distribution of banks’ corporate lending in 1st half of
2017.

Source: Danish Financial Supervisory Authority and own
calculations.

the large banks tend to lend more to financial cor-
porations for which the NPL ratio is very low, cf. Chart
21. In addition, they tend to fund large, established
firms, which as a main rule leads to a lower NPL ratio.

Conversely, NPL ratios are high for some of the indus-
tries to which the medium-sized banks have consider-
able exposures. This applies to lending to agriculture
and to cyclical industries such as the property sector.

A comparison of banks’ NPL ratios and average
lending rates for the corporate sector shows that the
banks with the highest NPL ratios also charge the
highest interest rates, cf. Chart 22. This correlation
indicates that the banks compensate for the lower
credit quality by charging higher interest rates.

It is important for the banks to keep the present dis-
tribution of NPL ratios across industries in mind when
granting loans in the current upswing as the cyclical
industries are once again driving lending growth.

Increased home equity provides homeowners
with an opportunity to borrow more

Total lending to homeowners has risen slightly in
recent years. This moderate lending growth should
be viewed in the light of the very high loan-to-income,
LTI, ratios among Danish homeowners, also in an

The medium-sized banks have high Chart 21
NPL ratios for cyclical industries
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Note:  NPL ratios for banks’ corporate lending in 1st half of
2017.
Source: Danish Financial Supervisory Authority and own
calculations.
Banks with high NPL ratios charge Chart 22

higher interest rates
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Trend line for interest rates on outstanding corporate
lending and NPL as a percentage of corporate lending
for individual institutions. The blue circles indicate where
the largest share of institutions are located in the scatter-
plot. Data covers 1st half of 2017.

Danish Financial Supervisory Authority and Danmarks
Nationalbank.
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international perspective. Lending by mortgage
banks has increased since 2016, while lending by
banks for housing purposes has fallen over the same
period. This is attributable to the gradual substi-
tution in favour of mortgage loans, including the
widespread use of mortgage-like bank loans, which
are to some extent transferred from the banks’ to the
mortgage banks’ balance sheets, cf. Box 2.

House prices have risen in recent years, cf. Chart 23.
Especially the large cities have seen high rates of
increase. House price developments have resulted in
higher home equity for Danish homeowners.

Credit growth may take off rapidly

The years prior to the most recent financial crisis
were characterised by rising house prices and
considerable credit growth. House prices acceler-
ated in 2004 and the following years. At the same
time, credit growth for both new existing borrowers
increased, cf. Chart 24, due to, inter alia, more ex-
tensive use of home equity as collateral for loans.

Total credit growth for households has been mod-
erate in recent years. That is explained by increasing
debt for both new and existing houseowners being
offset by a fall in the debt of borrowers, who have
repaid on their debt. However, pre-crisis develop-
ments show that credit growth may take off rapidly
if households increasingly begin to raise new loans
against home equity as collateral.

Mortgage-like bank loans Box 2

As an alternative to traditional mortgage loans, banks
offer mortgage-like loans for financing owner-occupied
dwellings and summer cottages. There is no clear defini-
tion of such loans.

Mortgage-like loans are typically loans for financing up
to 80 per cent of the value of the home, but some institu-
tions offer up to 95 per cent. Often, the loan functions as
an overdraft facility and is attached to a deposit account.
The borrower is then free to withdraw money from and
deposit money in the account, only paying interest on
the amount by which the account is actually overdrawn.
The rate of interest on such loans is variable and reflects
a reference rate. These loans are often used in combi-
nation with ordinary mortgage loans as the overdraft
facility makes mortgage-like bank loans more flexible.

Continues

Continued Box 2

Unlike mortgage loans, mortgage-like bank loans are not
initially financed by way of mortgage bonds. When a loan
is granted, it is originally financed via the bank’s balance
sheet like any other loan, e.g. via deposits. Thus, initially
such loans have a larger financing risk than traditional
mortgage loans. Subsequently, the bank may make use
of shared funding and finance the loan via bonds issued
by a mortgage bank. This means that the loan is trans-
ferred from the bank’s to the mortgage bank'’s balance
sheet. But in some cases, the mortgage-like loan may be
rejected, e.g. if it does not meet the mortgage bank’s
credit standards.

To the extent that the banks pass on the loans to the
mortgage credit sector, the banks’ lending declines.

This is part of the explanation of the overall fall in lending
for residential purposes by large banks and the increase
in mortgage lending, cf. the chart. In addition, the trend
towards a larger share of mortgage lending should be
viewed in the context of a relatively sharper decline in
the rates of interest on mortgage loans than on bank
loans after the financial crisis.

Mortgage lending is increasing
while the large banks are reducing
lending for residential purposes
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Note:  Bank lending for residential purposes is shown as a
3-month moving average. The most recent observations
are from October 2017.

Source: Danmarks Nationalbank.
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Higher house prices Chart 23
boost home equity
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are prices of single-family houses. The most recent ob-
servation for mortgage- and bank lending are October
2017 and is August 2017 for house prices.

Source: Statistics Denmark, Danmarks Nationalbank and own
calculations.

The share of borrowers with high
LTI ratios is increasing

There are indications of an increase in credit to a
group of vulnerable homeowners in recent years.
This applies to homeowners with high LTI ratios. The
share of homeowners with an LTI ratio greater than
four has risen since 2013, cf. Chart 25. This applies
particularly in areas with strong increases in house
prices, such as Copenhagen. The same pattern was
seen in the pre-crisis period.

In October 2017, the Danish Financial Supervisory
Authority issued a consultation on a proposal to
amend the Executive Order on Good Business Prac-
tice for Mortgage Lending.” The proposed amend-
ment of the Executive Order should be viewed in the
light of the Systemic Risk Council’'s recommendation
of March 2017 on limitation af risky loan types for
highly indebted borrowers.2 This amendment

is intended to limit the product supply when rais-

7  Draft Executive Order on amendment of the Executive Order on Good
Business Practice for Mortgage Lending (in Danish only), Danish
Financial Supervisory Authority, October 2017.

8 Cf.recommendation from the Systemic Risk Council, March 2017.
(link)

Credit growth may take off suddenly Chart 24
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debt are from 2016, while house prices are from 1st half
of 2017.

Source: Statistics Denmark and own calculations.

