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Abstract

There is a great amount of media coverage and literature surrounding the
Basel III framework. Sweden has been given particular attention due to the readiness
in which the Swedish Financial Supervisory Authority (SFSA) has implemented the
corresponding framework through the directives and requirements of the European
Union. Although a vast amount of attention has been given these implementations
there is a lack of response from the side of the banks in the statements. Literature
such as The Bankers’ New Clothes by Admati and Hellwig (2013) show that banks
and regulators can have very different perspectives on what needs to be regulated and
what type of regulations will lead to a healthy banking system. This thesis report
analyzes the reactions of the major and systemically important banks in regards to the
new regulations. The four major banks in Sweden (SEB, Swedbank, Svenska
Handelsbanken and Nordea) have been interviewed to bring forth their perspectives of
the new regulations in light of statements made by the SFSA. This report concludes
that the general implementation of the regulations has been a heavy weight to for the
banks to handle as far as human capital and high level of technicality considers. This
study also shows that banks are managing the new implementations that have been
made, as of today. However, when the future effects of the regulation requirements
are considered, the bank representatives worry about possible negative consequences

as a result of the current requirements.
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1. Introduction

1.1 Problem Statement

Today the economic and global financial systems are finding their way back to
a more positive economic outlook, but not without forgetting the financial crisis of
2008. Since the crisis, there has been a demand for more stringent bank regulations
with stressing a need for more transparency and the management of the newly
identified risks. To take on the responsibility of such global financial policies there
are institutions, such as the Bank for International Settlements (BIS) and the Basel
Committee on Banking Supervision (BCBS), whose objective is to make international
frameworks and standards to create a more stable financial environment (Bank for
International Settlements 2014). Regulations and implementations are carried out by
national governments whose responsibility is to follow through on the
implementations in accordance to the strength of their economy and banking systems.

This report calls to attention the recent increase in regulations made by the
Swedish Financial Supervisory Authority (SFSA). These regulations affect the major,
systemically important Swedish banks to a greater extent due to additional regulations
imposed upon them. These major, systemically important banks are: Nordea,
Skandinaviska Enskilda Banken (SEB), Swedbank and Svenska Handelsbanken
(SHB). These are by definition the largest banks in Sweden as they have a total
revenue four times the size of Sweden’s GDP (Swedish Financial Supervisory
Authority risk report 2013). Systemically important banks are, by definition, the
banks that significantly can compromise the stability of the financial system (Swedish
central bank 2013).

The European Union (EU) has created the Capital Requirements Regulation
(CRR) and Capital Requirements Directive IV (CRD IV), which later will be referred
to as the CRD IV package. This package is to correspond to the Basel III Accord
(European Banking Authority 2014). In Sweden the SFSA has been implicit about a
swift implementation of the CRD IV package. The first round of the CRD IV package
came into force January 1 2014, much earlier than the required time frame imposed
by the EU (Swedish Financial Supervisory Authority 2013).

Sweden is one of the countries that have been proactive in the early

implementation of the framework. The new requirements being set for Swedish banks



have been recognized nationally and internationally by media channels such as
Svenska Dagbladet (Svenska Dagbladet 2011) and Bloomberg (Levring & Carlstréom
2013). Many are impressed by the great initiative the SFSA is taking. How banks
have been affected by the initiative has, however, not been as emphasized. The SFSA
and the EU have worked to build a regulatory framework that will create a more
sustainable banking system. Will the regulations cause any negative side effects for
the banks in the future? The nuanced discussion of perspectives between the banks
and the SFSA is aimed to give a more balanced understanding of the benefits as well

as the difficulties being experienced by the banks in regards to the new regulations.

1.2 Purpose

The aim of this research report is to analyze the reactions of the four major
Swedish banks to the implementation of the CRD IV package made by the European
Commission and the Swedish Financial Supervisory Authority. An assessment of the
potential side effects regarding this sort of regulatory framework will also be
conducted. The objective will be met through researching and drawing conclusions

from the following question:

How have the four major Swedish banks reacted to the increased regulations
imposed by the Swedish Financial Supervisory Authority?

The main question will be answered with the help of two supporting questions:
a. What are the possible side effects associated with these regulations?

b. Will the new regulations protect banks in a future crisis?

1.3 Background: Leading up to Basel 111

An understanding of various international and national institutions is
fundamental for this report. The background has been written to give a brief
explanation of the various institutions, regulating bodies and frameworks which have

contributed to the regulations being implemented in Sweden today.

1.3.1 Bank for International Settlements

Following the First World War, the Bank for International Settlements was
formed to handle the payments Germany was to pay as a result of the Treaty of
Versailles. After the various international settlements were carried out, the institution

remained the key international collaborator providing, for example, monetary policy



support to national banks around the world. The bank that was founded in 1930 in
Basel, Switzerland became a great platform carrying out the services of a commercial
bank offering both monetary and financial stability to central banks as well as other
agencies around the world. The bank describes its position as an international
mediator between banks and other financial authorities (Bank for International

Settlements 2014).

1.3.2 Basel Committee on Banking Supervision
As one of the main monetary actors in the 1970°s and 1980’s, the BIS was an

entity supporting the Bretton Woods agreement which tied international currencies to
the U.S. dollar. The failure of this system led to the development of what today is
called the Basel Committee on Banking Supervision, which was formed by the central
bank governors of the G10 countries. (Bank for International Settlements, BCBS
2013)

The goal of this new committee was to increase the quality of banking and
create a more stable international banking environment. At the time of its
establishment in 1988, the G10 countries had already experienced various crises and
were keen to mitigate the foreign exchange losses and unruly monetary policies that
were affecting a more and more connected financial system. As of today the
committee has a total of 27 member countries' (Bank for International Settlements,
June 2013).

Today, the BCBS continues to set international guidelines to create more
stable financial systems through agreement among the member states. However, the
committee cannot see through the implementation of the guidelines and
recommendations it publishes. It is the responsibility of each nation as a member to
implement the guidelines within their country (Bank for International Settlements
June 2011). The regulation frameworks made by the Basel Committee are considered
minimum requirements and countries may exceed these requirements to make them
more personalized to the capacities of different nations. (European Union 2013).

One of the main goals of the Basel Committee is to develop regulations in line

with the changes in global economy. This is reflected through the many amendments

1 G10: Belgium, Canada, France, Germany, Italy, Japan, Netherlands, Sweden, Switzerland, United
Kingdom and United States of America. Additional member states: Argentina, Australia, Brazil, China,
Hong Kong SAR, India, Indonesia, Korea, Luxemburg, Mexico, Russia, Saudi Arabia, Singapore,
South Africa, Spain, Turkey. Observers: European Commission, EBA and the European Central Bank.



that develop in between the implementation of each accord and the fact that the
Accords are frameworks that build upon each other. Each accord has been
implemented as reactions to major fluctuations in the economic system. (Bank for

International Settlements 2014).

1.3.3 Basel I (the 1988 Accord)

The Basel Accord which acts as the first reform of the Basel Committee was
presented in 1988. In light of the Latin American debt crisis and the savings & loans
crisis of the 1970’s and 1980’s, the committee agreed that a system of regulations for
international banks was necessary. In particular, the committee saw the need for
capital requirements within the financial system. (Bank for International Settlements
2013).

There were two parts to the Basel Accord of 1988. The first part was capital
requirements of 8 percent” and the other was the implementation of a risk weighting
system to assess and evaluate different credits within the banks chances of default and
so that they could be categorized in a manner that more visibly portrayed how much
risk the bank was carrying. The risk weighting system sought to create more
comprehensible risk assessments as well as measure counter party credit risk which
was becoming relevant on a national and international scale with the development of
internal loans in the banking system. (Bank for International Settlements 2013).
During the years leading up to, and after, the full implementation of the Accord,
additional supplementary amendments of various requirements evolved alongside the

Accords, satisfying the needs for clarification and further reform.

