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Introduction and summary

Background

On 12 January 2012 the Danish Minister for Businassl Growth set up the
Committee on Systemically Important Financial Hdions in Denmark. The
Committee was established on the basis of a palliigreement reached on 25 August
2011 between the former government (Denmark's hib&arty and the Danish
Conservative People's Party), the Danish Social a2eats, the Danish Social-Liberal
Party, the Socialist People's Party, the Danishplen Party and Liberal Alliance,
encompassing a number of consolidation initiatiBenk Package 4).

The Committee was commissioned to consider critbsiawhich banks and credit
institutions should be identified as being systetycimportant financial institution
(SIFI) in Denmark, requirements that these DanigHisSshould meet, and how failing
Danish SIFIs should be handled. The terms of rateref the Committee are enclosed
as Annex 1.

The Committee held 16 meetings during 2012 and 28i@ relevant experts have been
interviewed by the Committee.

In accordance with its terms of reference, the Cdtem has exclusively considered
credit institutions, which comprise banks and magercredit institutions in Denmark.
The Committee has not considered whether finanastitutions other than credit
institutions — e.g. insurance companies or penisiods — could be SIFIs in Denmark.

Against this background, the Committee has prep#ridreport for the Minister for
Business and Growth. The report includes a numbercommendations on identifying
Danish SIFlIs, requirements for Danish SIFls, ad alcrisis management of Danish
SIFIs. A key message of the report is that tighéguirements for Danish SIFIs are
vital in order to underpin financial stability, abal reduce the risk of the state bearing
costs in connection with crisis management of Can®FIs. Strong protective
measures, notably in the form of capital and ligyidequirements, combined with
intensified supervision and an effective recovelgnpare to minimise the probability
that SIFlIs fail and that crisis management is tioeeerequired.

International developments

The Committee’s recommendations should be sedmeicdntext of the current work at
the international level on the regulation of credistitutions. At EU level, the key
directives and regulations addressing the regulatib credit institutions, including
national SIFIs, have not yet been finalised. Irtipalar, negotiations on the revision of



the Capital Requirements Directive (CRB4\vhere a political agreement has been
reached in the beginning of March but where a teahrinalisation of the directive is
awaiting, and the Directive on the recovery analgsn of credit institutions have not
yet been concludedAdoption of a full set of rules at EU level is rotpected until the
second half of 2013 at the earliest, and implememaof the rules in national
legislation is not expected until 2014-15. Accogiyn it remains unclear to which
exact extent there will be flexibility at the natad level to establish specific rules for
identification of SIFls, requirements for SIFIs aadsis management of SIFIs. The
Committee has therefore taken as its starting ghaproposals for future EU rules and
possible political agreements, or, when appropritte latest compromise proposals,
and on this basis it has made its assessment ofmtst appropriate solutions and
recommendations in a Danish context.

A framework for common EU supervision of credittingions under the auspices of
the European Central Bank is currently being neged® Moreover, it is expected that
discussions on a common crisis management reginteUatevel will begin in the
course of 2013. These proposals — possibly togetlithr a proposal on a common
deposit guarantee scheme — comprise the so-calladking Union”. It has not yet
been decided whether Denmark should participata Banking Union. If Denmark
decides to participate, this may have significamhsequences for the regulation of
SIFIs in Denmark, including whether it will be pdse or necessary to implement the
Committee’s recommendations.

In this light, it may be relevant to implement tB®@mmittee’s recommendations in
stages. The Committee’s recommendations on ideatifin of and requirements for
SIFIs, which are primarily linked to CRD4, coulduthbe implemented by 2014. In
contrast, because negotiations on the crisis mamageof financial institutions at EU
level are less advanced, a balance has to be shetvkeen implementing a crisis
management regime for Danish SIFIs as soon ashpesand awaiting adoption of EU
rules in order to ensure compatibility with intetinaal rules.

Furthermore, requirements for the internal orgdmsaof credit institutions, and
notably, the separation of retail activities andeistiment activities, are currently being
debated internationally. Specifically, such requeats have been proposed in the
United Kingdom, France and Germany, and the s@adllikanen group has proposed
similar requirements at EU levelThe Committee finds it appropriate to await polssib

! European Commission, "Proposal for a directivéhef European Parliament and of the Council on the
access to the activity of credit institutions am tprudential supervision of credit institutionsdan
investment firms (COM 2011/453)” and “Proposal éoregulation of the European Parliament and the
Council on prudential requirements for credit ingtons and investment firms (COM 2011/454)".

2 European Commission, “Proposal for a directivetid European Parliament and of the Council
establishing a framework for the recovery and rggmh of credit institutions and investment firms
(COM 2012/280)".

® European Commission, “Proposal for a Council ragoh conferring specific tasks on the European
Central Bank concerning policies relating to theidantial supervision of credit institutions (COM
2012/511)".

* High-Level Expert Group on reforming the structofehe EU banking sector, “Final Report (Liikanen
Report)”, 2. October 2012.



future EU rules before deciding whether such remnents may be relevant for Danish
SIFIs.

The terms of reference state that, as far as gesshe Committee should strive to
ensure equal terms of competition between SIFIs atier credit institutions in
Denmark, as well as between Danish SIFIs and StFasher countries. With regard to
competition between SIFIs in Denmark and SIFIs timep countries, the challenge is
that EU rules in this area have not yet been findditermined and only few European
countries have implemented actual regulation oir thational SIFIs. The Committee
has therefore based its assessment on the vie#migh regulation of SIFls should as
far as possible take into account Danish sociatalests, even if this means that equal
competitive terms cannot be fully secured.

Considerations concerning the regulation of SIFIs

A well-functioning financial sector is an importgoterequisite for a modern economy

as it ensures financing of activity in society hgtdbuting money from those who have

excess liquidity and savings to those in the bssirmmunity that require funds to

finance their activities, and for households thantmo finance housing purchases and
other investments.

However, risks can build-up in the financial systetmch may influence the economy
as a whole. Such risks can be due to SIFls. Ividhe of the Committee, it is essential
to limit the probability of a SIFI encountering ficllties, by setting a number of
additional requirements for Danish SIFIs. Theseitadthl requirements aim to
minimise the probability that SIFIs fail, and tait the costs to society and the state, if
this should happen anyway. Thus, additional requer@s aim at underpinning
financial stability by making the institutions maesilient, even under severe stress.

To a certain extent, additional requirements foFISImay increase their costs, as
additional capital will need to be raised. Increhsests could influence the possibility
for the relevant institutions to provide lendingriicularly in the period where the

institution is adapting to the additional requirenge This may have a negative effect
on the entire economy.

It is, however, the view of the Committee that thtal effect on the economy of the
proposed additional requirements will be positifestable financial sector is a basic
prerequisite for long-term growth and employmenirtikermore, possible negative
effects have been sought remedied through phasimpgiiods and non-simultaneous
implementation of the Committee’s recommendatiavisereby the requirements will
not all have to be implemented at the same timghEBtmore, most Danish SIFIs have
already carried out part of the adjustment whictl Wwe necessary following the
Committee’s recommendations. This is because cirestitutions are already expecting
additional future regulation, and are seeking tcetmde financial markets’ higher
expectations for how much capital financial ingtdnos should hold. This reduces the
immediate negative effects on the sector. Furthezmthe total costs of additional



capital requirements are not necessarily largebetter capitalised institutions will
usually be met with a lower expected return fromddors and shareholders and thus
lower funding costs.

The Financial Stability Board (FSBand the Basel Committee on Banking Supervision
(BCBS) have estimated that the total effect on the ecgnofnthe international capital
requirements, including the special requirements diobal systemically important
banks, will be positive. The full requirements astimated to have a negative impact
on global GDP of 0.3 per cent during the phasingeriod, while the long-run
permanent positive effects of a reduced likelihobc future systemic banking crisis
will result in a higher global GDP of 2.5 per c&@imilarly, the European Commission
estimates that the positive effects of the CRD4epsal will result in a higher EU GDP
of around 2 per cent in the long riin.

The Committee’s recommendations should be viewedtlgimt of the Danish Bank
Package 3, which has put Denmark ahead in Europesating a specific winding-up
model for banks where creditors and the bankingpsean help bear losses incurred in
the winding-up process. Contrary to the consequenta traditional bankruptcy, this
model ensures proper winding-up of a failing baifke European Commission’s
proposal for a directive on the recovery and rasmtuof credit institutions is based on
much the same principles as Bank Package 3. Howageeement has not yet been
reached on the EU rules, and the provisions ofptioposed write-down of creditors
will most likely not enter into force until 2018 tite earliest. It is unclear how other EU
countries will manage failing credit institutionstih the EU rules enter into force.

However, it is the view of the Committee that BaRkckage 3 and the existing
winding-up scheme for mortgage-credit institutiondl generally not suffice for
managing failing SIFIs. To protect the economyyiit be necessary to allow systemic
functions of a failing SIFI to keep operating, ®ththan winding up the entire
institution. In addition, even with compensatioronfr the Guarantee Fund for
Depositors and Investors, it is very uncertain \lwket buyer for a failing SIFI can be
found, even if foreign buyers are a possibilityu¥hthe current assumption must be
that the government could be compelled to interviénan a specific situation, it is
perceived that the derived effects of a windingwii be more harmful for the
economy, including the government’s finances, tiidhe government takes on a risk
in relation to crisis management. The stronger #xpectation among market

®See e.g. Admati, A., DeMarzo, P., Hellwig, M. d@feiderer, P., "Fallacies, Irrelevant Facts, andhdy

in Capital Regulation: Why Bank Equity is not Expam”, Stanford University Working Paper No. 86,
2010.