Larger share of households Chart 25
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Source: Statistics Denmark, Danish mortgage banks and own
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ing loans for homeowners with an LTI greater than
four and a loan-to-value, LTV, ratio of more than
60 per cent. It is positive that the rules apply to all
high-LTI homeowners regardless of municipality of
residence.® This ensures uniform credit assessment
and reduces the risk of artificial spreading to areas
that are not covered by the rules.

In contrast, it is inappropriate that high-LTI house-
holds can still finance home purchases without
amortising the loan. The use of deferred amortisation
loan types contributes to funding of high LTI ratios.
Loan types with deferred amortisation, irrespective of
the interest fixation period, entail considerably lower
instalments in the first years of the mortgage loan,
which enables high indebtedness, especially given the
current level of interest rates. New lending by mort-
gage banks to homeowners with LTI ratios greater
than four, LTV ratios of more than 60 per cent and
with deferred amortisation is increasing, especially in
the large cities. Limitation of the access to deferred
amortisation could reduce the vulnerability of home-
owners in case of negative shocks to the economy,
e.g. falling house prices and unemployment. More-
over, higher repayments could reduce the risk of
speed blindness caused by low interest rates.

The measure to limit the access to borrow for high-
LTI borrowers is the most recent among several
measures implemented since 2014 in order to reduce
the risks associated with credit in the housing mar-
ket, cf. Box 3. These measures contribute to enhanc-
ing the robustness of both borrowers and credit
institutions against fluctuations in house prices and
interest rates. However, it is difficult to assess the
effects of the individual measures and whether they
are adequate in combination.

Growth in foreign exposures

Foreign lending by the banks has risen strongly

in recent years, cf. Chart 26. The Nordic countries,
notably Norway and Sweden, account for the largest
share of such lending. Foreign lending increases the
diversification of banks’ exposures. Danske Bank has
growth in Norway and Sweden as a strategic goal
and has increased lending to both households and

9 Danmarks Nationalbank, Consultation response regarding the Danish
Financial Supervisory Authority’s draft amendment to the Executive
Order on Good Business Practice for Mortgage Lending, November
2017. (link)

Loans with short-term funding

Recent measures in the housing market Box 3

Several measures have been implemented in recent
years, aiming at increasing the resilience of borrowers
and hence credit institutions to negative shocks to the
economy. These measures seek to limit risky borrowing
by Danish households, i.e. loans with a high LTV ratio,
variable rate and/or deferred amortisation. Other meas-
ures address risks in areas with strong increases in house
prices.

The following four measures have been implemented
since 2014:

¢ Supervisory diamond for mortgage banks, 2014:
Sets limit values for mortgage banks’ lending
in several areas:

Deferred amortisation

Interest rate risk

Lakge exposures of the borrower

Lending growth

¢ 5 per cent down payment requirement, 2015:
Borrowers must make a down payment of 5 per cent
when buying a home. This requirement enhances
borrower resilience to falling house prices.

¢ Guidance on mortgaging of homes in growth areas,
2016:
This provides guidance on prudent credit assessment
in growth areas, addressing the risks of financially
sensitive customers, e.g. with negative wealth or a
high LTI ratio.

¢ Guidelines for housing loans to households with high
debt, 2017:
Limit the access to borrow for borrowers with high
LTV and LTI ratios (debt of 4 times income). As a
result, credit institutions may not grant loans with
fixed interest periods of less than 5 years and deferred
amortisation loans with interest rate adjustment every
5 years or less frequently.

Fixed interest period
< 5 years with or without
deferred amortisation

LTI > 400 per cent

Fixed interest period
from 5 years with
deferred amortisation

LTV > 60 per cent
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the corporate sector in these two countries in recent
years. Given the considerable house price increases
in Norway and Sweden over a number of years, the
International Monetary Fund, IMF, finds that the two
countries” housing markets are overvalued. A price
adjustment may entail that housing loans to these
countries become vulnerable, but derived effects on
the rest of the economy may also result in losses on
other loans. House prices in Norway have fallen in
2017, but are still at a high level.

The own funds of the credit
institutions are crucial to
the robustness of the sector

The systemic credit institutions

are meeting their own capital targets

In general, the systemic credit institutions have
increased their Common Equity Tier 1 ratios in recent
years, cf. Chart 27. This is partly driven by a fall in
risk-weighted exposures. Several of the institutions
are reducing their build-up of Common Equity Tier 1
capital, instead distributing a large share of earnings
to shareholders in the form of dividend or share buy-
backs.

The relatively high level of distribution should be
seen in the light of the institutions’ compliance with
their own capital targets already, cf. Chart 28. Among
the systemic groups, only DLR Kredit’s capital ratio is
below the institution’s capital target for 2019.

The credit institutions’ own capital targets are cur-
rently 3-5 percentage points higher than the fully
phased-in capital requirements under CRD IV/CRR. A
certain excess capital adequacy relative to the total
capital requirement, cf. Box 4, is a prerequisite for
being able to operate in the financial markets. The
excess capital adequacy is to enable credit institu-
tions to weather negative cyclical fluctuations with-
out breaching the capital requirements. For the large
institutions, the size of the excess capital adequacy
may be determined by the conditions for maintain-
ing a given credit rating.

For several of the non-systemic banks, risk-weighted
exposures have increased as a result of relatively
high lending growth. Most of the non-systemic banks
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Per cent of risk-weighted exposures
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The largest banking groups are meeting their own capital targets Chart 28
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conservation buffer (2.5 per cent), the SIFI buffer requirement (1-3 per cent) and the countercyclical capital buffer when CRD IV/CRR have
been fully phased-in. The Pillar 2 add-on and the countercyclical capital buffer are assumed to be unchanged relative to 30 June 2017.
Source: Danish Financial Supervisory Authority, annual reports and interim financial statements.

have been able to maintain or increase their capital
ratios by consolidating equity wholly or partly by
means of increasing earnings.

A few systemic banks come close to
the buffer requirement in severe stress scenario

Danmarks Nationalbank’s accounts-based stress
test assesses the banks’ excess capital adequacy
over the next three years under the assumption of
three macroeconomic scenarios.’ The stress test
shows that all of the systemic institutions are still

able to meet the minimum capital requirements in a

severe recession, but a few will have a limited cap-

ital shortfall relative to the total capital requirement

including capital buffers, cf. Chart 29. In the event
of non-compliance with the buffer requirements,

10 The stress test covers only the banking activities of a group - not any

other business areas such as affiliated mortgage banks. The three
scenarios and the results of the stress test are described in more

detail in Danmarks Nationalbank, In a severe recession scenario a few

banks have capital shortfall, Danmarks Nationalbank Analysis (Stress

test), No. 22, 2017 (link). The analysis also contains a description of a

new model for market risk stress.