1.3.4 Basel II — Introducing the Pillars

Building onto the original Accord of 1988 was the Basel 1I, which was
introduced in 2004. The new features of the Basel II were designed to meet the
innovations of the financial system that had been developed in the late eighties and
nineties as a result of deregulations and other instruments which had evolved on the
market (Bank for International Settlements 2013). As before, the capital requirements
and standardized rules from the first Basel Accord and the amendments were

included, as well as the risk weighting system which was evolving to be more

2 The Accord called for a minimum capital ratio of capital to risk-weighted assets of 8 percent to be
fully implemented by the end of 1992.



proactive in the way the internal assessment process was carried out. The Basel II
came with a new type of framework, which was built based on three pillars: capital
requirements, supervisory review process and market discipline.

The first pillar, which builds on the 1988 Accord, is the Minimum Capital
Requirements which was set to a tier 1 capital’ of at least 8 percent of risk-weighted
assets. The second pillar concerns the internal supervision and transparency and
setting regulations for the Supervisory Review Process. This process includes the
intervention of supervisors to prevent capital from falling below capital requirements,
as well as an overall supervision of the capital adequacy in relation to the firm’s
specific risk profile (Bank for International Settlements 2001). The third pillar,
Market Discipline, is supposed to prevent banks and other entities from taking
excessive risk. The entities are required to reveal relevant data to the public so that
they are able to properly assess the condition of the entity. (Bank for International
Settlements 2001).

The most difficult aspect of the implementation of the Basel III Accord was
determining a timescale for implementation that all countries could agree on. The
challenge was not only about identifying a fair timescale, but also finding requirement
levels that would not put any country to a disadvantage. In 2006, many were realizing
that the requirements of Basel II were not enough. At this point many countries had
yet to make the minimum regulation implementation. (Bank for International

Settlements 2013).

3 The Tier 1 capital largely consisted of shareholders’ equity and disclosed reserves



2. Methodology

Collis & Hussey (2009) state that there are three ambitions of social science
research: descriptive, exploratory and explanatory. When problems are in a
preliminary stage (i.e. when the issue was recently observed and sufficient data is
scarce), exploratory research is applied. According to Shields & Rangarajan (2013) an
exploratory research is created for an issue that has yet to be clearly defined and it is
often conducted before knowledge is received to postulate an explanatory
relationship. The aim of an exploratory approach, and thus the aim of this thesis
report, has been to provide a significant understanding of the subject or issue rather
than to propose solutions.

There are two different paradigms that are most frequently used when carrying
out research, interpretivism and positivism (Collis & Hussey 2009). Interpretivism is
most commonly associated with a qualitative research method as it relies on the
researcher’s interpretation and understanding of social action rather than measuring
social structures through a quantitative research method. An interpretive paradigm has
been used in this report due to the qualitative nature of the problem statement and
objective of the research. The research began with a sense of understanding for the
problem statement, and the aim thereafter was to delve deeper into the complexities
and relative truths that surrounded the subject.

The research carried out for the thesis report has been of an abductive nature,
meaning that the analysis began after the initial collection of data. Thereafter, new
collection of data has depended on the results of the preceding analysis. The empirical
data has been formatted to present the information in a manner that leads the reader

intuitively through the investigation of the research questions.

2.1 Literature Review

The aim of using the literature has been to pinpoint the possible criticism (if
any) among the banks and to narrow down which areas of the regulation were
considered most important or difficult to implement. This criticism has aided the
construction of the interview questions. Among the sources of second hand data are
two pieces of literature which specifically critique the Basel Il framework; these are the
pieces of writing by Chorafas (2011) and Admati & Hellwig (2013). Throughout the
literature, the subjectivity of these authors has been taken into account. There has been

a limited use of these resources due to the lack of objectivity. The main purpose of this



literature has been to give an understanding of the issue and discussion surrounding the
foundation the Basel Il framework during the initial research phase.

Chorafas (2011) condemns the regulators and their inability to set the levels
that are required as a result from the inefficiencies in the financial system. While
Admati & Hellwig (2013) underline the weaknesses of the Basel III framework with
regards to the unwillingness of many banks and governments to cooperate with
regulation. These authors argue that the Basel Committee too easily accepts the
banks’ and governments’ unwillingness to take on more stringent regulation.

The official reports and documents from the four major banks
(Handelsbanken, SEB, Swedbank and Nordea) have been acquired from their
respective home page. Although the banks’ annual reports have been written with
subjectivity, the reports have been pursued and audited by an independent accountant
and are therefore considered to obtain a valid level of criticism. The reports conducted
from the economic institutions are considered of high credibility, as these institutions

are constantly kept under high scrutiny from independent actors.

2.2 Interviews

To gain more insight to the problem statement, a representative from each of the
four major Swedish banks has been interviewed. The primary data has been gathered
through semi-constructed interviews where the interviewers have allowed the
interviewee to introduce new thoughts and ideas within the subject of research, in line
with the interpretive paradigm of the research. The self-administered interview
templates will be found in the appendix.

The authors have been aware of the unbalanced conclusions that can be made with
a subjective approach. This is could have occurred if only the arguments of the
interviews had been used in drawing conclusions. It is difficult to maintain complete
objectivity in a project of this nature where interviews regarding opinions and
perceptions of one representative from each entity are carried out. In order to maintain
an objective point of view, an analysis of secondary data from the Swedish Financial
Supervisory Authority perspective regarding the issues has also been carried out to
avoid being colored by only the opinions of the banks.

After reviewing the interviews it was found that many of the questions could

be bundled together to cover different areas of the discussion. The different categories

of responses have been established corresponding to the regulation requirements



which are prevalent today. The representatives were prior to the interview informed
that their responses would be presented anonymously in the thesis paper. This has
been done to make the representatives more comfortable in giving more practical
reflections as well as increasing the amount of additional discussions which the
representatives find relevant to the subject. Also, it avoids making conclusions about
specific banks, as the goal is to analyze the four major Swedish banks as a whole. The
representatives have received the research paper prior to deadline to be able to correct

any misconceptions.

2.3 Interviewees

The persons that have been chosen to participate in the interviews have been
found within each respective bank to hold a high validity in their opinions due to the
positions they hold within each bank. These positions are such that the interviewee has
great insights in the implementation process of the regulatory frameworks carried out
by the SFSA. The authors have either contacted the bank representatives through
allocating their division and thereafter being recommended the most fitting candidate
for the interview. In other cases an approach was made to a mediator of the bank who
gave the most appropriate match. In one way or another the respective bank has been
able to provide interviewees which have credible backgrounds and can represent the

bank in a fair manner.

2.3.1 Nordea

Fredrik Sodergren represented Nordea in the interviews. Fredrik has worked
for the bank almost three years and is working on the regulations department where
they are responsible for the reports regarding capital requirements. Furthermore,
Fredrik is also collaborating (alongside other Swedish banks) with the Swedish
Financial Supervisory Authority to harmonize theory and practice. The telephone

interview with Fredrik was conducted on the 25™ of April 2014.

2.3.2 Handelsbanken
Martin Blavarg is currently based in London and works with Investment

Relations. He was previously responsible for the operations and reports regarding
credit risk, at the time when Basel II was in force. Martin was previously chief
economist at the SFSA as well as deputy head of financial stability at the Swedish
central bank. The interview took place on April 29", 2014.



2.3.3 SEB
Pontus Hult is a finance manager in SEB, stationed in Stockholm. Pontus
works with risk reporting, which involves all reports regarding CRD IV/CRR. On the

5™ of May 2014 the interview with Pontus was conducted.

2.3.4 Swedbank

Olof Sundblad represented Swedbank in the interview and is stationed in
Stockholm. He is currently working with treasury management and is head of capital
and asset/liability management. Olof works with the interpretation of regulations.

This interview was also completed on the 5" of May 2014.