® The Financial Stability Board is an internatiocammittee at the Bank for International Settlements
which works to ensure implementation of effectiggulation and supervision of the financial sector.

" The Basel Committee on Banking Supervision (BCBS} committee at the Bank for International
Settlements which works to develop internationgjutation of the banking sector. The BCBS has 28
members from countries with the largest financéatsrs.

8 BCBS and FSB, "Assessment of the macroeconomicadmnpf higher loss absorbency for global
systemically important banks”, 10. October 2011.

° See note 1.



participants that a SIFI will receive public suppdrit is failing, the cheaper the
institution will be able to fund itself.

The Committee therefore recommends creating apiatepprotective measures for
SIFIs in order to prevent SIFls from failing. Sinite risk of a SIFI failing cannot be
entirely eliminated in a market economy, it is figt recommended that additional
crisis management todfsare provided for the authorities than what istudeld in Bank
Package 3 and the existing winding-up scheme fatgage-credit institutions. Such
tools aim to provide the best possible basis forygag out crisis management, if this
should nevertheless become necessary, with asdewfll effects on the economy as
possible and without costs for the state.

Criteria for identifying SIFls

Until now, only few countries have formally idemdd their national SIFls. The
Committee has taken note of the very differentecat and limits that have been
proposed or implemented in Sweden, the United Kangeénd Switzerland, which also
have addressed the issue of identifying nation&lsSIThe Committee recommends
identifying Danish SIFIs on the basis of size anldssitutability. The latter refers to the
fact that certain functions, particularly creditstitution’s lending, cannot easily be
taken over (substituted) by other institutions wita short time horizon.

Specifically, it is proposed that Danish SIFIs Bentified at a consolidated level on the
basis of the total assets of the institutions Iatien to GDP, the institutions’ deposits
in Denmark as a percentage of the total depositth@fcredit institution sector in
Denmark and the institutions’ loans in Denmark ae@entage of the total loans of the
credit institution sector in Denmark. An institutishould be identified as a SIFI based
on just one of the three indicators in order toidentified as SIFI in Denmark. The
limit for identification is set at 10 per cent fibre total asset indicator and 5 per cent for
the indicators for loans and deposits. It is reca@mded that the Danish FSA which —
due to its supervision of the sector — is the r@tauthority in the area designates
Danish SIFIs based on a recommendation from thee®ys Risk Council. Designation
should be re-evaluated each year. A general graohading-in of requirements for
newly designated SIFIs over for example two yesisnsidered to be appropriate.

If the recommended quantitative approach is appléxi credit institutions will be
identified as SIFIs in Denmark, cf. Table 1. Théddont indicates the threshold values
exceeded by these institutions.

%n the report the term “crisis management” is éstestly used in relation to the handling of fagjin
SIFIs instead of the term “resolution” which is dse relation to the handling of other credit itsfiions.
Similarly the terms “crisis management plans” andsis management authority” is used instead of the
terms “resolution plans” and “resolution authorityWhen describing the proposal for an EU-directive
recovery and resolution of credit institutions tieem “resolution” is used even if the proposal also
covers SIFls since this term is used in the propadsective.



Table 1: Danish banks and mortgage-credit institutions which fulfil the
guantitative criteria for identification as SIFl, consolidated level, June 2012

Total assets in per Loans in per cent of Deposits in per cent
cent of GDP the total loans of the of the total deposits
sector of the sector

Danske Bank 182.6 30.6 32.6
Nykredit 80.4 30.8 4.0
Nordea Bank Danmark 48.9 15.9 22.2
Jyske Bank 14.4 3.2 8.9
BRFkredit 12.6 5.2 0.4
Sydbank 8.9 1.9 5.4

As the quantitative indicators are simple and ganeand thus do not necessarily
capture all the elements that may make a crediitutisn systemic, it should be
possible to include a qualitative element in theenidfication, under -careful
consideration. The qualitative element should alfordentifying more institutions as
SIFIs than the institutions identified using a qitative approach, or for identifying
less institutions as SIFIs than those identifiethgisa quantitative approach. In this
regard, the Committee finds it particularly relevéor the Systemic Risk Council to
consider recommending identifying DLR Kredit as &lSased on the institution’s
large market share of lending to the agricultuedter which is difficult for other
institutions to substitute in light of the currestéte of the sector.

Furthermore, it is recommended that credit ingohg in the Faeroe Islands and in
Greenland are identified as SIFIs on the basishefdame criteria and indicators as
credit institutions in Denmark, but based on thee 2f the local sector and the local
GDP, and possibly with other threshold values. Ha view of the Committee, the
guestion of who should identify SIFls in the Faetekands and in Greenland is a
political one, and is related to the question oivhio finance crisis management of
SIFIs in the Faeroe Islands and in Greenland.

The Committee has not considered branches of foreigdit institutions in the
identification of SIFIs in Denmark. Generally, theme country of the institution will
set requirements and supervise branches abroad.Dahesh FSA participates in
supervisory colleges for the relevant institutiofisis issue would have to be addressed
if branches of foreign credit institutions becamstemic in Denmark.

Requirements for SIFls

The Committee recommends that Danish SIFIs becaied to an additional capital
requirement of Common Equity Tier 1 capitalThe requirement is set on the basis of a
guantitative measure of the systemic importancex @IFIl. A differentiated capital
requirement of currently 1-3.5 per cent of the figkighted assets is recommended. It

* Common Equity Tier 1 capital is the most loss-abs type of capital and is therefore seen astabpi
of the highest quality. Common Equity Tier 1 capitamprises e.g. shares, retained earnings etc.



is furthermore recommended that the requirement imagase to 4 per cent or higher,
if the SIFI becomes more systemic. The most systemstitutions will therefore
become subject to the highest requirements, aghii view of the Committee that risks
increase more than proportionally when institutibesome more systemic. The capital
requirement may be adjusted by half a percentage ppwards or downwards on the
basis of a qualitative assessment. However, thgatapquirement may never be less
than 1 per cent of the risk weighted assets. Tip@ataequirement is to be phased-in
over a number of years until 2019.

Moreover, the Committee recommends that all Slifksspective of how systemic they
are, establish a “crisis management buffer” of b gent of the risk weighted assets.
The buffer may consist of debt instruments which & converted into Common
Equity Tier 1 capital or written down if the instiion becomes subject to crisis
management. Additional Tier 1 capital (“Hybrid dafil) and Tier 2 -capital
(“Subordinated capital”), used by the institution fulfil the minimum capital
requirement, may also be used to fulfil part of thisis management buffer if the set
requirements for the crisis management buffer agé Following CRD4, Additional
Tier 1 capital and Tier 2 capital can comprise 86 cent of risk weighted assets,
whereby the crisis management buffer will only ignph additional requirement of 1.5
percentage points, if Additional Tier 1 and Tier cApital is used. The crisis
management buffer may also be satisfied with Comiquity Tier 1 capital if this is
preferred by the institution. It is recommendedt tthee crisis management buffer is
established over a three-year period starting i202@.e. when the additional capital
requirement for SIFIs has been fully phased-in.

Figure 1 shows the Common Equity Tier 1 capitalnegnent for Danish SIFIs and the
overall capital requirement for Danish SIFls (Conmiequity Tier 1 capital plus the
crisis management buffer). The figure compareséairements for Danish SIFIs with
international minimum requirements for all credistitutions of 7 per cent Common
Equity Tier 1 capital and 10.5 per cent total cap#which will be the requirements for
Danish non-SIFls — and for global SIFls of 9.5 pent Common Equity Tier 1 capital
and 13 per cent total capital. Furthermore, a commpa is made with the capital
requirements for SIFls in the few European coustwich have introduced, or are in
the process of introducing, SIFI regulation.
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Figure 1: Capital requirements for Danish and foreign SIFls and non-SIFis (fully
phased-in)

Per cent of risk weighted assets
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15
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Basel Ill
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Denmark
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Denmark
(1 pct.)
Denmark
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Common Equity Tier 1 capital Total capital

Note: The capital requirements for the most systemic SIFlIs in different countries and internationally are stated as a percentage
of risk weighted assets. For Denmark, this includes capital requirements for the most systemic and the least systemic SIFls and
for the other credit institutions, respectively.

As can be seen from Table 1, both the requirener@dmmon Equity Tier 1 capital as
well as the total capital requirement for the m®gttemic Danish SIFI will be above
the international minimum requirements for the n®atemic global SIFIs. The total
capital requirement for the most systemic Danighl 8f 15.5 per cent will be at the
same level as the requirements for SIFIs in Sweddrereas the requirement for
Common Equity Tier 1 capital of 10.5 per cent v slightly lower than in Sweden.
For the other Danish SIFls, the requirements vélldwer than in Sweden. A possible
additional individual solvency requirement (pillarrequirement)® is not included in
the figure since such requirement is not disclosexther countries than Denmark.