A few systemic banks are close Chart 29
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19


http://www.nationalbanken.dk/en/publications/Documents/2017/11/A%20few%20banks%20have%20capital%20shortfall%20in%20severe%20recession%20scenario.pdf

ANALYSIS — DANMARKS NATIONALBANK
FINANCIAL STABILITY - 2ND HALF 2017

Composition of capital requirements for credit institutions

20

Box 4

Guidance on excess Pillar 2 "Capital Guidance”

capital adequacy

(new element) (Proposed regulation in CRD

+ EBA guidelines)

In case of breach, the supervisory authority
initiates intensified dialogue with the institution

Capital conservation buffer
Countercyclical buffer

Systemic risk buffer/SIFl buffer

Pillar 2 add-on

(Proposal of further harmonisation

Total capital in CRD + EBA guidelines)

requirement

In case of breach, the institution must submit a cap-
ital conservation plan to the supervisory authority for
approval and state the maximum amount for distri-
bution; may also trigger other supervisory measures

Breach may lead to the institution being regarded
as "failing or likely to fail” or to withdrawal of its
banking licence

Pillar 1 requirement
Own funds requirement
- 8 per cent of
risk-weighted exposures

The total capital requirement under CRD IV/CRR is com-
posed of several elements. According to the minimum cap-
ital requirements, the own funds must be at least 8 per cent
of risk-weighted exposures. Add to this an institution-spe-
cific Pillar 2 add-on, which is to reflect risks and conditions
that are not fully reflected in the calculation of risk-weighted
exposures. The combined capital buffer requirement is then
added to these requirements. It consists of three elements,
i.e. the capital conservation buffer, the countercyclical
capital buffer and - for systemic credit institutions - a SIFI

the banks become subject to a number of restric-
tions, e.g. limitation of dividend payments. More-
over, the banks should expect that their access to
external funding in the financial markets may be
challenged.

The phasing-in of the capital buffer requirements
will reduce the institutions’ excess capital adequacy
from 2017 to 2018, which also entails a decline in
the institutions’ excess capital adequacy in the
baseline scenario.

Several of the non-systemic banks are seriously
challenged in the severe recession stress test scen-
ario, and a few will be unable to comply with the

buffer. These capital buffer requirements are being gradually
phased in until 2019.

In the event of breach of the total capital requirement, a
number of restrictions apply to distribution of dividend and
payment of bonuses as well as interest on Additional Tier 1
capital. The bank is also required to prepare and submit a
capital conservation plan to the Danish Financial Supervis-
ory Authority.

minimum capital requirement. In that case they
will be resolved by the authorities. Before it comes
to that, breach of the buffer requirements will
enable the Danish Financial Supervisory Authority
to intervene. Since the authorities have sufficient
tools to address this situation, it is not assessed
to constitute a risk to financial stability. However,
the owners and creditors of the institutions affect-
ed may suffer losses if the institutions are to be
recovered or resolved.

New requirements and increased
harmonisation in the pipeline

The future capital requirements to be met by
credit institutions are still uncertain. The package
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of proposals to amend CRR and CRD, which the
European Commission presented in November
2016, includes a proposal to harmonise the Pillar
2 framework, cf. below.* In addition, the proposal
to revise CRR also includes implementation of the
Basel Committee’s standard, Fundamental Review
of the Trading Book, which sets new rules for cal-
culation of risk-weighted exposures with market
risk.

Concurrently, there are negotiations in the Ba-

sel Committee on completing a major reform
which can be expected to include, inter alia, a so
called output floor for institutions using Internal
Ratings Based, IRB, approaches to calculation of
risk-weighted exposures. The output floor will
entail that risk-weighted exposures cannot be
less than a certain percentage of risk-weighted
exposures calculated using the standardised
approach. The introduction of an output floor may
give the institutions inappropriate incentives. IRB
approaches are more risk-sensitive than standard-
ised approaches, encouraging the institutions to
optimise their risk management and portfolio al-
location. This contributes to ensuring appropriate
capital allocation to the benefit of the economy.
Once the Basel Committee has adopted the new
reform, the EU member states will have to con-
sider how to implement it. The uncertainty about
the exact design of the output floor will thus per-
sist for some time to come.

EU harmonisation of the Pillar 2 framework

Given the current substantial variation in the level
of and approach to applying the Pillar 2 add-on
across the EU member states, credit institutions

in different countries may be subject to different
capital requirements.*? This may be a considerable
impediment to a level playing field in the single
market for financial services. The Commission’s

11 Cf. Proposal for a Directive of the European Parliament and
of the Council amending Directive 2013/36/EU as regards
exempted entities, financial holding companies, mixed financial
holding companies, remuneration, supervisory measures and
powers and capital conservation measures, COM(2016) 854.

12 Cf. EBA, Report on the Convergence of Supervisory Practices,
EBA-Op-2016-11, 2016.

package seeks to counter this by including pro-
posals to harmonise the framework for supervisory
authorities’ Pillar 2 approach. This constitutes an
adjustment of the EU legal basis for setting the
Pillar 2 add-on.%s

The Commission’s package of proposals also intro-
duces a new statutory element in the form of regu-
lation of supervisory authorities’ assessment of a
guidance level for each institution’s excess capital
adequacy relative to the total capital requirement,
cf. Box 4. This supplementary, non-binding capital
requirement element is known as the “Pillar 2 Guid-
ance”. While the purpose of the Pillar 2 add-on is to
cover identifiable risks that are not covered by the
Pillar 1 requirement, the purpose of the Pillar 2 Guid-
ance is to address risks based on possible events, i.e.
the capital shortfall in a severe stress scenario and
over an entire business cycle.

If an institution’s capitalisation falls below the Pillar

2 Guidance, this will not entail restrictions on dis-
tribution or impose other transaction restrictions.
Instead, the supervisory authority can be expected
to initiate an intensified dialogue with the institution
about possible measures to restore the given level of
capitalisation.

In addition, the package specifies the “stacking
order” of the individual capital elements, cf. Box 4.
This will prevent substantial variation in the timing
of restrictions imposed on institutions regarding the
distribution of profits.