2.4 Credibility

Collis & Hussey (2009) state that reliability is the absence (or presence) of
differences in results, if the same research were to be repeated multiple times. Bryman
& Bell (2011) explains that reliability is often associated to quantitative research and
the reason why reliability is considered of lesser importance in qualitative studies,
such as this research report. Given this study have been under an interpretive
paradigm, reliability is often low due to the small number of observations (Collis &
Hussey 2009).

Validity refers to the extent to which the findings accurately reflect the reality
(Collis & Hussey 2009). The validity will therefore also be an effect of the level of
objectivity when interpreting data as well as respondent’s level of objectivity to the
subject. It is understood that the respondents in the interviews have different
experiences regarding the subject, which have colored their responses. The
respondents have however been selected by the banks, which the authors consider to
be an advantage, as the banks have better knowledge in who is best suited to answer

questions regarding the subject of this research.



3. Framework of the Study

The framework of the study begins with general theories regarding regulation.
Thereafter, an introduction to the Basel III framework is given as well as giving an
explanation to how Basel III has become the CRD IV package. The perspective of the
SFSA regarding the CRD IV package and the additional requirements will then be

introduced.

3.1 Theoretical References

Throughout the years a vast amount of research has been carried out
investigating questions regarding the homogeneous application of regulation and the
outcome of various instruments of implementation. The following theories describing
the many branches and nuances of regulation theory are fundamental to understanding
the possible effects or perspectives that can arise surrounding the regulations that

have recently been carried out by the SFSA.

3.1.1 Regulation Theory

Regulations are carried out through the force of public agencies which set the
rules for a group of entities. The purpose of the regulation can either be to induce a
certain type of behavior or it can be preventative and take specific actions to avoid or
mitigate issues. Modes of influence vary from economic incentives (when for instance
trying to influence behavior) or punitive action if rules are not followed. (Baldwin
1990).

Market failure is the lack of responsibility or sustainable market behavior by
an industry. An effect of market failure is that public safety can be considered at risk.
At this point a regulating body deems the industry unfit or inefficient in self-
regulation. Regulation can also be the result of regulators trying to seek further social
or political objectives which go beyond simply correcting the market.

Giandomenica Majone (2002) describes regulation as scenario specific and
complex depending on the situation and risks being brought up. The perspective from
which one is analyzing a situation to understand why the conclusion has been met and
to which extent it correlates to other perspectives is also a determining factor in how
the outcome of a regulation is interpreted. Although criticized by theorists such as
Majone, pro-regulation arguments can often reflect the common saying that “it is

better to have something than nothing at all”. Therefore regulation is a word of its

10



maker, depending on who is analyzing the outcome, good or bad is often based on

different sets of criteria.

3.1.2 Effects of Regulation

When choosing to regulate Baldwin (1990) state that the decision needs to be
made as to how the problem or risk should be approached. The options are to either
work towards preventing the occurrence of risks or mitigating the identified risks.
This can be achieved by, for example, inducing a certain type of behavior that will
create resilience against the risk. Each option bears its own challenge of
implementation. The first option, preventative regulation, is according to Majone
(2002) of a preemptive nature where the weakness of this type of regulation lies in its
uncertainty. The advocators of risk mitigation argue that this type of regulation
creates a more sustainable “touch and go”-concept which is of a responsive character
where regulations are implemented through the adaption of the system. This approach
can therefore be seen as evolving with the risks and reacting to rather than trying to
predict the risk.

Once the initial challenges of regulation are overcome, the remedy and levels
of regulation are amongst the next aspects to be considered by the regulator. The
established levels and requirements of a framework will have a great effect on the
result of the regulation. The results will often not be seen until after the regulation has
been implemented. The following theories will describe how the challenges of

regulation reveal themselves after implementation. (Baldwin, Cave & Lodge 2011)

3.1.3 Under & Over regulation

The ideal balance between regulation and “freedom” within industries is often
difficult to pinpoint. Baldwin, Cave & Lodge (2011) claims that regulation can easily
fall onto one or the other side of a balanced spectrum leading to what is known as
under and over regulation, both result in a failure for the regulation to reach its initial
objective. There is often a false correlation made between regulation and a red light,
making regulation seem like an endless list of “don’ts”. The red light example is the
side of regulation that is defined as over regulation.

An example of the countervailing effect of regulation is also given by the
authors, where they describe interventions in the banking field which are supposed to
create stability but instead cause runs in the banking sector. As a result banks may

move towards less regulated areas to conduct their business or become less

11



transparent. A perverse effect of over regulation is that it can lead to under regulation.
If regulations are too precise or “over prescriptive” they can become difficult to apply
to the fundamental aspect of the risk. In only the exact measures covered in the
regulation will be averted rather than the broader spectrum of the risk leading to a
case of under regulation.

Professor Sam Peltzman (1989) describes interest groups as the parties
affected by regulations that compete, each working to maximize their own group’s
utility from regulation. The interest group can also see a disadvantage of a regulation
and want to work against it. The stronger this opponent group is, the more resources it
has which can overrule the regulation proposal. Hence, regulation can be battered
down or shaped by the interests of other parties (i.e. not the greater public interest)

and lead to a situation of under regulation.

3.1.4 Regulatory Lag Hypothesis

Regulatory lag as explained by Fraser & Kannan (1990) is a hypothesis that
argues that increased regulation will result in increasing risk due to the elongated
process of regulation. According to Joskow & MacAvoy (1975), the reason for
increasing risk exposure is that regulation falls behind in responding to changes in the
market. For example, the regulatory framework of Basel II grew out of the concern
that Basel I did not fully cover the risks associated with the developing banking
activities at the time (Shadow Financial Regulatory Committee 2007). Regulatory lag
occurs when the regulatory framework stays the same while market characteristics
change to the point that the regulations no longer are relevant to the risks the banks,
for example, are exposed to. Lag can also occur if a risk breaks down a system before

the correlating regulation is fully effective, meaning the regulation is too late.

3.1.5 Why Regulation Fails

Regulation is, as Baldwin (1990) states, most often developed to help solve a
problem or induce a new behavior in society. Thanks to the media and other sources
the public is more likely to see how these regulatory initiatives are criticized for not
meeting goals or failing to prevent the risk that they originally set out to eliminate.
These examples of regulatory failure are not difficult to miss and it begs the question,
what defines regulatory failure? The authors continues by stating that, to pinpoint
what regulatory failure is, it is important to understand the variations of regulatory

failure because there is not merely a right or wrong outcome.

12



The following theses are expressed as reflections on why regulation can be
argued to be an inevitable failure. The German economist Hirschman (1991) summed
up the reactionary thought into three types of perspectives: perversity, futility and
jeopardy in explaining why regulation fails. The perversity theory acknowledges that
a reform can be made with good intentions however they argue that the result of the
reform will always have the same counterproductive or way of “backfiring”
(Hirschman 1991). Hirschman describes that futility theorists draw the conclusion that
regulation results in no change, positive or negative, and therefore fails to meet the
intentions of regulation since it does not result in anything. The third perspective of
the failure of reform, according to Hirschman (1991), is the jeopardy thesis. This
theory argues that reforms are mutually exclusive which means that one cannot be
implemented without considering how that will affect the already implemented

reform.

3.1.6 Risk-Based Regulation

Risk-based regulation is a system that attempts to anticipate risk in a system
rather than adhere to a set of prescriptive rules. What differentiates risk-based
regulation from traditional methods is the nature in which it works to mitigate
identified risks. Rather than identify the risks which are correlated to an already
established set of rules, risk-based regulation identifies risks and then builds a
framework in reaction to the risks.

According to Baldwin & Black (2010), this method of regulation has become
more popular in recent years because it is seen as a way to make complex risks more
manageable and build more justifiable foundations for regulation. It has also been
welcomed due to the systematic and transparent nature of the calculations which
make it a reliable source to identify risks and their potential impact.