2 The individual solvency need is set by each istin in order to cover individual risks which aret
covered within the minimum capital requirement. Thenish FSA can set a higher individual solvency
requirement. In this report the term “pillar Il rggement” is used in relation to the individual\saicy
need or an individual solvency requirement. Goiogvard the starting point will be that the pilldr |
requirement can only be fulfilled with Common Eguitier 1 capital. The revision of the financial
business act in December 2012 means that the D&GiShcan decide which type of capital the specific
institution shall use to fulfil the pillar Il reqment. It is stated in the comments to the law tha
Danish FSA shall make an individual assessmerti@tircumstances of the specific institution buait th
the starting point will be that the Danish FSA vdémand that the pillar Il requirement is fulfilldy
Common Equity Tier 1 capital. It is supplementaated in the comments that Additional Tier 1 orrTie
2 capital which automatically converts to CommoruiBg Tier 1 capital or is written down if the

solvency need or a relevant Common Equity Tier ifjgér is breached can also be taken into
consideration.
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The Committee also recommends a strengtheningeopohvers of the Danish FSA to
intervene before a SIFI has to undergo crisis mamagt. Figure 2 illustrates the
phases the institutions may go through and indscatkich further tools should be
made available for the Danish FSA in these diffepdrases.

Figure 2: Tools for the Danish FSA in different phases

Capital
conservation

Recovery <

Limitations to dividends, bonuses
and interest payments on Tier 1
instruments as well as capital
conservation plan

Latest launch of recovery plan

Possibility to limit interest
payments on Tier 2 instruments,
convocation of the general
Individual meeting and replace members of
the management board and the
board of directors

Crisis <
management

Total capital requirement

B Common Equity Tier 1 M Crisis management buffer Pillar Il M SIFI requirement Capital conservation buffer

Note: The figure is based on the recommended capital requirement for the most systemic SIFl i.e. the SIFl-requirement is set
at 3.5 per cent. A possibly pillar Il requirement is not specified in the figure as this is set individually. The powers of
intervention will be triggered at the stated level of total capital plus a pillar Il requirement.

Failing to meet the capital conservation bufferlwpursuant to CRD4, lead to
restrictions on the ability to make distributions shareholders, pay variable
remuneration to employees and make payments onlTiestruments® Furthermore,
pursuant to CRD4, institutions will be required poepare and forward a capital
conservation plan to the supervisory authoritydpproval. It is recommended that the
capital conservation buffer is placed “at the tap”relation to the other capital
requirements. Following the recommendations of @wnmittee, the most systemic
institutions will enter this “capital conservatiphase” at a level of total capital of 15.5
per cent plus the pillar Il requirement and a lemeCommon Equity Tier 1 capital of
10.5 per cent plus the Common Equity Tier 1 capitaich the institution uses to fulfil
the pillar Il requirement, cf. figure 2. The leaststemic SIFIs will enter the capital
conservation phase at a level of total capital ®fptt. plus the pillar 1l requirement,
and a level of Common Equity Tier 1 capital of 8 pent plus the Common Equity
Tier 1 capital which the institution uses to futfie pillar Il requirement.

3 The various types of capital are described in athe
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At the latest, the recovery phase will commencéhd institution breaches the SIFI
capital requirement. The Committee recommends #faSIFIs prepare individual
recovery plans which at the latest are to be implaed if the institution breaches the
SIFI capital requirement. The recovery plans havbd approved by the Danish FSA.
Following the recommendations of the Committee, rtigest systemic institutions will
enter the recovery phase, and will at the latege h@ implement the recovery plan, at a
level of total capital of 13 per cent plus theaoilll requirement and a level of Common
Equity Tier 1 capital of 8 per cent plus the Comntequity Tier 1 capital which the
institution uses to fulfil the pillar 1l requiremeThe least systemic SIFIs will enter the
recovery phase at a level of total capital of J8e6 cent plus the pillar Il requirement
and a level of Common Equity Tier 1 capital of p&r cent plus the Common Equity
Tier 1 capital which the institution uses to futfile pillar Il requirement.

If the institution, in addition to the SIFI capitedquirement, also breaches the pillar Il
requirement, the Danish FSA should be able to \eteg more directly in order to
ensure that further steps are being taken to redineinstitution. The Danish FSA
should have the authority to convene the generalting of the institution, to replace
members of the management board and board of aisg@nd to restrict payments on
Tier 2 instruments. The Committee recommends th& phase of more direct
intervention by the FSA commences at a level dltoapital of 9.5 per cent plus the
pillar Il requirement and a level of Common Equlter 1 capital of 4.5 per cent plus
the Common Equity Tier 1 capital which the instat uses to fulfil the pillar I
requirement.

Further to the requirement for Danish SIFls to dmyeecovery plans, the Committee
also recommends that crisis management plans areloped for all SIFIs. Crisis
management plans contribute to effective and apm@tepcrisis management of the
failing institution. Crisis management plans are lie developed by the crisis
management authority in close cooperation with Benish FSA and Danmarks
Nationalbank (the central bank) and with the nemgsvolvement of the SIFI in
guestion.

Apart from the additional capital requirements, tbguirement to prepare recovery and
crisis management plans and the strengthened ieéelyention powers to the Danish

FSA, the Committee also recommends that DanishsSiEtome subject to additional

liquidity and corporate governance requirements farally that SIFIs become subject

to intensified regular supervision.

The Committee recommends a faster full phasingfithe short-term international
liquidity requirement (LCR) for SIFls than suggekte CRD4. This is considered
relevant since the recent financial crisis showedt taccess to funding when the
markets are under stress can be crucial for tHayabf credit institutions to survive.
Thus, it is recommended that the requirement issgthan fully by 2015, whereas
CRD4 allows for a gradual phasing-in until 2018.r®lstable funding requirements are
also recommended for SIFls by 2014. Specificallys iproposed to set requirements
for the amount of the institutions’ funding stemgiinom for example retail customers
and market funding with a maturity of more than gmar as a per cent of the total

13



loans of the SIFI. When implementing this requiramepecial consideration should be
given to the mortgage-credit activities of the SIFI

In relation to corporate governance it is recomneenithat the requirements include fit
and proper requirements for managerial staff, neknagement functions and the IT
area. Such requirements are to contribute to amguresponsible and effective
operation of the institutions.

The strengthened regular supervision of DanishsS#Rlould provide the authorities
with a more solid basis for early intervention ielation to SIFIs if necessary.
Strengthened supervision is recommended to inatodeorate governance, model risk,
capital allocation, enhanced examination activiéied intra-group exposures.

Crisis management of SIFIs

Based on the special challenges of managing faitigls, including the need to
maintain the lending capacity to the economy, tben@ittee recommends introducing
a special approach for the crisis management ofsSif€luding alternative tools to
Bank Package 3 and the existing winding-up schemmbrtgage-credit institutions.

Figure 3 shows the composition of the capital regqaent for SIFIs and non-SIFls and

illustrates that different approaches are recommérfdr when SIFIs and non-SIFIs
should be subject to crisis management or resolutio

14



Figure 3: Trigger for resolution or crisis management for Danish SIFls and non-SIFls
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For non-SIFls, resolution will commence if the ihgion breaches the 8 per cent
minimum capital requirement, cf. figure 3. Thisalso the case today. For SIFls, the 8
per cent minimum capital requirement will be lesslevant. The Committee
recommends crisis management to commence if a I3#¥dches a requirement of
10.125 per cent total capital, comprising the mummrequirement of Common Equity
Tier 1 capital of 4.5 per cent, plus a small addsb0.6125 per cent following CRD4,
and the crisis management buffer of 5 per cent. &rlsés management buffer will be
converted into Common Equity Tier 1 capital wheisisrmanagement commences. If
the institution chooses to fulfil the crisis manaugat buffer with Common Equity Tier
1 capital, the trigger for crisis management wal 10.125 per cent Common Equity
Tier 1 capital. If the institution fulfils the cis management buffer with convertible
debt instruments and breaches a threshold of S0&25%ent Common Equity Tier 1
capital this will also be a trigger of crisis maeagent. Furthermore, the Danish FSA
should have the power to decide that an institutias to undergo crisis management if
the institution is not viable. The reason for ititng crisis management for SIFIs earlier
than for other institutions is to ensure that sugit capital is available in the SIFI —
specifically around 10 per cent Common Equity Tlercapital — to continue the
operation of the systemic activities of the ingitn and reduce further losses.

Less well-capitalised institutions might find it allenging to sell the necessary
convertible debt instruments at a reasonable @ thus meet the requirement to
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maintain a crisis management buffer. In this caserequirement will in effect be an
additional Common Equity Tier 1 capital requirement

It is recommended that a crisis management auyhigriestablished, which should be
given responsibility for crisis management of SJRis addition to a range of legally
established crisis management powers in relatiooreglit institutions. It should be
considered how a crisis management authority cast rappropriately be organised,
including whether this role could be given to amserg institution e.g. the Financial
Stability Company A/S. The crisis management autyhaghould have a range of
alternative tools available to conduct the criseagement of SIFIs.

The Committee recommends that the crisis manageraatiiority is given the

possibility of mandatory use of the crisis managaimreols when managing failing

SIFls. This is contrary to the tools of the prewobank packages, which all are
voluntary. The need for a mandatory approach fdflsSSIs based on the potential
adverse effects on the economy if a SIFI decidesptofor bankruptcy instead of the
proposed crisis management regime. A mandatoryoaphris also included in the
proposal for a directive on the recovery and ragmiuof credit institutions. Mandatory
crisis management tools can imply legal challengespecially in relation to

expropriation, which have to be addressed.

It should be noted that the recommended approacludes both a contractual
possibility to write down or convert debt in retatito the crisis management buffer and
statutory powers of write down or conversion of emsged creditors. A contractual
write down or conversion can not be expropriation.