At the same time, in October 2017 the European
Banking Authority, EBA, submitted draft guidelines
on the revised procedures and methodology for the
supervisory review and evaluation process, SREP,

for consultation.* These guidelines implement the
general principles of the CRD and the Bank Recovery

13 The framework for financial regulation in the EU, laid down in Regula-
tions and Directives and adopted under the EU legislation procedure,
is also called level 1 regulation. The framework is implemented in
detailed rules laid down in binding technical standards adopted by
the Commission, i.e. level 2 regulation, and non-binding guidelines
adopted by the EBA, i.e. level 3 regulation.

14 Cf. EBA, Consultation Paper on the Draft Guidelines on the revised
common procedures and methodologies for the supervisory review
and evaluation process (SREP) and supervisory stress testing, EBA/
CP/2017/18, 2017. The revised guidelines are expected to take effect
on 1 January 2019.
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and Resolution Directive, BRRD?, inter alia in the
form of a more detailed description of the elements
to be included in the evaluation of the Pillar 2 add-
on.*® The guidelines aim to harmonise supervision of
credit institutions across all EU member states - and
to enhance the uniformity of supervisory responses.
At the same time, the guidelines support the coup-
ling of the ongoing supervision and the evaluation
of whether an institution is to be subject to recovery
or resolution.

A common framework for setting the Pillar 2 Guid-
ance has already been incorporated in the revised
SREP guidelines. Another key element in the SREP
process will be to assess whether an institution is
sufficiently addressing the Pillar 2 Guidance in its risk
management and recovery plan.

It will make a positive contribution to a level playing
field across the EU member states if future EU regula-
tion entails a more harmonised approach to setting
the Pillar 2 add-on as well as guidance on the level

of own funds that can ensure suitable excess capital
adequacy relative to the total capital requirement. It
is important to take this into account in a Danish con-
text to ensure cross-border comparability between
institutions and an improved basis for joint deci-
sion-making in the supervisory colleges for cross-bor-
der groups. In this connection, it should be expected
that the ECB'’s choice of methodology and practice in
supervision of large institutions in the banking union
will increasingly serve as the benchmark for credit
rating agencies, analysts and investors.

New method for assessment

of the countercyclical capital buffer

The purpose of the countercyclical buffer is to
prevent credit institutions from excessively tighten-
ing credit standards for households and corporate
customers in periods of stress in the financial system.
The buffer is to be built up during periods of increas-
ing systemic risk. The buffer is to be released when
risks materialise, e.g. when the financial system is hit
by a negative shock. In so far as the released capital

15 Cf. Directive 2014/59/EU of the European Parliament and of the Coun-
cil establishing a framework for the recovery and resolution of credit
institutions and investment firms.

16 Besides the option of setting an add-on to the capital requirement,
the supervisory authorities may also set a liquidity requirement or
impose other supervisory measures under Pillar 2.

is not used for loss-absorbing purposes, the insti-
tution may use it for capital adequacy in relation to
new lending or as a contribution to its excess capital
adequacy.

In Denmark, the countercyclical buffer rate has been
0 per cent so far. On 17 November 2017, the System-
ic Risk Council, the Risk Council, published a revised
method for evaluating the buffer rate, which is to
contribute to build-up of the buffer early in a finan-
cial upswing, cf. Box 5.

The Risk Council has stated that the discussion

of the countercyclical buffer rate at its December
meeting will take the revised method as its point of
departure. If it finds that the rate is to be changed,
it will publish a recommendation to the Minister for
Industry, Business and Financial Affairs, who is re-
sponsible for setting the buffer rate in Denmark. As
a main rule, an increase of the countercyclical buffer
rate will take effect 12 months after the Minister for
Industry, Business and Financial Affairs has decided
to increase it.

Danmarks Nationalbank supports the Risk Council’s
revised methodology for assessment of the coun-
tercyclical buffer rate. The revision will increase the
probability of the buffer being built up before the
financial system is hit by a negative shock requiring
to release it. Early, gradual phasing-in of the buffer
will give the institutions more time to build up the
buffer.

A number of indicators point to risks building up in
the financial system, including rising house prices
and easing of credit standards, cf. above. In addition,
credit growth may take off suddenly. Against this
background, Danmarks Nationalbank assesses that
the conditions for activating the buffer exist.

SIFI buffer requirements are lower in
Denmark than in other Nordic countries

The political agreement on Bank Rescue Package 6 in
2013 included regulation on identification of Danish
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The Systemic Risk Council’s Box 5
approach to assessing
the countercyclical buffer rate

On 17 November 2017, the Systemic Risk Council pub-
lished a revised method for assessment of the countercy-
clical capital buffer. The method aims at early phasing-in of
the buffer. This means that the building up of the buffer is
commenced before financial imbalances emerge, cf. the
chart.! The buffer rate is increased gradually as risks and
imbalances become more pronounced.

The Risk Council’s previous method entailed a risk that
the buffer would not be built up in time before another
negative shock would hit the financial system. Hence, the
revised method incorporates a broader set of indicators
detecting risk build-up at an earlier stage.?

Early activation of the countercyclical capital buffer
provides for more gradual build-up of the buffer. This
gives the institutions more time to make the necessary
adjustments, e.g. by retaining profits.> At the same time,
the costs of early activation of the buffer are assumed
to be relatively limited compared with the costs, to both
the economy and the individual institution, of having a
capital shortfall in periods of crisis.*

The Systemic Risk Council’s approach
to assessing the buffer rate

Recommendations on the buffer rate

[
o
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1. The development in systemic risks is illustrated in the chart by
a stylised financial cycle. Financial cycles have greater fluctu-
ations and longer duration than business cycles. The duration
of a traditional business cycle is approximately 8 years, while
it is 15-20 years for a financial cycle, cf. BIS, 84" Annual Report,
2014, Chapter 4: Debt and the Financial cycle.

». Read more about the information basis in the Systemic Risk
Council’s method paper. (/ink)

5. See e.g. Bank of England, The Financial Policy Committee’s
approach to setting the countercyclical capital buffer, A Policy
Statement, 2016.

. Seeinter alia BCBS, An assessment of the long-term economic
impact of stronger capital and liquidity requirements, 2010,
and Kasper Kragh-Sgrensen, Optimal capital adequacy ratios
for Norwegian banks, Norges Bank Staff Memo, No. 29, 2012.
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systemically important financial institutions, SIFIs?’,
and setting the buffer requirements for Danish SIFls.
The requirement may be between 1 and 3 per cent
of risk-weighted exposures, depending on the sys-
temic importance of the SIFI.

