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A significant drawback of regulatory capital measures is the lack of comparability between institutions
that employ internal ratings-based (IRB) capital models and those that use less sensitive, but
generally more conservative, standardised capital models. Furthermore, the measurement and
implementation of risk weighted assets (RWA) may differ between countries due to national
discretion that is available as part of current regulations. Even differences between domestic banks'
IRB models can lead to different RWA for identical exposures.
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On 13 Aug. 2018, Nordic Credit Rating (NCR) released its rating criteria for financial institutions
(Financial Institutions Rating Methodology, 13 Aug. 2018). While NCR uses regulatory capital
measures as an integral part of our capital analysis, the differences across the Nordic countries are
rather large. For example, Norwegian banks are unable to reap the full effect of their IRB models due
to the continued use of Basel I floors in the denominator of regulatory capital measures. On the other
hand, the Swedish regulator applies a 25% mortgage risk weight floor for residential mortgages in
Pillar 2 capital requirements, resulting in higher regulatory capital ratios.
For this reason, in addition to regulatory capital ratios, NCR considers adjusted capital ratios. For
example, we adjust for differences in regulatory capital floors and risk weights to increase the
comparability of individual banks. By only removing the Basel I floor and converting the Swedish
mortgage risk weight floor into Pillar 1, the average adjusted capital ratios of eight large Norwegian
banks is higher than the average of the major Swedish banks despite significant advantages for the
Swedish banks' official regulatory measures.
NCR expects these differences to decline over time. The new Basel III floor will be phased in from 1
Jan. 2022, which means that IRB banks' RWA will be at least 72.5% of the amount using the new
standard method. We also note that on 14 Aug. 2018, the European Commission decided not to reject
the Swedish financial supervisor's proposal to move the 25% mortgage floor into Pillar 1 calculations,
thus affecting each bank's regulatory capital ratios. While not particularly risk sensitive, the change
would better align Swedish banks' capital requirements for mortgage loans with those of their
domestic and Norwegian peers, which have floors built into their Pillar 1 IRB models.

NCR FOCUSES ON COMMON EQUITY TIER 1 RATIOS
NCR's capital assessment focuses on the regulatory common equity Tier 1 (CET1) ratio because it
reflects the primary focus of market participants, investors and regulators and is the most sensitive
measure to changes in capitalisation associated with earnings volatility, changes in the balance sheet
and an institution's capital policy.
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Nordic banks are among the global leaders in terms of capital ratios for various reasons, including the
demands of the national regulators. In some instances, low risk weights from IRB models have
resulted in very low RWA for the largest banks in the region, resulting in exceptional capital ratios
despite significantly weak leverage ratios. However, there are also many small and medium-sized
Nordic banks with high regulatory capital ratios while using standardised capital models.
Figure 1 shows NCR's initial scoring guidelines considering regulatory CET1 ratios and the distance
to regulatory capital requirements. The guidance is indicative of issuers using standardised RWA
models for credit risk and is calibrated to IRB model users, if appropriate, to reflect the regulatory
CET1 ratio and capital requirements. In addition to capital ratios, NCR also considers capital
instruments with automatic going-concern conversion or write-down mechanisms, other forms of
subordinated capital instruments, capital flexibility of existing regulatory capital buffers and accrued,
but unpaid, dividends as well as the strength of a bank's leverage ratios.
Figure 1. Capital scoring initial scoring guidelines*
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* The guideline ratios above may be adjusted to reflect differences in national capital regimes and RWA calculations as
described below.

Figure 2 shows the distribution of regulatory capital ratios for a selection of 200 Nordic banks as of
the end of 2017. The median CET1 ratio for the sample was 18.2%, implying 'a' level capitalisation
prior to considering specific adjustments or additional aspects of each bank's capitalisation.
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Banks in sample

Figure 2. Nordic banks' CET1 ratios at end-2017
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CHALLENGES IN INTEPRETING CAPITAL METRICS
As mentioned above, a significant drawback of regulatory capital measures is the lack of comparability
in the calculation of the denominator (RWA) between institutions that employ IRB capital models or
between banks in different countries due to national discretion permissible under regulatory capital
requirement regulations. These factors can lead to different RWA for identical exposures1.
One key difference among the Nordic markets is that the CET1 ratios and capital requirements of
Norwegian banks continue to be based on RWA using the Basel I floor2. We consider capital ratios
excluding the Basel I floor in our capital assessments of Norwegian banks, while remaining aware that
the legal requirement is defined by RWA including the Basel I floor. The effect of the Basel I floor on
Norwegian IRB banks is illustrated in Figure 3; excluding the Basel I floor improves the average CET1
ratio for these banks by 1.8 percentage points, from 16.4% to 18.2% as of end-2017.
As for the 25% mortgage risk weight floor for Swedish banks, a final decision to move the Pillar 2
requirement into Pillar 1 is expected in the coming months and NCR expects to include the future
change in the regulatory calculation and its own assessment of capital ratios. The effect of this for
selected Swedish banks is illustrated in Figure 4. The weighted-average CET1 ratio for these banks is
reduced from 21.2% to 17.3% as of end-2017.