The specific crisis management tools should inchihéepower to transfer all or parts of
an institution’s assets, rights and liabilitiesatdridge bank which is wholly or partly
owned by the state. The aim of a bridge bank iersure that all or parts of the
functions of the institution are continued in au&preserving manner. In particular,
systemic functions should be carried on with thieention of later sale. The crisis
management authority should be given the poweretbvalue-impaired assets to a
publically owned company, with the intention to dinp these assets. More generally,
the crisis management authority should have theeptovsell assets to a third party.

As a final measure, and after shareholders andrdinabed capital have taken losses, it
should be possible for the authorities to convenviote down unsecured creditors of
the SIFI, in order to recapitalise or re-establesjuilibrium in the balance sheet of
institutions. A write down will reduce the liabiks of the institution, ensuring a
balance between assets and liabilities. In pradisetool should be used together with
the bridge bank tool, and a recapitalisation wél tecessary to make the institution
viable going forward. Contrary to a write down figellf, a conversion of debt to equity
will imply that by receiving shares in the instian, the creditors will be part of the
future ownership of the institution. Thus, a retalsation of the institution is ensured

14 A state owned temporary institution similar to tmestitutions set up by the Financial Stability
Company A/S.
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through a conversion, and the institution can caiall or parts of the business with
new ownership.

Finally, it will be relevant to set up a stabilitynd financed by Danish SIFIs and
possibly SIFIs from Greenland and the Faroe Islatmlensure a contribution from the
financial sector to the costs of crisis managenwn®IFIs. A stability fund can be

phased in from 2020, after full phasing-in of thddiéional capital requirement for

SIFIs. When setting up the fund, it is recommenithed international developments be
taken into consideration, notably regarding thespiwgin of the fund, the fund’s

overall size and the possibilities for using thedun practice.

One of the purposes of providing alternative crim@nagement tools is to provide the
existing shareholders with a strong incentive tgedh additional capital in the
institution particularly in the recovery phase, lwia view to avoiding significant
dilution or write-downs of shareholder capital isrésis management situation.

It should be clarified how the additional crisismagement tools, and in particular the
debt write down and debt conversion tools, camiggemented in a legally appropriate
way in Denmark.

Summary

The Committee’s recommendations regarding the remquents for and crisis

management of SIFIs include a number of differelements which have been
described above. Taken together, these elementitcd® a system with the aim of
preventing that SIFls fail and for the crisis magragnt of SIFIs if they nevertheless
fail. Figure 4 gives an overview of this systemtloe regulation of SIFIs. The complete
recommendations of the Committee are listed in Box
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Figure 4: Overview of recommendations from the Committee in relation to
requirements for and crisis management of SIFls
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Note: As a starting point the pillar Il requirement shall be fulfilled with Common Equity Tier 1 capital, but may be fulfilled by
subordinated capital which automatically converts if the institution breaches the solvency need.
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Box 1: Complete recommendations of the Committee

It is recommended that:

Identification of SIFls

Danish SIFIs are identified at consolidated level on the basis of the size of the total assets relative
to GDP, the size of loans relative to the total loans of the sector and the size of deposits relative
to the total deposits of the sector. Identification as a SIFl will require that just one of the
indicators has been met. In connection with identification, the possibility to include a qualitative
element following careful consideration should be available.

The threshold for identification is set at 10 per cent for the total asset indicator and 5 per cent
for the indicators for loans and deposits.

Designation is made by the Danish FSA based on a recommendation from the Systemic Risk
Council. The designation is re-evaluated annually.

Credit institutions in the Faeroe Islands and in Greenland are identified as SIFls on the basis of
the same criteria and indicators as credit institutions in Denmark, but based on the size of the
local sector and the local GDP, as well as possibly applying other threshold values.

Requirements for SIFls

Capital requirement

A SIFI capital requirement is set which, with the recommended approach, is currently between 1
and 3.5 per cent of the risk-weighted assets, depending on the degree to which the institution is
systemic. It is possible to set a higher requirement than 3.5 per cent if the institutions become
more systemic.

The SIFI capital requirement is met with Common Equity Tier 1 capital. The capital requirement
is set at consolidated and individual level. The requirement is phased in until 2019.

SIFIs are required to additionally hold a crisis management buffer consisting of debt which can
be converted or written down. The buffer amounts to 5 per cent of the risk-weighted assets.
Under certain conditions, this requirement can be met with existing hybrid capital and
subordinated capital. The crisis management buffer is established over a three-year period
starting in 2020.

Recovery and crisis management plans

Recovery and crisis management plans for Danish SIFls are prepared. Recovery plans are to be
prepared by the institution itself and approved by the Danish FSA. Crisis management plans are
to be prepared by the crisis management authority in close cooperation with the Danish FSA and
Danmarks Nationalbank (the central bank) and with the involvement of the institutions deemed
necessary. The plans are updated annually.
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= The recovery plan is launched at the latest if the institution breaches the SIFlI capital
requirement. The Danish FSA should have further means of intervention if the institution
breaches the Pillar Il requirement. These include the authority to convene the general meeting
of the institution and to replace members of the management and board of directors of the
institution as well as to restrict payments on subordinated capital (Tier 2 instruments). The crisis
management plan is launched if the institution is to undergo crisis management.

Liquidity requirements

= The short-term liquidity requirement (LCR) is phased in more quickly for SIFIs than what EU rules
suggest. Concretely, SIFls should fully meet the LCR requirement from 2015. Requirements are
set for more stable funding for SIFls from 2014, in order to ensure that the dependence of SIFls
on very short-term funding is reduced.

Corporate governance

= The existing fit and proper requirements are expanded to also apply to managerial staff of the
SIFIs and not just to the board of directors and the management. Special requirements are set
for the SIFIs' organisation and staffing of risk management functions as well as the IT systems.

Strengthened supervision

=  SIFls are subjected to strengthened supervision, which to a higher degree than today focuses on
corporate governance, regular monitoring and dialogue, model risk and allocation of capital,
increased inspection activity as well as intra-group exposures.

Crisis management of SIFls

=  The trigger point for beginning crisis management of a SIFl is set at 10,125 per cent total capital.
This is in contrast to the trigger of 8 per cent for other credit institutions. Furthermore, the
Danish FSA can decide to begin crisis management if the institution is no longer viable.

= A crisis management authority is established, and made responsible for crisis management of
Danish SIFls. It should be considered how a crisis management authority can most appropriately
be organised, including whether this role could be given to an existing institution e.g. the
Financial Stability Company A/S.

= |t is made possible to make the use of the crisis management tools mandatory, contrary to the
existing voluntary schemes.

=  Alternative crisis management tools are introduced, providing the possibility of:
- Establishing a bridge bank,

= Selling assets,
= Write-down of debt,
. Debt conversion.

A stability fund financed by Danish SIFls and possibly SIFIs from Greenland and the Faroe Islands is
established, and phased in from 2020. When setting up the fund, international developments should
be taken into account.
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Chapter 1: Background

1.1 Systemically important financial institutions

A well functioning financial sector is an importgoerequisite for a modern economy
as it ensures financing of activity in society hgtdbuting money from those who have
excess liquidity and savings to those in the bgsir®ammunity that require funds to
generate growth and create workplaces, and for dimlds that want to finance
housing purchases and other investments. Credituiisns in particular play a vital
role in this context. However, financial activit{sa involves significant risks, which
may potentially have impacts on the economy as@evh

When Lehman Brothers went bankrupt in Septembel8 20thad severe negative
externalities for the international financial syste Several countries, including
Denmark, created a safety net of general stateagtess for credit institutions. A
number of countries directly recapitalised or tamker credit institutions wholly or

partly with a view to ensuring financial stabilityowever, combined with many years
of unsustainable economic policy, this has resulieda considerable deficit in

government budgets in many countries. Some cosntiee/e even had to request
international financial support. This implicit oxmicit state guarantee for credit
institutions in many countries has created an uralgde link in certain countries

between the health of credit institutions and gorent budgets.

Even though some credit institutions were preveifitech failing through support by
their respective governments during the finanaigis, the failure of others has made it
clear that some financial institutions are so lasge complex that if they were to go
bankrupt, the financial system and the economy aghale may suffer significant
damage. Such institutions, which are primarily @rddstitutions, have systemic
importance and are thus referred to as systemi@alportant financial institutions
(SIFI).

Following the financial crisis, the GZohas commenced work at FSB and BCBS level
to develop common international rules for SIFIseTiew rules are to reduce the risk
that SIFls fail in the future and also to ensura flailing SIFls can be managed, as far
as possible, without incurring costs for the statee FSB and the BCBS have also up
international standards on requirements for, aigiscmanagement of global SIEias
well as national SIFIS” The FSB and the BCBS are also working on standnds
other systemically important financial institutioti&n credit institutions, including e.g.
insurance companies, clearing houses, etc.

> The G20 is the central, international forum foombnating international economic and financial
policy. The G20 consists of 19 of the largest etnies and the EU.

® The BCBS, “Global systemically important bankssessment methodology and the additional loss
absorbency requirement”, 4 November 2011.

" The BCBS, “A framework for dealing with domestistemically important banks”, October 2012.
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At EU level, requirements for credit institution® deing discussed during negotiations
on CRD4 and in proposals for a directive on theovecy and resolution of credit
institutions. This generally also includes impletngyp the FSB and the BCBS
standards for SIFIs at EU level.