The SIFI buffer requirement is part of the combined
capital buffer requirement, which also includes the
capital conservation buffer and the countercyclical
capital buffer. The latter differs from the other capital
requirements introduced after the crisis, in that it
can be eased in times of financial stress, whereas

the other requirements apply in both good and bad
times.

According to the wording of the agreement, the
Danish SIFI capital requirements are intended to be in
line with the requirements of comparable European
countries. It also appears that follow-up regarding the
final level of the Danish SIFI capital requirements will
take place in 2017 at the latest, and any requirements
that are not in line with the requirements in compara-
ble European countries will be adjusted.

A comparison of the final level of the Danish SIFI
buffer requirements with the final level of equiva-
lent requirements for the largest institutions in
several comparable countries shows considerable
divergence, cf. Chart 30. The Danish SIFI buffer
requirements are lower than corresponding re-
quirements in both Norway and Sweden. In con-
trast, they are at the same level or higher than
corresponding requirements in, inter alia, the UK,
Germany and France. The higher requirements of
Nordic SIFls should be regarded in the light of the
large and highly concentrated banking sectors in
the Nordic countries.

In view of the current uncertainty about the future
capital requirements, it would be beneficial for the
issue of possible adjustment of the Danish SIFI buffer
requirements to await completion of the revision of
the CRR/CRD and clarification as regards the pos-
sible introduction of an output floor in the EU. Both
initiatives may potentially have a major impact on
the size of the future capital requirements to be im-
posed on Danish SIFls.

17 Systemically important instititutions are characterised by their exist-
ence affecting the whole economy, see more concerning identifica-
tion of SIFls in Financial Business Act §§ 308 and 310.


http://risikoraad.dk/media/182090/countercyclical_capital_buffer.pdf
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SIFI buffer requirements are lower in Denmark than in other Nordic countries Chart 30
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and annual reports.

Resolution plans and proposed
amendments to the minimum
requirements for eligible liabilities,
MREL

Credible resolution plans comprising MREL

are key to a robust economy

The preparation of credible and practicable reso-
lution plans is essential if failing credit institutions
are to be resolved without the use of government
funds. For SIFls, a robust resolution plan entails that
the group overall has sufficient own funds and other
eligible liabilities for both loss absorption and recap-
italisation. This is a precondition for restructuring the
group and continuation of its critical functions. Ac-
cordingly, a credible resolution plan is key to ensur-
ing financial stability and a robust Danish economy.

Danmarks Nationalbank has recommended that
the resolution authorities apply a single point of
entry, SPE, resolution strategy to Danish SIFls where

the strategy includes mortgage banks.*® Moreover,
it has recommended that resolution authorities
support this strategy by setting a consolidated
MREL for the group and an internal MREL for the
individual institutions, including the mortgage
banks®. Finally, legislators must ensure that Dan-

ish legislation on restructuring and resolution of
financial institutions gives the resolution authorities
access to using the bail-in tool and setting MREL for
mortgage banks.

18 Cf. Danmarks Nationalbank, Recommendation for handling failing SIFI
groups, Danmarks Nationalbank Recommendation, No. 1, 2017. (link)
19 In Danish legislation, mortgage banks are exempt from the MREL
at the individual level because the bail-in tool cannot be applied to
resolution of mortgage banks. For a more detailed review of the con-
sequences of this exemption, see Danmarks Nationalbank, Financial
Stability, 2nd Half, 2015. Here it is assessed to be essential that mort-
gage banks can be ordered to issue eligible liabilities, cf. Danmarks
Nationalbank, Resolution strategy for SIFI groups, Danmarks National-
bank Analysis, No. 21, 2017 (to be published). As regards the costs of
abolishing the special regulations for mortgage banks, see Asbjgrn
Klein and Jacob Malte Svanborg, Too-big-to-fail can be solved inex-
pensively, Danmarks Nationalbank Analysis, No. 1, 2017. (link)
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http://www.nationalbanken.dk/en/publications/Documents/2017/11/EN_Anbefaling%20om%20h%C3%A5ndtering%20af%20n%C3%B8dlidende%20systemisk%20vigtige%20finansielle%20koncerner.pdf
http://www.nationalbanken.dk/en/publications/Documents/2017/01/Too-big-to-fail%20can%20be%20solved%20inexpensively.pdf
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The Commission’s proposal regarding structure of MREL for SIFls Box 6

MREL guidance - new element
If not complied with, the resolution

Capitalisation
to market confidence and/or

MREL for recapitalisation

authority may under the BRRD2 require

that the MREL is increased to cover the
amount stated in the guidance.

Pillar 2 "Capital Guidance”

MREL for loss absorption

Capital buffer requirements

Capital conservation buffer

In case of breach, the institution must

submit a capital conservation plan to the
supervisory authority for approval and state

Countercyclical buffer

With the BRRD2, the capital
buffer requirement is no longer

the maximum amount for distribution; may

part of the loss absorption

also trigger other supervisory measures.

Systemic risk buffer/SIFI buffer

Pillar 2 add-on

Own funds requirement

MREL for recapitalisation

Hard MREL

Pillar 2 add-on

MREL for loss absorption

Own funds requirement

As part of the Commission’s package of proposals to amend
BRRD, an alignment of the EU’s MREL rules with the global
standard for eligible liabilities applying to G-SIBs, Total

Loss Absorbing Capacity, TLAC, is proposed. Among other
things, this will mean that in relation to groups the reso-
lution authority must identify the “resolution entity”, i.e. the
legal entity to which the resolution tools are to be applied.
Furthermore, the proposal entails that when determining
the part of the MREL that constitutes the “loss absorption
amount” the size of the capital buffer requirement will no
longer be included. In addition, the proposal includes a new

element on top of the MREL, “MREL guidance”, which will

be the guidance of the resolution authority (in Denmark the
Danish Financial Supervisory Authority) on sufficient excess
capital adequacy relative to the MREL. Finally, the proposal
entails a certain degree of tightening of the requirements
regarding the liabilities that may in future qualify as eligible,
including requirements that early redemption of the capital
instruments in question must be approved by the relevant
authority and the that terms and conditions may not include
incentives for early redemption.