The authors continue to describe that when the risk framework is established,
it is often designed so that the different areas of regulation pertaining to each type or
variation of the identified risk can be clearly understood and implemented. From the
technical perspective, risk is identified through a type of scoring system in which the
different propensities or chance of occurrence can be measured and systematically
categorized. Critics of risk-based regulation question the reliability of the calculations
carried out in determining the most and least prevalent risks in an industry. They

argue that the results of the calculations are not objective because every stage of this

13



type of regulation is based on the choices of the regulator in correlation to the risks
that are to be assessed and how to define risks. The regulators also decide how to
prioritize the risks. This leads to a regulation which is colored by the regulators
underlying assumptions.

Critics, such as Majone (2002), raise various arguments against risk-based
regulation. It can have weaknesses due to its reliance on similar models to repeatedly
measure and establish risks. Other weaknesses after implementation that critics raise
are risk aversion lag and regulation “tunnel vision”. Tunnel vision after
implementation can occur due to the nature of the weighting system which gives the
heaviest risks the most attention and other risks which have been given lower
priorities are not given as much attention. A lag in risk aversion has been recorded
when the regulators find themselves using the “established methods” rather than
looking for new risks that may be identified by other methods.

As shown throughout the text, regulation is a complex concept, which is
difficult in many aspects including rationalization, management and control of risk,
which in itself is difficult to define and control. Risk-based regulation is one of the
few forms of regulation that gives hope in managing the task of regulation for
regulators. According to Majone (2002) it is for this reason still considered a more
rational, cost-effective and controllable form of regulation while maintaining

transparency.

3.2 Basel 111

After the financial crisis of 2008-2012, the three pillars of the Basel II Accord
have been modified into the Basel III Accord and shall be fully implemented by 2019.
The concerns that were raised in 2006 were proved valid through the crisis of 2007-
08. The fall of Lehman Brothers and the domino effect this created in the financial
environment highlighted the weaknesses of the Basel II. Additional regulations have
been introduced in Basel III in regards to capital requirements. As one of the great
weaknesses of the financial system during the 2008 crisis was due to insolvency
issues (i.e. the banks had too much leverage). (Bank for International Settlements
2011).

According to the BCBS (2013), the new stipulations, with liquidity buffers
and an underlying capital that can be turned into liquid funds, aim to prevent any such

risks in the future. The fundamental changes that have been made from Basel II are
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the increase in amount of common equity tier 1 capital as well as introducing liquidity
requirements. These liquidity requirements aim to make the banks more self-sufficient
in times of financial distress, which will decrease the reliance banks have had on the
government and, by extension, the taxpayers. The reason for the increase in capital
requirements is to decrease the amount of leverage in financial entities (Bank for
International Settlements 2010).

The Basel III framework has been a target of criticism from many sources and
perspectives. In his book “Basel 111, the Devil and Global Banking” Chorafas (2011)
criticizes the prolonged time frame of implementation with the Basel III framework,
which he describes is the result of a massive amount of lobbying that has been carried
out by various banks and governments. The banks are the biggest opponents to the
regulation often with the argument that the regulation is too expensive, unnecessary or
both. The author also argues that the global financial system will have time to suffer
through another recession before the implementations are completed and he continues
by stating that the financial market needs higher requirements sooner rather than later.
Without creating a sense of hurry, he continues, the majority of the actors will
suppress the consequences that were a fact from the previous recession and thus the
framework would be wasted.

Admati & Hellwig (2013) more specifically criticize the mentality of banking
system as well as the regulatory body. They also agree on the ineffectiveness of the
minimum requirements that are placed on the banks. They argue that it is on the verge
to under regulation and thus they will not make a difference when it matters the most.
They also argue that there is not enough pressure on the institutions, which is why a

significant change is not likely to come with Basel II1.

3.3 European Union

According to the official website, one of the main tasks of the European Union
is to create uniformity in regulation within the member states. Given the recent
financial crisis, the importance of coordination through networks and reliance on
regulatory capacity has been illuminated. In the aftermath of the financial crisis has
been further institutional strengthening of the regulatory bodies (European Systemic

Risk Board 2014).
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3.3.1 European Commission

The European Commission is an executive function of the European Union,
which has the tasks to propose legislations and enforce European law, as well as
manage the EU policies (European Commission 2014). In the case of Basel III, the
European Commission (2014) has adopted an implementation of technical standard
(ITS) to harmonize the content and format of the reports from over 8 000 banks in the
European Union. The reason for this harmonization is due to the Basel Accord
amendments that are solely targeting the operations of multinational banks. All
member states of the EU are obligated to implement the new regulations and thus

Sweden is inevitably obligated to follow the CRD IV package.

3.3.2 CRD IV package

The CRD IV is based on directives regarding the establishment and
management of banking operations, corporate governance, risk management
requirements, and capital buffers. The CRR includes regulations regarding the
requirements of capital, liquidity, solvency and reporting (European Commission
2014). Together, these two create the CRD IV package.

There are two main aspects that differentiate Basel III from the CRD IV
package. The first one is that the CRD IV package has been implemented in European
law whereas Basel III is an internationally accepted agreement among the member
states of the Basel Committee. Furthermore, the capital adequacy agreements apply to
multinational active banks, while the CRD IV package has been harmonized to be
applicable to all banks and other financial entities in the European Union. To be able
to carry out this legislative process, some important changes have been made to the

banking regulatory framework (European Union 2013).

3.4 The Swedish Financial Supervisory Authority

The Basel Committee on Banking Supervision is a global network for
supervisory authorities where the Swedish Financial Supervisory Authority is a
member. The Swedish Government designated the SFSA to be the supervising
authority for the implementations of the CRD IV package and the complementary
directives to the mandatory stipulations (Swedish Financial Supervisory Authority
2013). Within the European Union regulations there are two kinds of implementations

to be considered, EU directive (such as CRD 1V) and EU regulation (such as CRR).
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EU regulation is immediately applicable and mandatory to every member state of the
European Union. EU directive is considered mandatory guidelines where the member
state is expected to impose national specific regulations. The SFSA has the authority
to impose additional regulations, based on EU directives. (Swedish Financial

Supervisory Authority 2013).

3.5 Sweden’s Financial Structure

Up until the 1990’s the mortgage lending entities and banks in Sweden
functioned as separate entities. In the mid 90’s a law was passed which allowed banks
to acquire mortgage institutions creating the major banking groups in Sweden today.
This was a turning point for the Swedish Financial structure because the
internalization of mortgage institutions and the deregulations that led up to these
structural changes throughout the 1980’s and 90’s. These changes are fundamental to
the explanation as to why Swedish banks have become more sensitive to changes in
the economy than before this change. Today Swedish banks’ reliance on market
funding, of both national and international nature, makes them at the mercy of the
confidence of investors. (Swedish Bankers’ Association 2013).

Today the SFSA sees the major Swedish banks as strong in regards to capital
and this past year in the has been defined as a good year with positive earnings
relative the macro environment and slow growth in the rest of the European zone
(Swedish Financial Supervisory Authority risk report 2013). In the SFSA risk report
of 2013 it has been acknowledged that each of the four major banks has met the
regulations requirements of the CRD IV package. Still, the SFSA finds many aspects
of the current financial system in Sweden to be of a risk filled nature. There are four
aspects of the Swedish banking system today that the SFSA regards as risks. The
structural risks include the interdependence of the Swedish banks, their dependency
on macroeconomic factors and their dependence on financing from the financial
markets.

These banks carry out the majority of the loan activity in Sweden and make up
40 percent of the financial activity. When describing the structural risks and
interdependence, the SFSA is referring to this structure in the banking system which
means that if one bank becomes weak and infected, it will most likely weaken the
other banks due to the interbank financial activity. Also, the banks are dependent on

their investors who are the main source of funding and will only continue to invest
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when the banks are reliable. It is important, the SFSA argues, that the banks maintain
a reputation for strength and reliability. (Swedish Financial Supervisory Authority

risk report 2013).