1It

should be noted, however, that the CET1 ratios in Figure 2 and Figure 5 are not adjusted for these discrepancies.

2Total

calculated Basel III RWA cannot be lower than 80% of RWA using Basel I calculations.
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Figure 3. CET 1 ratios for selected Norwegian banks with and without the Basel I floor, 2017
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Source: NCR estimates using company data. From left: DNB ASA, SpareBank 1 SR-Bank, SpareBank 1 SMN, Sparebanken Vest, SpareBank
1 Østlandet, SpareBank 1 Nord-Norge, Sparebanken Møre, BN Bank

Figure 4. Swedish bank CET1 ratios, actual and adjusted for Pillar 2 mortgage risk weight floors,
2017
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Source: NCR calculations based on Swedish Financial Supervisory Authority data. From left: Nordea Bank, Skandinaviska Enskilda Banken,
Svenska Handelsbanken, Swedbank, Landshypotek Bank, Länsförsäkringar Bank, SBAB Bank
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Even considering the two adjustments above, it is clear that the larger institutions (represented by
larger circles in Figure 5) tend to have considerably lower RWA densities (measured as regulatory
RWA divided by total assets). This reflects a higher share of short-term, non-loan assets, but is also
largely affected by the use of IRB models to calculate their RWA requirements for commercial real
estate and corporate exposures. Although an element of such differences can be justified, NCR aims
to evaluate banks' capital strength in a manner that is comparable across the region.

Risk-weighted assets/total assets (%)

Figure 5. Nordic banks' CET1 ratios compared with RWA density at end-2017
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COUNTRY SUMMARY
Below is a summary of the median and average of some of the capital metrics described above for the
200 banks in the selection. The figures reveal some of the material differences between the Nordic
countries and demonstrate that there is no single Nordic banking market, but rather five distinct
markets which share a number of large cross-border banks but operate in diverse competitive and
regulatory environments.
Figure 6. Nordic banks' capital metrics by country, 2017
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DENMARK FINLAND ICELAND NORWAY SWEDEN REGION
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Disclaimer © 2018 Nordic Credit Rating AS (NCR, the agency). All rights reserved. All information and data used
by NCR in its analytical activities come from sources the agency considers accurate and reliable. All material
relating to NCR's analytical activities is provided on an "as is" basis. The agency does not conduct audits or
similar warranty validations of any information used in its analytical activities and related material. NCR advises
all users of its services to carry out individual assessments for their own specific use or purpose when using any
information or material provided by the agency. Analytical material provided by NCR constitutes only an opinion
on relative credit risk and does not address other forms of risk such as volatility or market risk and should not
be considered to contain facts of any kind for the purpose of assessing an issuer's or an issue's historical, current
or future performance. Analytical material provided by NCR may include certain forward-looking statements
relating to the business, financial performance and results of an entity and/or the industry in which it operates.
Forward-looking statements concern future circumstances and results and other statements that are not
historical facts, sometimes identified by the words "believes", "expects", "predicts", "intends", "projects", "plans",
"estimates", "aims", "foresees", "anticipates", "targets", and similar expressions. Forward-looking statements
contained in any analytical material provided by NCR, including assumptions, opinions and views either of the
agency or cited from third-party sources are solely opinions and forecasts which are subject to risk, uncertainty
and other factors that could cause actual events to differ materially from anticipated events. NCR and its
personnel and any related third parties provide no assurance that the assumptions underlying any statements in
analytical material provided by the agency are free from error, nor are they liable to any party, either directly or
indirectly, for any damages, losses or similar, arising from use of NCR's analytical material or the agency's
analytical activities. No representation or warranty (express or implied) is made as to, and no reliance should be
placed upon, any information, including projections, estimates, targets and opinions, contained in any analytical
material provided by NCR, and no liability whatsoever is accepted as to any errors, omissions or misstatements
contained in any analytical material provided by the agency. Users of analytical material provided by NCR are
solely responsible for making their own assessment of the market and the market position of any relevant entity,
conducting their own investigations and analysis, and forming their own view of the future performance of any
relevant entity's business and current and future financial situation. NCR is independent of any third party, and
any information and/or material resulting from the agency's analytical activities should not be considered as
marketing or a recommendation to buy, sell, or hold any financial instruments or similar. Relating to NCR's
analytical activities, historical development and past performance does not safeguard or guarantee any future
results or outcome. All information herein is the sole property of NCR and is protected by copyright and
applicable laws. The information herein, and any other information provided by NCR, may not be reproduced,
copied, stored, sold, or distributed without NCR's written permission.
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