Parallel with international initiatives, some indival EU-member states and other
countries have launched and implemented initiatieesrequirements for and crisis
management of SIFIs. The USA and Switzerland hdweady introduced special

regulation of their SIFls, while similar initiatigeare in the pipeline in the United
Kingdom, Sweden and the Netherlands.

On request of the European Commission, the "Liikageup” has also examined the
need to reform the structure of the European ban&actor. In its report, the "Liikanen
group" proposes a legal separation of the tradimg) iavestment activities of credit
institutions from the other activities of the instions. Such reforms may have
particular importance for SIFIs. It has yet to becided whether a proposal for EU
regulation will be submitted on the basis of theugp’'s recommendations.

Finally, negotiations continue on setting up commiBb supervision of credit
institutions in the euro area under the auspiceth®fEuropean Central Bank which
non-euro countries will have the possibility tonoFurthermore, there are discussions
on whether to set up an actual “Banking Union” watltommon European resolution
regime, including a common resolution authoritymoeon financing mechanisms as
well as a possible common deposit guarantee schEngecommon supervision and a
common resolution regime may impact the superviaith crisis management of SIFIs
in Denmark, particularly if Denmark chooses to jofie common supervision and a
possible common crisis management regime.

The new regulations for SIFls are being introduftether to the overall tightening of
the regulation and supervision of the financialt@eevhich has been carried out at
national level, as well as at EU and internatidesgls since the start of the crisis. In
addition to proposals for e.g. tightened capital Aquidity requirements laid down in
CRD4, as well as new regulations on the recovedyrasolution of credit institutions,
the reforms also comprise revision of the reguiation the deposit guarantee schemes,
new remuneration rules for the management of crediitutions, setting up three
European supervisory authorities and a Europeatemsys risk board, regulation of
financial derivatives trading, etc. The additiomagulation of SIFls is to provide
society with additional security in respect of thstitutions which pose a particular risk
for the economy.

1.2 Initiatives in Denmark
Denmark has implemented a number of initiativeBgioten regulation and supervision

of the financial sector following the financial 8. Box 3 sums up the most important
reforms.
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Box 3: Tightening of the regulation and supervision of the Danish financial sector

Tightened preventive supervision

- The Danish FSA is to examine the sustainability of the business model of financial institutions and
should be in a position to intervene at an earlier stage, if the business model is deemed unsustainable
- The "supervisory diamond" determines limits for banks in a number of risk areas (growth in loans,
property exposure, large exposures, excess liquidity, stable financing). The Danish FSA may sanction
breaches hereof

- Revision of the write-down rules of banks to provide less room for individual interpretation

- More conservative calculation of the individual solvency need in risk institutions

- Increased focus on early intervention and recovery and in this connection, a more patient approach
to managing potentially failing banks

More transparency

- Credit institutions are to publish their individual solvency needs and individual solvency
requirements

- The main conclusions of the Danish FSA following on-site inspections must be published

Tightened requirements for management of the institutions

- Tightened requirements for remuneration of management of credit institutions, including limits on
the percentage of bonuses in the form of share options etc.

- Prohibitions against loan-financed sales of own shares and guarantor certificates by credit
institutions

- Tightened fit and proper requirements make it easier for the Danish FSA to dismiss the management
of an inappropriately run financial institution

General strengthening of supervision
- The Danish FSA has the legal basis to issue administrative fines
- The Danish FSA has been allocated more resources

Consumer protection

- The Consumer Ombudsman can assist consumers in legal proceedings and may be appointed as
representative in class action lawsuits

- Introduction of a labelling scheme in relation to investment products

- Introduction of a labelling scheme in relation to loans

- Introduction of a certification scheme for bank advisors

- Revision of financing of the guarantee fund for depositors (insurance approach)

Systemic risks
- Setting up a systemic risk council to monitor the development of systemic risks and recommend
measures to manage such risks

Reference rates
- Public supervision of reference rates, introduction of the alternative reference rate (CITA) and
powers for the Danish FSA to review internal material on the establishment of reference rates

Winding-up of banks
- A winding-up scheme has been introduced for failing banks, as well as a supplementary
compensation scheme
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The reforms already implemented are central intioglato ordinary financial
undertakings but they do not address the speciallectyes posed by SIFIs, and
accordingly, also Denmark will see a need for fertbeparate regulation of SIFls. Such
regulation is to contribute to reducing the risktt®IFIs fail and to ensuring effective
crisis management of SIFlIs if this should happgmway, in order to limit the negative
effects on the financial system and the econonfgraas possible.

1.3 Danish credit institutions

At the end of 2012, Denmark had 91 credit instiosi, of which 83 were banks, while
eight were mortgage-credit institutions. Over tlastpdecades, Denmark has seen a
significant reduction in the number of banks. Tisiseflected in Figure 5. During this
period, a number of institutions were failing. kecent years, these institutions have
been taken over by the Financial Stability Compa#d$. Other institutions have
merged. Characteristic of failing banks is thatythepresent a small part of the total
assets of the sector. In the period 2008-2012, itlulkuded about 5 per cent of the
sector's total assets.

Figure 5: Development in the number of banks in Denmark, 1990-2012
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Note: FS is an abbreviation of the Financial Stability Company A/S. The data for 2012 was calculated at the end of 2012. The
data excludes branches of foreign banks in Denmark and Faroese banks.
Source: Danish FSA

In Denmark, the five largest banks together represkeabout 85 per cent of the sector's
total assets in mid-2012. The smaller banks thpsesent a small part (about 15 per
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cent) of the sector's total assets. Figure 6 shba/size of the ten largest banks, while
Figure 7 shows the size of the eight Danish moegaegdit institutions. As shown in
Figure 6, Danske Bank is by far the largest banbbanmark, with a share of total
assets of Danish banks of about 56 per cent, feliblay Nordea Bank Danmark, Jyske
Bank, Nykredit Bank and Sydbank.

Figure 6: Proportion of the Danish banking sector, total assets as a percentage of
the overall sector, 30 June 2012
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Note: Percentages are calculated on the basis of the total assets of the institutions in relation to the total assets of the
Danish banking sector as of 30 June 2012. The data is at institutional level. The banking sector is defined as banks in groups
1-4 and 6, i.e. including Faroese banks (group 6). Branches of Danish banks abroad are included in the data. Branches of
foreign banks in Denmark are not included, neither are mortgage-credit activities.

Source: Danish FSA

As shown in Figure 7, Nykredit Realkredit (includinlTotalkredit) is the largest
mortgage-credit institution in Denmark with a shafdotal assets of Danish mortgage-
credit institutions of about 54 per cent, followlked Realkredit Danmark and Nordea
Kredit. Realkredit Danmark and Nordea Kredit are pathe Danske Bank group and
the Nordea Bank Danmark group, respectively, whilkredit Bank is part of the
Nykredit group, and FIH Realkredit is part of thélfFerhvervsbank group.
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Figure 7: Proportion of the Danish mortgage-credit institutions sector, total assets
as a percentage of the overall sector, 30 June 2012
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mortgage-credit institutions as of 30 June 2012. The data is at institutional level. Nykredit Realkredit also comprises
Totalkredit A/S.

Source: Danish FSA

In relation to credit institutions in general, t@mnske Bank group (i.e. including
Realkredit Danmark, but excluding Danica) is by flae largest group in Denmark
measured in terms of total assets in relation td>@RDd measured in terms of deposits
as a share of the overall deposits of the sedtofable 2. Nykredit is the largest group
measured in terms of loans as a share of totasloathe sector in Denmark.
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Table 2: Characteristics of the largest Danish banks and mortgage-credit
institutions, group level, 30 June 2012

Total assets in per Loans in per cent of Deposits in per cent
cent of GDP the total loans of of the total deposits
the sector of the sector

Danske Bank 182.6 30.6 32.6
Nykredit 80.4 30.8 4.0
Nordea Bank Danmark 48.9 15.9 22.2
Jyske Bank 14.4 3.2 8.9
BRFkredit 12.6 5.2 0.4
Sydbank 8.9 1.9 5.4
DLR Kredit 7.8 3.4 0.0
FIH Erhvervsbank 4.6 0.6 0.7
Spar Nord Bank 3.8 0.9 2.7
Arbejdernes Landsbank 2.0 0.4 1.7
Vestjysk Bank 1.9 0.6 13
Ringkjgbing Landbobank 1.0 0.3 0.9
LR Realkredit 0.9 0.3 0.0

Note: Where it is deemed relevant, loans and deposits have been adjusted for subsidiary banks and branches abroad. Total
assets include subsidiary banks and branches abroad. GDP for 2011 is in current prices, DKK millions. Loans and deposits
include repo transactions. Loans exclude guarantees. As a consequence of the transfer of the exposures portfolio from FIH
Erhvervsbank to the Financial Stability Company A/S, the total assets of the FIH group total assets are subsequently reduced.
Source: Danish FSA and Statistics Denmark

Note in relation to Table 2 that the size of t@ssets in relation to GDP includes the
activities of the groups abroad and may thus Haistthe overall size of the groups.
Loans and deposits primarily relate to activitiasDenmark and thus represent the
relative size of the groups in Denmark.