3.6 The Swedish Initiative

The SFSA and Sweden’s central bank have, according to their respective risk
reports (2013), detected what they find to be growing risks within the Swedish
economy based on the structure of the financial system that is largely dependent on
the mortgage and loan system. According to them, there is a structural risk with the
current high levels of household debt and the possible threat of a housing bubble. In
the risk report for 2013, the SFSA has kept a continued scrutiny of the banks’ capital
levels as well as liquidity risks and household debt in regards to the implications these
variables have an the major Swedish banks. It was with these factors in mind that the
SFSA has seen it necessary to take precautionary measures in the form of additional

requirements.

3.6.1 Capital Requirements

The Swedish Financial Supervisory Authority has implemented stricter
regulations and has also decided to implement them at an earlier stage. The CRD IV
package requires that common equity tier 1 capital will be at least 7 percent (4.5
percent + 2.5 percent buffer) of risk-weighted assets by 2019 (European Union 2013).
In terms of the four systemically important banks, the SFSA has set the common
equity tier 1 capital to 10 percent as of 1 January 2013 and 12 percent by 1 January
2015, including 2.5 percent buffers (Swedish Financial Supervisory Authority 2011).
Capital requirements on banks have thus been set well beyond the 7 percent common
equity tier 1 capital requirement. This was a direct result of the capital requirements
being recommended by the European Commission, extending beyond that of the

international recommendation.

3.6.2 Liquidity

The SFSA acknowledges that credit losses on Swedish mortgage loans have
been low the past 20 years. However, the level of risk is found to be higher today than
it was 20 years ago due to the growing expenses for Swedish households have which

have increased the exposure of risk. This, in turn, affects the overall risk exposure of
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the banks and contributes to the vulnerability of the Swedish banking system
(Swedish Financial Supervisory Authority risk report 2013).

Today the EU commission has taken on the established liquidity risk of the
banks, which uses LCR (Liquidity Coverage Ratios) to assess if a bank is liquid
enough to withstand a stressed situation. LCR ratios are process where the ratio
requirements increase with a final goal of 100 percent or more in 2018 (European
Union 2013). A ratio of 100 percent means that the banks have assets of a highly
liquid nature that cover a 30 day stress period. The SFSA has, however, deemed it
plausible to set the standard to above 100 percent already today for the major Swedish
banks due to their current capabilities. (Swedish Financial Supervisory Authority risk
report 2013). The stress tests are carried out with a scenario where the banks are put
in a situation where they experience diminishing earnings and an increase in credit
losses. According to the SFSA’s risk report (2013) the four major banks all pass the
stress test, however two of the banks would have to use the extent of their buffers to

survive.

3.6.3 Risk Weight Floors

Due to the relationship between liquidity risks, credit risks and capital
requirements, the SFSA has emphasized the importance of bank stability. As stated
earlier a great deal of lending in Sweden is composed of mortgages. The financing of
these loans is mainly carried out through secured bonds. According to the SFSA one
of the bank systems vulnerabilities is towards events such as falling house prices,
which would make the placement in these bonds more unreliable for investors. This
would in turn result in less investing which could significantly affect the bank system
in Sweden (Swedish Financial Supervisory Authority 2013). Due to these identified
vulnerabilities in the Swedish banking system, the SFSA states in their 2013 risk
report that they have found it necessary to intervene by implementing a risk-weight
floor.

When Basel II was implemented, the Swedish banks were allowed to use
internal risk weighting models known as IRB-models to calculate the correlating risk
weights to their credit exposures (Swedish Financial Supervisory Authority May
2013). All the credits that were calculated by using these models became considerably
lower. As mortgages in Sweden have been calculated in this manner, the resulting

calculations were average risk weights of 6 percent for the Swedish banks (Swedish
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central bank 2013). This is considerably lower than the original 50 percent that was
required in the first Basel Accord and the 35 percent alternative that the SFSA had
given as a pre-calculated template in Basel II (Swedish Financial Supervisory
Authority 2013).

In May 2013, the SFSA announced that a risk-weight floor of 15 percent for
Swedish mortgage loan portfolios would be introduced (Swedish Financial
Supervisory Authority May 2013). According to the institution, the fundamental
reason for the regulation is to decrease the amount of lending in Sweden. Parallel with
the implementation of the 15 percent floor, the SFSA also stated that if the mortgage
cap continued to be high further raising the risk-weight floor (Swedish Financial
Supervisory Authority Nov 2013).

In May 2014, during the compilation of this report, the SFSA decided on the
25 percent risk-weight floor (Swedish Financial Supervisory Authority May 2014).
The 25 percent risk-weight floor that is about to be implemented has been introduced
as a part of the overall capital adequacy requirements for the banks within the scope
of pillar II (Swedish Financial Supervisory Authority May 2013). Pillar II gives
SFSA the opportunity to impose additional capital (and liquidity) requirements
depending on the economic structure of Sweden, “in order to address higher-than-

normal risk”, according to the European Union (2013).
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4. Empirical Data

The empirical data has been setup so that the research question regarding the
reasoning behind the SFSA’s regulatory implementations have been discussed so as to
give an understanding of the requirements and the SFSA’s perspective on the Swedish
banking system today. The second part of the empirical data covers the interviews
conducted during the research, which aim to highlight the banks’ perspectives and
reflections of the requirements. Since, the objective of this report has been to get the
overall reaction of the major banks rather than their individual opinions, statements
made by the bank representatives have been presented anonymously. The authors
found that this gives a more complete picture of the banks’ perspectives as a whole.
This part has been set with a backdrop of each banks annual report to give an insight
into the bank’s levels of implementation with the various requirements. The interview
questions that have been brought up in the empirical data have been grouped in a
manner that categorizes the different regulation requirements and sheds light on what

the banks have found important to bring up during the interviews.

4.1 Capital Requirements

During the interviews the bank representatives were asked about the effects of
the new capital requirements. All of the four major Swedish banks have been able to
meet the increased capital requirements of the EU’s CRD IV package and the stress
test levels of the SFSA. When reflecting upon the capital requirements, bank
representatives 2 (BR 2) and 4 (BR 4) responded that these levels had been
determined from what deemed accomplishable by the banks. Bank representative 3
(BR 3), responded that the high levels of capital makes the banks more competitive
and the banks can use it to their advantage. BR3 also reflected that the difference in
credit rates was not really being felt today, due to the already low nature of the
interest rates.

The following question, regarding why other banks did not implement
similarly high requirements, had the following answer. The international and certainly
southern European banks are not in the same position of strength and can therefore
not take on as stringent of regulations as the Swedish (BR 3).

In response to a question regarding the costs associated with higher capital
requirements, BR 4 indicated that higher capital requirements come at a cost and that

in the end it may very well be the customers that pay for this. He went on to say that,
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according to the SFSA, the cost is supposed to zero out for the banks because then the
banks will have a lower dividend requirement to pay out to investors due to the
decrease in risk. So, from a banks perspective, the SFSA does not believe the bank
will bear the new costs. Bank representative 4 then reasoned that although the costs
may increase for the customer, the price that is paid might be worth the stability and
security that the customer gets in return from the bank. BR 2 built on the discussion
stating that the bank ratings which can be boosted as a result of strong capital levels
are one of the ways banks can recapture losses, or at least make the cost of capital to

the banks advantage, he adds.

4.2 Liquidity

When asked about the main requirements of the new frameworks many of the
banks brought up the liquidity requirements of the framework. BR 4 brought up
liquidity describing it as one of the most recent developments of the third Basel
Accord. BR 1 stated that there is a substantial difference regarding liquidity and
capital requirements. In terms of liquidity, all banks have had to invest in new
systems to be able to calculate the bank-specific requirements for liquidity. The
annual reports have shown that all of the four major Swedish banks have met the
requirements of 100 percent”,

BR 1 also brought up the requirements of the liquidity buffer. In his point of
view the models and specific requirements of how the buffers are to be implemented
have been unclear. He added that the waiting period between the publication of CRD
IV in January and the SFSA’s implementation and revision of for example the buffer
calculations complicate the implementation within the bank. According to the same
representative, the bank occasionally has to assume that they are using the correct
models and then present them to be judged after-hand by the SFSA. BR 2 also
described the implementation as unclear. The representative went on to describe the
detail-oriented nature of the framework and reiterated the point of BR 1 about the lack
of guidelines in certain calculations.