1. Cf. Proposal for a Directive of the European Parliament and of the Council amending Directive 2014/59/EU on loss-absorbing and recapit-
alisation capacity of credit institutions and investment firms and amending Directive 98/26/EC, Directive 2002/47/EC, Directive 2012/30/EU,
Directive 2011/35/EU, Directive 2005/56/EC, Directive 2004/25/EC and Directive 2007/36/EC, COM(2016) 852.

The resolution authorities’ resolution strategy for
non-SIFls with balance sheet totals of less than 3 bil-
lion euro is a controlled liquidation of the institution
rather than continuation. Liquidation will take place
according to an arrangement which has been ap-
proved by the European Commission under the rules
on state aid and which assumes full bail-in of cred-
itors. Unsecured creditors and deposits exceeding
the depositor guarantee should expect considerable

losses if a private sector solution cannot be found in
the recovery phase.

For Spar Nord Bank the SIFI resolution strategy

and MREL will be applied?®, while the resolution
strategies for the other non-SIFls with balance
sheet totals of more than 3 billion euro are awaiting
publication.

20 Cf. the Danish Financial Supervisory Authority’s press release,
Resolution strategy and MREL for small and medium-sized banks,
October 2017. (link)


https://www.finanstilsynet.dk/en/Nyheder-og-Presse/Pressemeddelelser/2017/Resolution_strategy_and_MREL_for_small_and_medium-sized_banks
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In the EU, agreement has been reached on allowing
institutions to issue a new, special kind of unsecured
debt to meet the MREL. The ranking of such debt in
connection with the default/resolution of the credit

institution is laid down by law - a new creditor class.

On 8 November 2017, the Danish Financial Super-
visory Authority submitted for consultation a draft
bill to amend the Financial Business Act to imple-
ment the proposal for a new creditor class. The
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proposal creates greater transparency for investors,
which is important.

In addition, the Commission has proposed new rules
about an MREL guidance. If adopted, this proposal
will add a new element on top of the MREL, i.e. an
MREL guidance, which will be the Danish Financial
Supervisory Authority’s guidance on sufficient excess
capital adequacy relative to the MREL, cf. Box 7.

Proposal to amend the creditor hierarchy for resolution of credit institutions Box 7

Following negotiations on the European Commission’s
proposal to revise the BRRD (part of the Commission’s
package of proposals) agreement was reached in Oc-
tober 2017 on an amendment which means that credit
institutions will be able to issue a new, special type of
unsecured debt. The ranking of this debt in connection
with the default/resolution of the credit institution has
been laid down by law, cf. the chart.* This is primarily to
ensure a uniform creditor hierarchy across EU member
states when using the BRRD bail-in tool, thereby creating
greater transparency for investors and facilitating the use
of the bail-in tool for cross-border groups. It is proposed
to implement these rules via section 21 of the draft bill
to amend the Financial Business Act, which the Danish
Financial Supervisory Authority submitted for consultation
on 8 November 2017.

The problem in relation to the existing rules is that under
insolvency law some of the liabilities that can be used

for MREL purposes rank alongside liabilities that must or
can be exempted from bail-in in a resolution. This may

be because they are completely exempted from bail-in or
because they may be specifically exempted from bail-in

to ensure continuation of critical functions or to prevent
contagion. This means that the liabilities actually used in a
bail-in must bear a larger relative share of the losses. Con-
sequently, it could be difficult to ensure that no creditor
incurs greater losses than would have been the case if the
institution had been wound up under normal insolvency
proceedings (the “no creditor worse off” principle).

The requirements for the new type of debt instrument
are that they have a minimum original maturity of 1 year,
that they do not have derivative-like characteristics, and
that the contractual documentation refers directly to the
relevant ranking provision in the draft bill.

According to the proposal, the amendments to the credit-
or hierarchy are to take effect on 1 July 2018 and apply to
liabilities issued after 1 January 2018.

The institution

Bail-in hierarchy

Loss-absorbing liabilities*
Order of losses

Tier 1 capital

Additional Tier 1 capital

Tier 2 capital

Non-preferred senior debt?

itself

Senior debt

Other non-subordinated
unsecured claims

Preferential deposits
> 100,000 euro

Note:  The colours indicate the following: Blue) Equity and
capital instruments, Purple) Senior unsecured debt,
Green) Certain deposits.

1. The bail-in tool is applied after the capital instruments
have been fully written down and/or converted to
Common Equity Tier 1 instruments. The order of losses is
described in Danmarks Nationalbank, Financial Stability,
2nd Half, 2015.

2. Debt instruments used for compliance with the MREL will
be placed in a special senior debt class after the expected
entry into force on 1 July 2018 of the draft bill to amend
the Financial Business Act. Moreover, according to the pro-
posal, the class may also include instruments with shorter
maturities than the 1-year MREL, and mortgage banks,
which are exempt from the bail-in rules, will also be able to
issue commitments comprised by the proposed class.

1. Cf. Proposal for a Directive of the European Parliament and of the Council on amending Directive 2014/59/EU of the European Parliament and
of the Council as regards the ranking of unsecured debt instruments in insolvency hierarchy, COM(2016) 853.
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MREL must support resolution plans

The EU’s Bank Recovery and Resolution Directive,
BRRD, gives the national resolution authorities

a number of tools enabling them to restructure
systemically important institutions without the use
of government funds. This is ensured, inter alia, by
writing down or converting capital instruments,
and by ensuring that subordinated and unsecured
liabilities are, to the necessary extent, written down
or converted to shares and other equity in order to
absorb losses in and/or recapitalise a failing financial
institution, i.e. bail-in.?*

For the resolution tools to be applied as intended

in a specific situation, the resolution authorities

must prepare a credible resolution plan for each
institution or group. A key element of the individ-

ual resolution plan is to set a minimum requirement
for eligible liabilities, MREL. In Denmark, the Danish
Financial Supervisory Authority sets the MREL for the
individual institutions or groups.??

The MREL may be met using capital instruments
and unsecured debt instruments with a remaining
maturity of at least 1 year. When the resolution
authorities take control of a failing institution,

the MREL ensures that bail-in can take place to a
sufficient extent to absorb the losses and to recap-
italise if the institution is to return to the market.
The MREL also supports the principle that primar-
ily shareholders and subordinated and unsecured
creditors (except depositors) bear the losses. Box 7
describes the position of the new kind of unsecured
debt to meet the MREL in the hierarchy of loss-ab-
sorbing liabilities (bail-in order).