Figure 8 shows the various groups' shares of tleeathsector based on the size of the

institutions, and illustrates that the Danske Bgndup represents nearly half of the
credit institutions sector in Denmark.
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Figure 8: Proportions of the Danish credit institutions sector (banks and mortgage-
credit institutions), total assets as percentage of the overall sector, group level, 30
June 2012
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Note: Percentages are calculated on the basis of the groups' total assets in relation to the total assets of the overall credit
institution sector as of 30 June 2012. Data is at group level. Total assets include subsidiary banks and branches abroad.
Source: Danish FSA

Geographically, the Danish credit institutions eecomprises activities in Denmark,
in Greenland and on the Faeroe Islands. By fatatgest parts of the activities are in
Denmark, cf. Table 3.

Table 3: Credit institutions in Denmark, Greenland and on the Faeroe Islands, 30
June 2012

Total assets, DKK bn. Total assets in per cent of
local GDP
Denmark, banks 4,378 245.6
Denmark, mortgage-credit institutions 3,382 189.7
Denmark, total credit institutions 7,760 435.3
Faeroe Islands, banks 22 169.4
Greenland, banks 6 49.6

Note: The data for Denmark also includes the activities of banks on the Faeroe Islands and in Greenland. The Danish FSA is not in
a position to separate the activities of credit institutions on the Faeroe Islands and in Greenland for Danish credit institutions.
The data is at institutional level. The data for Denmark also includes branches of Danish banks abroad. However, branches of
foreign banks are not included. The data for the Faeroe Islands and Greenland is based on a separate calculation. Note that
persons and undertakings in Greenland and on the Faeroe Islands may also use credit institutions located in Denmark.

Source: Statistics Denmark, BankNordik, Interim Report, H1 2012, the Faroese statistics agency hagstova.fo, the Greenlandic
statistic agency, stat.gl, the Danish FSA and own calculations.
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The total size of credit institutions corresporulgabout 435 per cent of Danish GDP. In
Greenland and on the Faeroe Islands, credit itistitsi are also large compared with
local GDP; about 170 per cent on the Faeroe Islam$ about 50 per cent in
Greenland, respectively.

The FSB has designated 28 banks as systemic aldel, including the Swedish-
based Nordea grodf.No Danish bank has been designated as systemétaition to
the global economy.

In a European context, four Danish credit instims®, Danske Bank, Jyske Bank,
Nykredit and Sydbank, have participated in annuedss tests carried out by the
European banking authority, the EBA, as well athaspecial analysis of the need for
recapitalisation of the largest European instingiccarried out in 2011-2012. Even
though Danske Bank is quite large compared to @sigh home market, it is not one of
Europe's largest credit institutions. However, Dandank is one of the largest
institutions in Europe not designated as a globgl &. Figure 9, which lists the 61

credit institutions included in the EBA's capitakt. Global SIFIs are highlighted with
yellow and Danish credit institutions are highligthtwith red.

Figure 9: Total assets of large European credit institutions, end of 2011
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Note: The data is shown for the 61 European credit institutions, included in the EBA's capital test in 2012 seen in relation to
GDP in the country where the institution is established. Danske Bank, Nykredit, Jyske Bank and Sydbank are highlighted with
red in the figure. The global systemically important European credit institutions which participated in the EBA's capital test are
highlighted with yellow. The total assets are calculated at group level, i.e. all the foreign activities of the institutions are
included.

Source: European Banking Authority, Bloomberg and Eurostat

8 The FSB, “Update of group of global systemicathportant banks (G-SIBs)”, 1 November 2012.
' The Swedish Nordea group, which includes NordeskB2anmark, has also participated in the EBA's
stress tests and capital test.
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Danske Bank’s total assets in relation to DanisiPGPvery substantial compared with
the size of other large European institutions latien to the GDP of their countries of
establishment, cf. Figure 10.

Figure 10: Total assets of large European credit institutions in relation to local

GDP, end of 2011
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Note: The data is shown for the 61 European credit institutions, included in the EBA's capital test in 2012 seen in relation to
GDP in the country where the institution is established. Danske Bank, Nykredit, Jyske Bank and Sydbank are highlighted with
red in the figure. The global systemically important European credit institutions which participated in the EBA's capital test
are highlighted with yellow. The total assets are calculated at group level, i.e. all the foreign activities of the institutions are
included.

Source: European Banking Authority, Bloomberg and Eurostat

The total credit institutions sector in Denmarkregatively large in relation to Danish
GDP compared with other EU countries, cf. Figure THus credit institutions play an
important role in the Danish economy. Note howeteat Figure 11 also comprises
foreign activities of Danish institutions.
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Figure 11: Size of the credit institution sector in relation to local GDP, end of 2011.
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Note: The size is measured as total assets of the sector in relation to local GDP. The horizontal line shows the unweighted
average for the countries. The data is shown for the 27 EU countries as well as for Norway, Switzerland and Liechtenstein.
The data includes all foreign activities for credit institutions with a parent undertaking in e.g. Denmark. The Y-axis stops at
1,000 per cent, but in Luxembourg and Liechtenstein the credit institution sector represents a larger share of GDP.

Source: European Banking Federation and Eurostat
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Chapter 2: Criteria for identifying SIFls in Denmark

The terms of reference of the Committee state ttete are SIFIs in Denmark. The
Committee is tasked with examining how SIFls magcdgcally be identified in
Denmark. The following sections propose a methodieftifying Danish SIFIs on the
basis of international considerations. As establisim the terms of reference, the focus
is on credit institutions, i.e. banks and mortgagadit institutions, whilst a review of
whether other financial institutions than credstitutions, e.g. insurance companies or
pension funds, may be SIFIs in Denmark has not basred out.

2.1 International considerations

The FSB defines SIFIs as financial institutions,os disorderly failure would cause
significant disruption to the financial system atité real econom$’ The BCBS'
standards for global SIFIs apply five central ciitefor identifying global SIFIS!
These include:

i) cross-jurisdictional activity,

il) size,

iii) interconnectedness with the financial system,
iv) substitutability of the institution's activiseand
v) complexity of the institution.

The BCBS proposes a method where a weighted averfate institution's score on
the different criteria is calculated, and agaihst background, a decision is made as to
which institutions are identified as global SIFisdahow much additional capital the
relevant institutions should be required to hold.

For national SIFls, the BCBS takes a more prinelj@ised approach, firstly based on
four of the five criteria mentioned above, exclugihe criteria on cross-jurisdictional
activities, and secondly providing the possibility consider specific national
conditions, including the opportunity to involvdeeant country-specific factofé.This
does not include an exact method of calculatiorhfw systemic national SIFIs are, as
is the case for global SIFIs. The recommendatiansa@tional SIFIs thus give more
room for discretion in the national assessment.

2 ESB, “Policy measures to address systemically iapo financial institutions”, 4 November 2011.
21

Cf. note 16.
2 Cf. note 17.
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The international standards in themselves are mudig for Denmark. However,
elements of these are included in CRD4, which seuirements regarding the
identification of domestic SIFls. Such identifieatishall be based on at least one of the
following criteria:

1) size,

2) importance for the economy of the EU or membeestat

3) significance of cross-border activities,

4) interconnectedness of the institution with thefficial system.

Application of the criteria will be laid down in m® detail by the European Banking
Authority (EBA).

Some European countries have already designatedntiteonal SIFIs. In Sweden, so
far the authorities have designated the four ldrgdsedish credit institutions —
Nordea, Skandinaviska Enskilda Banken (SEB), Hahdelken and Swedbank — as
SIFls. Furthermore, Nordea has been designatedghisbal SIFI by the FSB. These
will be subject to an additional capital requiremecf. section 3.1.2% The criteria
according to which the specific institutions in $i#a have been designated have not
been published, nor has information on whether malidbe designated.

The largest credit institutions in the United Kioga Barclays, HSBC, Standard
Chartered and Royal Bank of Scotland, have beeigrged as global SIFIs by the
FSB. In addition, the British government is plamgnio introduce a separation of the
institutions' activities so that activities critida the real economy can only be carried
out by statutorily ring-fenced, and thus particiyasecure, credit institutions.
Currently, only deposits business with private cosrs and small and medium-sized
enterprises will be covered by the ring-fencifidRequirements for ring-fencing are
likely to be set on the basis of the size of th«tifntions' deposits. The ring-fenced
institutions are also expected to comprise theonatiSIFIs in the United Kingdom.

In Switzerland, Credit Suisse and UBS are on thB'$8st of global SIFIs and these
have also been designated as national SIFIs. Thgrddion is based on specific
indicators in the form of i) market shares withystemically important business areas
(deposits, loans and clearing), ii) the value ofawered deposits, iii) the size of the
institution in relation to GDP and iv) the risk fite of the institutior?

% Finansinspektionen, “New capital requirementsSJaredish banks”, 25 November 2011.

24 HM Treasury, “Banking reform: a new structure $tability and growth”, 4 February 2013.

% The Swiss Financial Markets Supervisory Authori§gdressing Too Big To Fail”. The Swiss SIFI
Policy”, 23 June 2011.
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2.2 Criteria for identifying Danish SIFIs

The terms of reference of the Committee statewiman setting criteria for identifying
Danish SIFls, the Committee must include considamnatin relation to criteria on:

i) size,

i) the possibility of substitution,

iii) interconnectedness with the rest of the systend

iv) complexity (business-related, structural andragional).

The criteria mentioned reflect the BCBS' standdodsnational SIFIs and are in line
with the criteria in CRD4. In line with the BCBSastdards, a more qualitative
assessment may also be included.