The interview question which regarded the type of effect the regulation
framework would having on the banking system led BR 3 to give an example, he

reflected that as after the latest crisis 2008, in Sweden 1992, changes in regulation

# The Svenska Handelsbanken has a liquidity coverage ratio of 128 percent. SEB, Swedbank and
Nordea respectively lie at levels of 129 percent, 142 percent and 117 percent according to their
respective annual reports as of 2013.
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were also made that redefined what makes a sounds bank. Similar changes to the
changes being made today, he discussed. Even though BR 2 said that it did not change
or affect everyone in the firm he still said it required new competency and more
responsibility on the side of the bank.

BR 2 described that liquidity before the 2008 crisis was something that
everyone was aware of and that everyone measured, however, the crisis proved that it
had not been measured correctly. BR 3 described the crisis as a wake-up call in
regards to how banks measure liquidity using Lehman Brothers failure as the straw
that broke the camel’s back; meaning that this was the ultimate piece that brought
down the entire structure. Both BR 2 and 3 went onto say that if the crisis had not
happened and this risk had not been identified banks would have continued with the

same liquidity standards.

4.3 Risk-Weight Floors for Mortgages

With the new implementations of 25 percent risk-weight floor, Svenska
Handelsbanken (2014) published in its 2013 annual report that since the IRB-method
calculations are based on historical credit losses and since the issues have arisen in the
recent years, the banks have underestimated the current risks due to the nature of the
IRB-method. According to Swedbank’s (2014) annual report, it has agreed with the
SFSA that there are some imbalances in the Swedish economy, particularly in the
housing market. Swedbank reported that low levels of new housing has resulted in a
demand surplus and increasing housing prices which in turn has led to an increase in
household debt levels.

Interviews carried out with representatives of each bank gave mixed opinions
and perspectives when asked their opinions of the risk floors. BR 1 described how the
elevated risk weight floor was positive from their shareholder’s point of view.
According to the representative there are three ways the authorities can choose to
lower the level of borrowing. Firstly, the authorities can force households to amortize,
which in turn would mean that they would be paying more money to themselves as
they will pay back the loan sooner rather than later. Secondly, they can remove the tax
subsidy for loans, resulting in a greater cash flow to the Swedish government. Or,
thirdly, they can implement a risk-weight floor, meaning that the banks shareholders
receive more money as a redistribution of value is made from borrower to

shareholder.
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The representative also stated that when the 25 percent floor was first
suggested, share prices had increased by 10 percent in value. BR 3 responded to the
question by saying he did not oppose the implementation per se. However, he stated
that from a competitive point of view, those banks that are not stationed in Sweden
(and are therefore not affected by Swedish law) but act on the Swedish market might
be given a competitive advantage, as they may not be required to hold capital to the
same extent as Swedish banks.

According to BR 4 the risk-weight floor is not necessary in Sweden. He
claimed that, due to the fact that borrowers are personally liable for their mortgages
(as opposed to where the mortgage follows the property as in Spain and the U.S, for
instance), Sweden does not have to consider the risk that follows. He explained that
these risks might be higher in those countries where the owners can leave their house
and mortgage payments to the bank if they cannot pay. However, this is not the case
in Sweden where the mortgage owner is liable for their payments until the mortgage
is completely paid off why there is relatively less risk on the Swedish banks than for
example Spanish or American banks, he concluded. The same representative believed
that the risk weight floors have been a reaction to the increased scrutiny Swedish
banks have received from European counterparts, due to the low mortgage risk-

weights Swedish banks have held prior to the floors.

4.4 Additional Comments in Regards to New Regulation

4.4.1 Time Frame & Complexities

In response to which aspects (if any) of the regulation framework had been
most difficult to implement, respondents 1, 2 and 4 each brought up the time frame
that the SFSA had set. Bank representative 4 compared the implementation time of
the new framework to that of the Basel II. He stated that the discussions regarding
Basel II began around 1998 and the accord was finally implemented in 2007. With the
Basel 111, discussions regarding the framework began around 2009 and the framework
for the regulation was more or less completed in the summer 2013, a much shorter
period as the representative pointed out.

BR 2 commented on this question by saying that even though a date had been
set for the implementation period to begin, not everything was completely decided at
the point of implementation. The new rules, explanations and guidelines that had

come along with the regulations made it much like a trial-and-error period, which he
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believes has presented difficulties for the banks in trying to understand what is
required of them. BR 2 stated that even though all banks have been well aware of the
approaching regulatory framework. He went on to state that implementing the
regulations too early would be a potential waste of both time and resources due to the
back and forth nature of the aspects of the regulation which were not complete when
the regulation was published.

In response to whether or not the banks had experienced any other difficulties
with the new regulation, two of the respondents stated that the increased investments
in time and manpower have been a substantial aspect with the new framework. BR 2
said that more is required from the employees of the banks as a result from the
regulations. The representative also explained that complexity arises when employees
have to take liquidity, leverage and capital requirements into account when
determining the price to a customer, which is a matter of technical difficulties that is
transferred to the required level of resources.

The representative of bank 4 explained that within the bank there are over 100
employees working with regulations on a day-to-day basis who are merely a cost to
the bank as none of them generate revenues. He also stated that the regulations will
most likely have a positive effect on the bank, such as a solid standing in future crises,
which he deemed a worthwhile investment. BR 2 answered the question by reflecting
on the possible upsides of the regulations saying that, although the regulation does not
generate revenue, the bank will find ways recapture these expenses, now or in the
future.

When the question regarding the complexities of the framework was raised,
BR 4 explained that “due to the insufficient amount of time, the implementations have
not been properly tested which results in a trial-and-error concept”. According to the
representative, the authorities rely on the banks (which are encountering problems and
questions along the way) to solve the issues. If issues remain unsolved, the banks are
unable to fully implement the requirements. BR 2 reacted to the question by saying it
is illogical to lay the requirements upon the banks without proper instructions and
leave them to solve the issues. He continued that, leaving it to the banks to assess the
models does not only increase the expenses for the banks, but leaves many aspects up

for interpretation.

25



4.4.2 Consequences of the Regulation

When asked about the level of regulation and if today’s framework will
prevent a crisis in the future, BR 1 stated that no one will know until the next crisis if
the implemented regulations are effective. As BR 3 described it, “the risks we are
working with today are not the ones that will cause the next big problem, it is the
unforeseen and unrecognized risk that cause the problems”. The representative went
on to describe the concept of the black swan, which was mentioned in several
interviews as the “surprise risk”. BR 2 referred to “Lehman” as the black swan of the
financial crisis, meaning that the liquidity had been an unforeseen risk.

Tangent to the discussion of regulation, a discussion of the effects of over
regulation came forth. Bank representatives 1 and 3 brought up the possibility of
banks moving to unregulated areas such as off balance sheets activities, known as
shadow banking. Bank representatives 1 and 2 both brought this up as a possible
threat while bank representative 2 claimed that, in Sweden there is neither the kind of
regulation that allows irrational interpretations nor the mentality to do so.

When discussing which risks were not covered by the regulation (if any), BR
4 believed that mainly responsive regulations were being implemented today due to
the difficulty in identifying future risks. BR 4 pointed out in this aspect, that there is
an area of the regulation corresponding Pillar II where banks are supposed to report
risks that are not covered today but may become problems in the future. When BR 2
was asked if the banks go beyond the identification of present risks, said that it is
difficult to be more preemptive than what Pillar II already is, and that is as far as the
banks go in finding new unidentified risks.