MREL for SIFI banks

The Danish Financial Supervisory Authority’s reso-
lution principle for SIFI banks is that it should be pos-
sible to restructure the banks and return them to the
market with sufficient capitalisation to ensure market

21 A more detailed description of the EU’s recovery and resolution
regime, which has been implemented by Act No. 333 og 31 March
2015 and Act No. 334 og 31 March 2015, can be found in Danmarks
Nationalbank, Financial Stability, 2nd Half, 2015.

22 The powers as resolution authority in Denmark are split between the
Danish Financial Supervisory Authority, which has powers in relation
to “going concern” institutions, and the Financial Stability Company,
which has powers in relation to “gone concerns”.
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confidence. To support this resolution strategy, the
Danish Financial Supervisory Authority is expected to
set the MREL for SIFI banks at twice the solvency need
plus twice the capital buffer requirement?.

According to the Commission Delegated Regula-
tion?t, the MREL must comprise a loss absorption
amount corresponding to the capital requirement
including capital buffer requirements and a recap-
italisation amount, at least corresponding to the
capital requirement and any additional amounts
necessary to ensure market confidence after appli-
cation of resolution tools.

As regards setting the MREL for the individual
institution, it is essential that the authorities adjust
the quality and level of loss absorption and recap-
italisation on the basis of its risk profile, size, inter-
connectedness and the resolution strategy chosen.
Sufficient eligible liabilities will be required if it is to
be possible and credible for the resolution author-
ity to restructure a failing SIFI without the use of
government funds.

Mortgage banks are exempt from MREL

The Danish implementation of the BRRD prevents
the authorities from using the bail-in tool for
mortgage banks, which are therefore exempt from
having to meet an MREL. Instead, a special Danish
supplementary capital requirement - the debt buf-
fer requirement - applies to mortgage banks. For
all mortgage banks, it is 2 per cent of the institu-
tion’s total unweighted lending, irrespective of the
institution’s risks. Danish legislation assumes that
a mortgage bank can always be resolved using the
resolution tools, except for bail-in, combined with
the special winding-up model for mortgage banks,
and that the BRRD resolution objectives will be met
in this way. Consequently, the Resolution Fund can
not be the ‘back stop’ for resolution of mortgage
banks, unlike for the other SIFls.

23 Cf. Danish Financial Supervisory Authority’s press release, Preliminary
principles for resolution plans and MREL for systemic banks, January
2017 (link) and the Danish Financial Supervisory Authority’s memo on
principles for resolution and MREL for small and medium-sized banks
(only in Danish). (/ink)

24 Cf. Articles 1 and 2 of Commission Delegated Regulation (EU)
2016/1450 of 23 May 2016 supplementing Directive 2014/59/EU of
the European Parliament and of the Council with regard to regulatory
technical standards specifying the criteria relating to the method-
ology for setting the minimum requirement for own funds and
eligible liabilities.


https://www.finanstilsynet.dk/en/Nyheder-og-Presse/Pressemeddelelser/2017/PM-Foreloebige-principper-for-afviklingsplaner-og-nep-krav-systemiske-pengeinstitutter
https://www.finanstilsynet.dk/da/Nyheder-og-Presse/Pressemeddelelser/2017/PM-nepkrav301017
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It is assessed that full or partial use of the special
winding-up model will entail a substantial risk that
the total lending capacity cannot be maintained and
that there will be a contagion effect on the rest of
the financial system.?* When the conditions are not
always met, it is not possible to implement the BRRD
exemption as an absolute exemption. It should be
up to the resolution authorities to assess whether
the individual institutions can be deemed to be
comprised by the exemption, as it is under the Single
Resolution Mechanism, SRM?25,

To ensure credible resolution planning, it must
therefore be possible to set an MREL for mortgage
banks so that use of the bail-in tool can be planned
for. Otherwise there will be an increased risk that the
Danish government will have to step in to rescue a
failing institution.

Given that the resolution strategies should always
be based on the groups’ structures and business
models, it is assessed that the preferred resolution
strategy should be resolution of the group as a
whole. However, this requires that a consolidated
MREL can be set that includes the group’s mortgage
credit entity.?’

25 Cf. Danmarks Nationalbank, Financial Stability, 2nd Half, 2015, pp.
57-61 (link), which elaborates on the special conditions applying to
the recovery and resolution of mortgage banks and the potential
consequences of applying the special winding-up model. Asbjgrn
Klein and Jacob Malte Svanborg, Too-big-to-fail can be solved inex-
pensively, Danmarks Nationalbank Analysis, No. 1, 2017 (/ink) presents
calculations showing that the price of setting an MREL for mortgage
banks is low.

26 Cf. Article 12(5) of Regulation (EU) No 806/2014 of the European
Parliament and of the Council of 15 July 2014 establishing uniform
rules and a uniform procedure for the resolution of credit institutions
and certain investment firms in the framework of a Single Resolution
Mechanism and a Single Resolution Fund and amending Regulation
(EU) No 1093/2010.

27 See Danmarks Nationalbank, Resolution strategy for SIFI groups,
Danmarks Nationalbank Analysis, No. 21, 2017 (to be published), for
further details regarding the resolution strategy for mortgage banks.

The Danish approach
to resolution of non-SIFls

Resolution strategy for banks with
balance sheet totals of less than 3 billion euro

The Danish resolution authorities’ resolution strategy
for the smallest non-SIFls to be supported by the
MREL is a controlled “liquidation” of the institution
rather than continuation. Liquidation will take place
according to an arrangement which has been ap-
proved by the European Commission under the EU
rules on state aid and which assumes full bail-in of
creditors, cf. Box 8.

The Danish Financial Supervisory Authority is ex-
pected to set the MREL, which, besides the solvency
need and capital buffers, will consist of an MREL
add-on corresponding to a loss-absorbing add-on
and a recapitalisation amount that will jointly be
within the range 3.5-6 per cent of risk-weighted
exposures.

The Danish Financial Supervisory Authority describes
the solution with MREL add-on for non-SIFls with
balance sheet totals of less than 3 billion euro as

a model that will improve the possibility of finding
private sector solutions. This is different from the
approach described previously where the MREL
ensures sufficient funds for loss absorption and pos-
sibly recapitalisation in a resolution.

With an MREL add-on of this size, unsecured cred-
itors and creditors having deposits exceeding the
depositor guarantee should expect considerable

28


http://www.nationalbanken.dk/en/publications/Documents/2015/12/Financial_Stability_2Half_2015.pdf
http://www.nationalbanken.dk/en/publications/Documents/2017/01/Too-big-to-fail%20can%20be%20solved%20inexpensively.pdf
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losses if a private sector solution cannot be found in
the recovery phase.