2.2.1 Criteria and indicators for identifying Danish SIFIs

National differences in the structure and sizeailding markets in relation to national
GDP imply a need for national flexibility when idéging SIFls. Therefore, it cannot
be assumed that all the criteria recommended bB@®BS and included in CRD4 and
which are listed in the terms of reference, areabguelevant in the identification of
Danish SIFIs. The different criteria are discusisetthe following sections.

Sze

The size of a credit institution is central for significance in the financial system, as
the size of the credit institution indicates théeex of financial services supplied by the
institution to the real economy and the financigtem. Any possible damaging effects
in the form of risks for the economy (negative exadities) if a credit institution fails,
are likely to increase more than proportionallyhatite size of the institutions. If a large
institution fails this may, to a greater extentrttiar smaller institutions, damage public
confidence in the financial system as a whole. @Galye the size of institutions is
therefore assessed to be a central criterion @ntifying Danish SIFIs.

Arguably also small institutions may have systenmportance, if they encounter
difficulties at the same time. However, in the vielthe Committee, the existing
regulation of credit institutions and schemes fanding-up credit institutions, ensure
that problems in a number of smaller institutionls mot be of systemic importance.

The size of a credit institution can be measuredeiveral ways. The BCBS uses the
total exposure of the institution as an indicatar gize in connection with identifying
global SIFIs. In the United Kingdom, risk-weightadsets as a percentage of GDP are
used as an indicator of how systemic institutioms, avhile Switzerland uses an
indicator composed of market share for loans amsies and the size of total assets in
relation to GDP. Thus, at international level, afann measure for the size of an
institution in relation to identifying SIFls hastrimeen established.
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The total assets of the institution seen in refatm GDP may indicate the overall size
of the institution, and thus the difficulty of cgimg out crisis management of an
institution, and the effect of such crisis managetmen society. The Committee
recommends using the total assets of the institutiarelation to GDP as an indicator
for size, since the total assets capture largéladilvities of the institution and thus
provides a measurement of the potential difficaltizat may arise if an institution fails.
An indicator based on total assets also includésitaes by the institution abroad and
thus provides a view of the overall size of theitnson.

The alternative could be to use the risk-weighteskts of the institution in relation to
GDP. Risk-weighted assets express the risks rglatiin the institution's specific
activities and may reduce any overrating of howtesysc the institution is, as low risk
items may be included in the total assets of tk&tution. However, in the view of the
Committee, the total assets are a better indidatothe size of the institution, as the
object of the size indicator is to measure howidiff crisis management of the
institution will be overall and not necessarily theks related to the specific activities
of the institution. In addition, the risk-weightadsets may change due to increased use
of internal models without a corresponding chamgé&ow systemic the institution is.
This speaks against using risk-weighted assetsmasasurement of how systemic the
institution is.

As an indicator based on total assets does nosfoouthe systemic activities of the
institution as such, but also includes other attigiwhich are not necessarily systemic,
it may be relevant, however, to include additiomalicators which more specifically
relate to the conditions that make the instituti@ystemic. In the view of the
Committee, particularly the loans and deposits haf institutions will be systemic.
Loans are discussed under the substitutabilitgrigitbelow, as the challenge in relation
to loans is the issue of whether other instituticas take over, or substitute, the
lending portfolio of a SIFI without disrupting tieeonomy as a whole.

Deposits are another measurement for the scopeosdilpe adverse effects on the
economy due to the winding-up of a credit instdanti Depositors not covered by the
deposit guarantee scheme must be expected to daffees in connection with a
winding-up, and for households and enterprises sladses may limit their
consumption and investments, and ultimately meat they are not capable of
fulfilling their obligations. This bears the risk oreating a vicious circle between the
economic trends and developments in the finan@elos. At the same time, if more
households and enterprises suffer losses in caoneeith a winding-up, this creates
more uncertainty and general lower confidence endtedit institutions. This may give
rise to financial instability and limit the posgityi of the sector to provide the services
that it is expected to deliver, and thus also igsticonomic activity. Another challenge
in connection with deposits is that the guarantee ffor depositors and investors is
unlikely on its own to be in a position immediatdly cover covered deposits in
connection with the winding-up of a SIFI with adaramount of covered deposits.
Therefore, the guarantee fund for depositors anesitors may take up state-guaranteed
loans on the markets. This, however, imposes skthe government. Therefore the
deposits of institutions are deemed to be systemic.
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The relevant indicator for deposits is deemed tthbesize of the deposits in relation to
the sector's overall deposits, as this expresseretative size of the institution and also
the potential consequences of a winding-up. It eended relevant to examine the
activities of the institution in Denmark only, dgetvolume of deposits may only have
systemic importance in Denmark.

Accordingly, the size of credit institutions defihas total assets in relation to GDP and
deposits as a share of the total deposits of tbrses deemed a relevant criterion in

the identification of Danish SIFIs. Table 4 showe distribution of the ten largest

banks and mortgage-credit institutions in Denmarlgraup level based on the two

indicators?®

Table 4: Indicators of size of the largest Danish banks and mortgage-credit
institutions, group level, 30 June 2012

Total assets in per cent of GDP Deposits in per cent of the

total deposits of the sector
Danske Bank 182.6 32.6
Nykredit 80.4 4.0
Nordea Bank Danmark 48.9 22.2
Jyske Bank 14.4 8.9
BRFkredit 12.6 0.4
Sydbank 8.9 5.4
DLR Kredit 7.8 0.0
FIH Erhvervsbank 4.6 0.7
Spar Nord Bank 3.8 2.7
Arbejdernes Landsbank 2.0 1.7
Vestjysk Bank 1.9 1.3
Ringkjgbing Landbobank 1.0 0.9
LR Realkredit 0.9 0.0

Note: Where relevant, deposits have been adjusted for subsidiary banks and branches abroad. Total assets include
subsidiary banks and branches abroad. GDP for 2011 is calculated in current prices, DKK mill. As a consequence of the
transfer of the exposures portfolio from FIH Erhvervsbank to the Financial Stability Company A/S, FIH group total assets have
subsequently been reduced.

Source: Danish FSA and Statistics Denmark

Substitutability

Danish credit institutions, i.e. banks and mortgeigglit institutions, have lending as
their core business activity. Lending comprisesvais which can be difficult or
impossible for other credit institutions to takeeowr replace in the short term.

In order to be able to provide loans, the inswiuitmust have sufficient liquidity and
capital to meet the statutory requirements, evaar &hving provided the loans; and, in
relation to some customer or product segments \highecialised credit expertise. To

% The data is based on reports to the Danish FSAerQiata could also be relevant, e.g. Danmarks
Nationalbank's MFI statistics. However, the differgypes of data yield very similar results.
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some extent, credit experts will potentially be rfduor taken over from the failing
institution. It is likely that the larger the loatle more difficult it will be to take over
from other institutions. Extensive losses and sgbset winding-up of a SIFI may
therefore result in limitation of the lending capgadn the sector, which will mostly be
noticeable in terms of new loans, particularly iluaions where there is already a risk
of lending restrictions due to economic trends.sThay limit economic growth.
Therefore loans are considered difficult to substitand to be of particularly
significant systemic character.

In a Danish context, the use of financing outside ¢tredit institution, e.g. through
corporate bonds occasionally issued by large Dagmsérprises, is only limited. This
underlines the need to ensure lending capacityaimgh credit institutions in general.

The Committee recommends that an indicator foisthe of the lending is based on the
lending by the individual institutions in Denmark @ percentage of the total lending by
the sector in Denmark. Such an indicator will espow the difficulty for other
institutions to take over a loans portfolio of alifey institution. Table 5 shows the
distribution of the ten largest banks and mortgagelit institutions in Denmark at
group level based on an indicator for lending.

Table 5: Indicator of substitution for the largest Danish banks and mortgage-
credit institutions, group level, 30 June 2012

Loans in per cent of the total lending by the sector

Nykredit 30.8
Danske Bank 30.6
Nordea Bank Danmark 15.9
BRFkredit 5.2
Jyske Bank 3.2
DLR Kredit 3.4
Sydbank 1.9
Spar Nord Bank 0.9
FIH Erhvervsbank 0.6
Vestjysk Bank 0.6
Arbejdernes Landsbank 0.4
Ringkjgbing Landbobank 0.3
LR Realkredit 0.3

Note: Where relevant, loans have been adjusted for subsidiary banks and branches abroad. Loans exclude guarantees as
these are inhomogeneous and have a more volatile and short-term character. Loans include repo transactions.
Source: Danish FSA

Other circumstances for credit institutions thaank® may potentially be important in

relation to the issue of substitutability in iddéyitig SIFIs. Such circumstances are
described briefly below. However, even though sacbumstances may increase the
systemic importance of the institutions, the Coneeitdoes not deem it necessary to

2T Cf. e.g. the "Report from the Committee on corpmiaonds as a source of financing for small and
medium-sized enterprises”, 22 November 2012.
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use them as independent indicators, as in a Dawoistext, these are closely related to
the size indicators.

In the DKK market, large Danish credit institutidiusiction as correspondent banks for
foreign credit institutions. Furthermore, largetingions play a key role in providing
payment services and in distributing liquidity ¢ve interbank markets. The winding-up
of one of the large institutions may potentiallguk in significant disturbances of the
market in all of these areas. However, such effastsdeemed to already have been
covered by the indicator for total assets.