Again, when asked questions about the difficult aspects of the framework BR
2 and 4 stated that the underlying political intentions are good. BR 4 said there was
inadequate technical support can make the implementations appear poorly thought
through. BR 4 continued by clarifying that there are no expectations on politicians to
have the competence to solve the banks technical issues. On the other hand, involving
too much politics in the financial technicalities of the regulation can constitute a
problem, he concluded.

One of the bank representatives described it as risky to allow politicians and
institutions to implement rules according to their risk identifiers, questioning if they
really are the best candidates for identifying risk (BR 4). In regards to the political

involvement, BR 1 made a similar statement, saying it is a shame when politicians
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make certain regulations part of “their campaigning”. He went on to say that the
implementation of regulations that are unnecessary or do not mitigate the actual risks

can in themselves become risks.

4.4.3 The future of regulation in Sweden

As a reaction to the question of how requirements will affect banks in the long
run there was a difference in opinion from the representatives. BR 2 worried that
when the global markets are normalized, the Swedish banks will be at disadvantage if
they are the only country with a banking system which is heavily regulated and in turn
has higher interest rates. The representative at first described the advantages other
countries that do not have as high of rates will have. He then went on to mention that
international banks established on the Swedish market such as Danske Bank in
Sweden is already at an advantage because will be able to offer lower rates for
example.

BR 4 discussed the long-term effects in regards to the investor perspective
when questioned about the banks opinions of the future effects of capital
requirements. According to him investors are looking for margins. He stated that it
was not as important what the level of the requirement was but what type of margins
the banking is making over the requirements. BR 4 went on to say, if the bank is
constantly raising its levels in accordance to minimum requirements to avoid
sanctions, then they are not keeping as strong of margins and investors will not be

satisfied.
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5. Analysis

The themes that have carried through the report from the theoretical
foundations to the empirical data gathered through interviews and reports have given
way to many interesting perspectives in regards to the problem statement. The
interviews have been able to breathe life and perspective into the facts given through
annual reports in describing the reactions of the banks. The analysis begins by
answering the supporting question, in order to set a foundation for answering the main
question of the report in the end of the chapter.

Areas where the banks based the greater deal of their interview time have
therefore been considered the most relevant aspects to cover when describing the
reactions of Swedish banks to the increased regulations of the SFSA. The areas that
have become more pronounced when looking back at the interviews and data are: the
implementation process of capital requirements, the new liquidity components of the
regulations, the risk-weight floor, and finally a general discussion regarding the future

implications of today’s regulations in Sweden.

5.1 What are the possible side effects associated with the regulations?

This study has identified positive and negative aspects of the regulation
framework that the SFSA has implemented as well as some possible criticism of the
regulation. The discussion is carried out by foremost weighing the reactions of the
banks, but also in light of the goals of the SFSA in correlation to the theoretical
framework.

In response to Hirschman’s reactionary theses, two types of arguments arise
from the research. The banks’ reflections show that they believe that the regulations,
which have been made in response to past crises and those that are implemented
today, do result a change in the banking system. As the implementations of risk-based
regulations such as the stress tests and capital requirements may prove not to protect
the banks in future situations of distress. This leans towards Hirschman’s futility
theory which correlates to what can be the result of under or missed regulation.
However, seen in the opposite light, if over regulation make banks move towards
unregulated areas this can cause an opposite reaction to the goals of the SFSA
upholding the perversity theory. If either of these theories is realized in the future, it

will imply a failure of regulation.
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Both the bank representatives and the SFSA deem it important to retain a
strong creditworthiness to attract and maintain investors. However, their opinions of
how to reach these objectives differ somewhat. While the SFSA works towards this
goal by, for example, raising the minimum capital requirements. Bank representatives
1 and 4 believed that the investors look for strong margins above the minimum
requirements. Therefore, BR 4 stressed the importance of lying above the minimum
requirements set by regulations, which is why he believed a higher level is not always
the optimal solution to the issue. In a worst-case scenario the differences in margins
that the banks produce could cause investors to move away from Swedish banks, BR
4 commented. If the minimum requirements are higher in Sweden it is more capital of
the Swedish banks to attain greater margins than banks with lower requirements. The
result of this may be that Swedish banks cannot maintain as strong of margins as other
banks and investors may therefore move onto those with greater margins. This can
therefore be seen as the opposite of the goal of the SFSA, since they wish to continue
maintain the attraction of Swedish banks. This type of unwanted reaction is in line
with Hirschman’s perversity theory, where the opposite of the regulator’s intentions
occurs.

A negative consequence if the banks feel that they are being “over regulated”
is an increased activity in shadow banking (BR 3). The representative also stated that
the risk of an increasing shadow banking system is a consequence of imposing (too)
firm of laws and regulations upon the banks, which can cause an unstable banking
system.

The bank specific calculations concerning LCR that the stress tests have
required have been a point of distress amongst the various bank representatives. Areas
of uncertainty have been in regards to which models and definitions to use as well as
how to cover all the details that go into the calculations. The liquidity requirements
are the newest update in the framework and have required a great amount of human
capital, time and investment on the part of the banks, as the bank representatives
discuss. This regulation can be considered risk-based since it has developed as a result
of risks identified by the latest financial crisis. As emphasized by Black & Baldwin
(2010), one of the main weaknesses of this type of regulations is that the choices that
are made in identifying the risk levels are subjectively chosen. For instance, the level
of liquidity has been set as 100 percent based on the assumptions of regulating bodies

such as the SFSA and the European Commission. Another aspect to consider is that
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the tests, which are designed to measure if the banks are sound or not, are designed by
financial institutions. Both these aspects make the regulation imprinted by the
regulators opinion.

Tunnel vision was another weakness associated with risk-based regulation. A
possible side effect of tunnel vision is that the other risks are not covered because the
recent implementations of regulations are considered the most important ones, such as
the liquidity regulations in the CRD IV package. This may result in other risks being
somewhat or completely missed, which may instead lead to failure in mitigating the

overall identified risks of the framework.

5.2 Will the new regulations protect banks in a future crisis?

As the regulation framework points out and the interviews with the bank
representatives concur, the consequences of the regulations that are currently being
implemented are difficult to predict. According to the interviews and annual reports of
2013, the banks feel strong today and are well financed through the markets.
Therefore the implementation of the regulation framework is not as difficult as if the
banks had been financially weak and lacked funding.

Another aspect of uncertainty is how the regulations will protect the banks in
future crises. As the representatives have reflected, the current regulations can mainly
be seen as mitigation-regulation due to the fact that the majority of the pillars within
the framework are a result of risks identified in prior economic down turns. The bank
representatives doubted that the next cause of financial instability will be covered by
the current regulations. Both BR 2 and BR 3 described the occurrence of unidentified
“black swans” which are difficult to mitigate until after it they have shown
themselves.

It can be said that the regulation works to weave a precautionary acting part in
the framework which works towards identifying unknown variables. The SFSA as
well as bank representatives 3 and 4 bring up Pillar I as a mechanism to identify risks
that are not being regulated today. However, beyond the work that is being carried out
in Pillar II, the banks agree that it is difficult to do much more than work with the
risks that make up possible areas of weakness that the SFSA (in collaboration with the
banks) has identified today.
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5.3 How do the four major Swedish banks react to the increased
regulations imposed by the Swedish Financial Supervisory Authority?

The heightened requirements of the SFSA are a reaction to structural risks that
the SFSA and other financial institutions have identified in the Swedish banking
system. The research underlines that these regulations have also been made with the
banks’ capabilities in mind, making it more tailored to the banking system in Sweden.
The bank representatives even see this as a competitive edge today, as for example
bank representative 3 stated. The annual reports from 2013 also highlight the view of
the banks as strong and reliable banks. This is noteworthy due to the macro
environment today, where this is not the case with many other European banks.