Denmark takes a different approach to setting
MRELs for small institutions than e.g. Sweden and
the UK.?® Those countries only set MREL correspond-
ing to the total capital requirement, the strategy
being simplified resolution that does not require
recapitalisation.

Resolution strategy for banks with balance
sheet totals of more than 3 billion euro

For institutions with balance sheet totals of more
than 3 billion euro,? the Danish Financial Supervis-
ory Authority expects to set MREL according to the
same principles as for the smaller institutions, but
with higher recapitalisation amounts.*® However, the
MREL for Spar Nord Bank will be set according to
the principles for SIFls since the resolution strategy
is to continue the institution, as it is for the SIFls.
Therefore, it should be considered whether the
institution is also to be regarded as a SIFl when it is
a going concern.

The resolution strategy for other non-SIFls with
balance sheet totals of more than 3 billion euro has
not yet been published. In its state aid approval, the
Commission emphasises that the use of government
funds for resolution of such institutions requires
individual state aid approval. This means that plan-
ning can only take into account loss absorbsion and
possibly recapitalisation in the form of write-down
and conversion of creditor claims.

28 Cf. Riksgalden, Decision memorandum - Application of the minimum
requirement for won funds and eligible liablilities, February, 2017,
(link) and Bank of England, Internal MREL - the Bank of England’s ap-
proach to setting a minimum requirement for own funds and eligible
liabilities (MREL) within groups, and further issues, October, 2017.
(link)

29 As of end-2nd quarter 2017, this group consisted of Arbejdernes
Landsbank, Saxo Bank,Ringkjgbing Landbobank, Sparekassen
Kronjylland and Vestjydsk Bank.

30 Depending on the bank size, the total MREL add-on will be up to
5 per cent of risk-weighted exposures higher than for banks with
balance sheet totals of less than 3 billion euro.

29

State aid approved Danish resolution Box 8
scheme for banks with balance sheet
totals of less than 3 billion euro

In August 2017, Denmark received prior approval from
the Commission under the state aid rules for a Danish
resolution scheme for banks with balance sheet totals
of less than 3 billion euro. The approval applies for 12
months with a possibility of extension. It is a “revival” of
the resolution model introduced by Bank Package 3*.

As part of the scheme, the Danish resolution authorities
have made a commitment to fully apply the bail-in tool in
combination with “sale of business” and the “bridge insti-
tution”. This primarily means that the institution’s credit-
ors must absorb all the institution’s losses in accordance
with the creditor hierarchy. After that, the Financial Stabil-
ity Company may attempt to sell the institution within a
period of six months. For a 6-month period, the Financial
Stability Company may then try to sell the institution
after capitalisation of a bridge institution using funds
from the Resolution Fund. If it does not succeed in selling
the institution, the Commission requires the Financial Sta-
bility Company to close the bridge institution. The bridge
institution must be resolved within 2 years.

1. Act No. 721 of June 25, 2010, amendment to act on Financial
Stability and the Commission’s Daily News of August 2, 2017.


https://www.riksgalden.se/globalassets/dokument_eng/financial-stability/mrel-decision-memorandum.pdf
http://www.bankofengland.co.uk/financialstability/Documents/resolution/mrelpolicy2016.pdf

ANALYSIS — DANMARKS NATIONALBANK
FINANCIAL STABILITY - 2ND HALF 2017

Appendix to the Financial Stability
analysis: data

The analysis of the earnings, liquidity and own funds
of Danish credit institutions is based on the six credit
institutions in 2017 classified by the Danish Finan-
cial Supervisory Authority as systemically important
financial institutions, SIFls, and the non-systemic
banks grouped by the Danish Financial Supervisory

Authority as group 2 in 2017, cf. Table 1. Nordea Bank
Danmark is no longer a SIFI, as it was converted from
a subsidiary into a branch from 1 January 2017. In that

connection, Nordea Kredit was classified as a SIFI.
Unlike in the Danish Financial Supervisory Authority’s

group 2, Saxo Bank has been omitted from the popu-

lation due to its business model. The grouping also
applies back in time.

In the analysis and assessment of lending activity, focus
is on the grouping of large and medium-sized banks in
Danmarks Nationalbank’s lending survey. Large banks
are the Danish Financial Supervisory Authority’s group
1 plus Nordea Bank Danmark, while medium-sized
banks are the Danish Financial Supervisory Authority’s
group 2 plus Handelsbanken and Santander Consumer
Bank. In the analysis of NPL banks from Danish Finan-
cial Supervision Authority’s group 1 and 2 are included.

The analysis applies the term “credit institutions” when
referring to both banking and mortgage banking
activities.

Banks and mortgage banks in the analysis by total assets as at 30 June 2017, kr. million Table 1
Systemic financial institutions Amount Non-systemic banks (continued) Belgb
Danske Bank (including Realkredit Danmark) 3,241,379 Sparekassen Kronjylland 22,981
Nykredit Realkredit (including Nykredit Bank) 1,379,698 Vestjysk Bank 22,486
Jyske Bank (including BRFkredit) 579,856 Sparekassen Sjalland 20,748
Nordea Kredit 434,459 Nordjyske Bank 20,104
DLR Kredit 155,419 Lan & Spar Bank 18,442
Sydbank 140,071 Sparekassen Vendsyssel 17,206
Systemic financial institutions, total 5,930,881 Jutlander Bank 16,002

Den Jyske Sparekasse 14,994
Systemic banks Non-systemc banks, total 304,147

Danske Bank 2,236,750
Jyske Bank 293,601
Nykredit Bank 165,147
Sydbank 142,326
Systemc banks, total 2,837,824

Non-systemic banks

Spar Nord Bank 79,686
Arbejdernes Landsbank 46,025
Ringkjgbing Landbobank 25,474

Mortgage banks

Nykredit Realkredit 1,322,924
Realkredit Danmark 851,561
Totalkredit 707,160
Nordea Kredit 434,459
BRFkredit 318,078
DLR Kredit 155,419
LR Realkredit 22,627
Mortgage banks, total 3,812,229

Note:  The total assets of systemic banks, non-systemic banks and mortgage banks are stated at bank-specific level, while the total assets of

the systemic groups are stated at group level.
Source: Danish Financial Supervisory Authority and annual accounts.
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