When discussing the effects of the SFSA’s requirements, the general
impression is that regulation (for the most part) covers the risks that have been
established in recent years. The bank representatives were more uncertain if the
framework would cover future risks. A reflection of the interviews in reaction to the
underlying effects of regulation shows that all of the representatives found that the
regulation affects the banking system in Sweden. Bank representatives 2, 3 and 4
agreed that the new regulations will change the banking system in Sweden to a certain
degree. With these remarks in mind, set against Hirschman’s futility thesis, the banks
reflect a more optimistic reaction to the regulations impact. Although they admit that
a regulation cannot always predict the trigger of a future crisis, the regulation makes
changes that affect Swedish banks and which in turn changes the system.

The area where discussion varied the most was when responding to the newly
implemented risk-weight floor requirements. The responses ranged from embracive to
very critical. The benefits of the regulation can also be seen as dependent on the
perspective being analyzed. From the SFSA’s perspective, the decrease in loans
through increased costs is in line with the objective in mitigating the housing risk as
well as making Swedish banks more like their European banking counterparts in their
mortgage risk weights. Therefore, the imbalance in opinion may instead be based on a
dispute over the prognosis rather than the prescription. The bank representatives that
are critical may actually criticize the SFSA’s underlying risk assessment of the
mortgage levels and the risks they deem pertinent in the system, rather than the

regulation’s ability to accomplish its objective.
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From the SFSA’s point of view the risk weight floor can be considered
positive and, therefore, they do not agree that there is a risk for over regulation.
According to the SFSA (2013), the regulation is in line with the institutional opinion
and will lead to less mortgages and thus less risk (i.e. the objective). The SFSA will
also consider the objective met when Sweden is at the same levels of credit risk levels
for mortgages as the other banks in Europe, which will help them maintain a
creditworthy reputation.

Surrounding the discussion of over regulation, which indirectly was brought
up in many of the interview questions, a trend was noticed in the answers. Although
none of the four representatives believe the heightened requirements as sources of
disadvantage at present, the representatives do foresee areas that can be to a
disadvantage in the future. The general opinion that has come through during the
interviews is that Swedish banks can be put in a position of disadvantage if other
banks do not follow similar regulations in the future.

The literature analyzed in gathering the general discussion about Basel III
criticized the time frame that the Basel Committee had set, deeming it too long.
Chorafas (2011), states that it is important to create a sense of urgency in
implementing a framework. In correlation to the theories regarding regulatory lag
which describes the negative consequences that can occur when regulation does not
react quickly enough, the compressed time frame that the SFSA has chosen to follow
can be seen as an attempt to avoid the regulatory lag. Thereby, the SFSA may be able
to eliminate this weakness, which both Chorafas (2011) and Admati & Hellwig
(2013) identify.

Another reason why the SFSA is requiring a faster implementation stage is
because Swedish authorities are conscious of Swedish banks’ solid starting point.
They require an earlier implementation date “because they can,” as bank
representative 4 stated. This applies to both time frame and level of capital
requirements. The SFSA has responded to the criticism that the Basel III accord has
received, by limiting the implementation time and setting higher capital requirements.

Even though these points can be seen as positive mitigation of typical
regulation weaknesses, three out of the four bank representatives reacted negatively to
the increased time pressure (representatives 1, 2 and 4). As a majority of the
representatives worked with the reporting or other aspect of implementation, they

experience first-hand the time and extent of work that has been required by the
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framework. All of the bank representatives made similar comments about the amount
of work and complexity involved in calculations, which in combination with the
shortened time frame they believe made for a more stressed situation. Bank
representatives 1 and 4 also pointed out that the regulations felt rushed on the part of
the SFSA.

Establishing a balanced regulation that avoids the various types of failures
described in the framework is difficult to create. The theoretical framework reflects
the difficulties in judging the results of a regulation and the responses of the bank
representatives reveal that the goals of the regulating body and those of the banks do

not always coincide.
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6. Conclusion

The concluding observations of this report have been drawn from the
inferences made in the study, and have developed with the underlying research
questions as a backdrop for identifying the major implications of this research. As the
theoretical framework discusses, regulation cannot be defined as merely good or bad.
However, put in different contexts, different areas of strength, weakness have been

identified and other interpretations have been made.

6.1 Findings

The main concern with the framework that this report has identified from the
responses of the bank representatives is the disadvantages that the current regulations
may cause, if other banks in Europe and around the world do not implement similar
capital requirements in the future. The banks’ investors and customers are only
willing to pay so much for the stability that these regulations provide. This can
become especially true when the markets normalize and banks strengthen in areas
such as Southern Europe which are considered unstable today. If cheaper options with
international banks become available, Swedish banks will be at a great disadvantage.
In turn, this may cause Swedish banks to move to more unregulated activities to make
up for the lost revenue. It will then be considered a regulatory failure in line with the
perversity theory.

This thesis report has also concluded that the complexities and difficulties that
arise between theory and practice when forming regulation cannot be overlooked. The
main focus of the SFSA is to create, what they deem, a sound financial system
whereas the banks are result-driven entities which have to deal with the practical
issues that arise with regulations. The banks must consider their profits as well as
their commitments to investors and shareholders. Therefore, it is natural that the
banks will be critical of a framework that requires huge investments of resources.
However, if the difference between regulators’ theories and the reality for banks
become an impediment for the banks, the risk for over regulation and thus the risk for
a more unstable banking system may increase. Risk-based regulation is not a fully
perfect method which means that the identified weaknesses such as tunnel vision or
risk aversion lag can affect this framework. The banks will then suffer, not only sunk

costs, but other unforeseen side-effects.
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A positive effect of the regulation requirements, the research brings to light, is
the opportunity of improved credit ratings and the increased credibility the banks can
obtain with their new stronger positions with capital and liquidity. This is seen as a
positive and distinguishing characteristic of Swedish banks today. Both parties
(regulator and regulatee) consider the banks strong and capable of implementing the
regulatory changes that have been necessary. This increases investor, shareholder and
customer confidence in the banks. Whether or not the regulation developments will
help in a future crisis is more difficult to anticipate in the banks eyes. Although the
Basel III framework attempts to mitigate established risks as well as identify future
risks, the threat of events led on by black swans means that the regulator can only do
so much to protect banks in future crises.

The balance between the objective of the regulator and the group being
regulated can shift on many points within a framework. Agreement is not always
reached between the parties and although one can weigh the discussion with the help
of theoretical frameworks, the resilience or success of a regulation will not be seen

until it is tested in reality, which will show itself in the next crisis.

6.2 Further Research
To be able to fully understand the impact the CRD IV package will have on

the four major Swedish banks and thus the Swedish economy in the future, examining
the results of the ongoing implementation process is one suggestions to further
research. Particularly interesting would be to examine the liquidity aspect of the
regulatory framework, since it is the newest and therefore the least explored aspect of
the regulation.

A second suggestion to further research (which was ensued while conducting
one of the interviews) is the possibility of new regulations regarding leverage ratios
which may be imposed on the banks in the near future. This regulation will encourage
lower leverage ratios, as a result of the vulnerabilities the SFSA still identifies in the
Swedish banking system. The reactions and capabilities of the banks to further
regulation will lead to an insightful discussion due the hesitancy that the bank
representatives have reflected in regards to further restrictions on the banking sector

in Sweden.
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Appendix

Interview template

1. What is the bank’s general perception of the Basel III framework on the bank and
in general for the Swedish banking system? (Positive or negative?)

2. Has the bank found it difficult to implement the regulations from the Swedish
Financial Supervisory Authority (and CRD IV package)?

3. Do you believe that the new regulations will help prepare the bank for future risks,
such as a new financial crisis? If yes, in what way?

4. Do the requirements cover all possible risks?
5. What are the positive effects of the SFSA’s new regulations on the bank?
6. Are there negative effects? How so?

7. The SFSA is requiring higher amount of common equity tier 1 capital; will this
increase the total costs for the bank?

8. From a competitive point of view, do you believe the bank’s position in the
(international) market has been/will be weakened by the new requirements?
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