A number of small institutions have tasks, such ségck exchange business,
international payments, clearing and advisory ses/performed by larger institutions.
Therefore, it is relevant to consider whether wngdup one of these larger institutions
may result in significant interruption of businegsportunities for a number of smaller
institutions. However, in the view of the Committéleese are relatively standardised
activities which other institutions would be abteperform satisfactorily, and therefore
any winding-up of the relevant suppliers would hatve significant adverse effects on
society, but there would be consequences for tlaleninstitutions affected.

Furthermore, the Committee has looked at e.g.dleeaf the institutions in connection

with loans to selected sectors, payments servioéstlaeir role in share and bond
markets, in order to assess the substitutabilitythed institutions. Against this

background, the Committee has deemed indicatootah &ssets to provide the same
information as such potential indicators. If antilsion is deemed to be systemic
because it provides special financial servicess thiay possibly be included in a
gualitative assessment.

I nter connectedness

Interconnectedness means that problems in a enstitution may spread to the rest of
the sector, for example as a consequence of ctudtaobligations between the
institutions. The interconnectedness of the institu with the rest of the financial
system may e.g. pose a risk that winding-up thetiti®n reduces the loss-absorbing
capacity of the rest of the sector due to lossesxposures incurred by the SIFI. This
could be in the form of unsecured and secured |ohoad portfolios (including
mortgage-credit bonds), derivative contracts etbich limit the total credit supply of
the sector, and thus potentially economic growthe o the current structure of the
sector, the largest Danish institutions are alesehwhich are the most interconnected
with the rest of the sector. However, the risk ohtagion as a consequence of the
institutions' obligations to the guarantee fund d@@positors and investors has been
reduced with the most recent change in the fundirthe guarantee fund for depositors
and investors which going forward is a fixed anrmament.

To assess the interconnectedness of credit inetiitwith the rest of the financial

system, the Committee has examined market financawgivables from and payables
to other credit institutions, as well the importaraf the institutions on the repo market.

38



With the current structure of the sector, the inthc for total assets should cover the
information provided by the indicators on interceotedness.

In a Danish context, the mortgage-credit sectoyla special role, as investors in
mortgage-credit bonds may regard the mortgagetcbedid market as a homogenous
market where all bonds carry roughly the same aisél liquidity. Figure 12 shows

approximate interest rates on 30-year fixed-inteteans from bond series from

selected mortgage-credit institutions in the petiimin 2006 to 2012, and illustrates
that interest-rate differentials are generally tedj also in times of crisis.

Figure 12: Effective yields for bonds issued by different mortgage-credit
institutions, 2006-2012.
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Source: Nordea Analytics.

Since 2006, at times the interest rate differefu@&iveen the institutions has been up to

ten basis points (0.1 percentage points) on 304ypezd-interest bonds. These are very
marginal differences.

This uniformity may partly be due to a relativelyiform risk profile, and partly due to
high confidence in the mortgage-credit system fitdéla mortgage-credit institution
fails and must be wound up, and if bond ownersesudéfsses, it cannot be ruled out that
this may potentially have a contagion effect infibren of lower confidence in the other
mortgage-credit bonds and thus in the mortgageicrsector as a whole. The
consequence could be a general selling out of mgegredit bonds which would

make it harder for mortgage-credit institutionsssue bonds and thus contribute to the
supply of credit.
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In addition, many credit institutions and otherafiicial undertakings use mortgage-
credit bonds as part of their liquidity managemextall in the value of mortgage-
credit bonds due to uncertainty about the valu¢hefbonds may have considerable
consequences for the institutions.

In the view of the Committee, as a consequencateféonnectedness, caution should
be observed when identifying SIFI mortgage-creditstitutions. Even though
experience shows that the risk of problems in agage-credit institution is lower than
in the banking sector, the consequences of a gaifinrtgage-credit institution may be
substantial. The mortgage-credit legislation hasaaly introduced special regulation of
mortgage-credit issuances in light of their systenmportance (e.g. the balance
principle). The purpose of the mortgage-creditdigion is to ensure that mortgage-
credit bonds are a safe investment. As legisladiogady takes into account the special
nature of the mortgage-credit system, the Commiteemmends treating mortgage-
credit institutions in the same way as banks whaentifying and determining
requirements for SIFIs, cf. section 2.2.4.

Complexity

An institutions systemic importance will be highdrthe institution has a business
model, structure and operations which make it paldrly costly to wind up. The
winding-up of complex institutions is likely to gemrate higher costs than winding-up
less complex institutions, and will therefore, elBe being equal, have a greater impact
on financial stability and economic development.

Factors which complicate winding-up may e.g. be shepe of bilateral (Over-The-
Counter OTC) trading with financial derivativesrda trading portfolios, or that the
institution has many assets in its balance shegthatave not been measured at market
value and thus may prove to have a significantfiedint realisable value. Finally, the
costs of winding-up an institution with significactoss-border activities will increase
operational risks and put pressure on the timecasé crisis management because of
the need for coordination between national autiesrit

The complexity of a credit institution is very cibg linked to the size of the institution,
as the large institutions in particular, will alee the most complex in relation to the
organisation, business model, etc. In order tosastee complexity of the institutions,
the Committee has looked at the nominal derivapigsitions as well as cross-border
activities of the institutions. The assessmenthet the indicators on size cover the
information in the indicators on the complexity lsdinks in particular. The business
model of mortgage-credit institutions is generalgss complex than for banks.
However, interconnectedness is larger among moetgaedit institutions, cf. above.
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2.2.2 Identification at group level

In the sections above, Danish credit institutiorsravviewed at group level in the
description of the individual indicators. It is eghnt to consider whether the
identification of Danish SIFls is most approprigtalarried out at group level, or
whether identification at institutional level is neaelevant.

Identification at institutional level takes into caunt the extent of systemic risks
connected with the individual institution. Howevean Danish credit institutions,
institutions are usually financially and organieaslly closely linked. According to
current rules, financial institutions wishing toopide loans for a parent company or
another subsidiary within the same group must obgaior authorisation from the
Danish FSA. It cannot be ruled out that to a laegéent an institution will provide
financing for its subsidiaries, if these experiefinancial difficulties. Experience from
the financial crisis seems to support this viewchhs due to the fact that an institution
which allows its subsidiary to fail will damage d¢woence in the institution. In the
worst case scenario, financial backing might endatige survival of the group. Seen in
isolation, an institution may be less systemic inguat while the same institution may
potentially have significance due to its groupleftion.

Identification at group level takes into accourg tiotal systemic significance of the
group, and the fact that the group's institutiores lamked and thus carry a potential
contagion element. Therefore, identification of B&anSIFIs should be made at group
level.

In practice, there are relatively few large finahcigroups in Denmark. The
consequence of making the identification at graayel is e.g. that if the Danske Bank
group is identified as a SIFI, this will also indki Realkredit Danmark, which is the
group's mortgage-credit institution organised amulasidiary, not taking into account
whether Realkredit Danmark in itself is a SIFI.

It should be noted that the additional requireméatsSIFIs will apply at group level
and for each credit institution in the group, buit io other types of subsidiary
undertakings, cf. chapter 3.

2.2.3 Selection of criterion for identification

Section 2.2.1 argued that in particular criteriadiae and substitutability are relevant in
a Danish context in relation to identification ofF&. In addition to the systemic
element of the institution's size, the criterionpe also captures deposits which are
deemed to be systemic. The criterion on substitittaltaptures the lending of the
institutions which is also deemed to be of systeméture. This method is also
supported by the fact that the indicators for tlieep criteria described above, i.e.
interconnectedness and complexity, are closelyaateected to indicator for the total
size of the institutions. This indicates that sigaintly different results will not be
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generated, if a more complicated identification elodith more criteria than size and
substitutability is used.

A simple model for identification of Danish SIFlsIMhave the advantage of ensuring
simplicity and transparency in the identificati#it.the same time, Denmark will be at
par with the other European countries which hat®duced SIFI regulation.

Table 6 shows the ten largest banks and mortgagBtanstitutions' position on the
three indicators. The table corresponds to Talitechapter 1.

Table 6: Characteristics of the largest Danish banks and mortgage-credit
institutions, group level, 30 June 2012

Total assets in per Loans in per cent of Deposits in per cent
cent of GDP the total lending by of the total deposits
the sector of the sector

Danske Bank 182.6 30.6 32.6
Nykredit 80.4 30.8 4.0
Nordea Bank Danmark 48.9 15.9 22.2
Jyske Bank 14.4 3.2 8.9
BRFkredit 12.6 5.2 0.4
Sydbank 8.9 1.9 5.4
DLR Kredit 7.8 3.4 0.0
FIH Erhvervsbank 4.6 0.6 0.7
Spar Nord Bank 3.8 0.9 2.7
Arbejdernes Landsbank 2.0 0.4 1.7
Vestjysk Bank 1.9 0.6 1.3
Ringkjgbing Landbobank 1.0 0.3 0.9
LR Realkredit 0.9 0.3 0.0

Note: Where it is deemed relevant, loans and deposits have been adjusted for subsidiary banks and branches abroad. Total
assets include branches abroad. GDP for 2011 is in current prices, DKK millions. Loans and deposits include repo transactions.
Loans exclude guarantees. As a consequence of the transfer of the exposures portfolio from FIH Erhvervsbank to the
Financial Stability Company A/S, FIH group total assets have subsequently been reduced.

Source: Danish FSA and Statistics Denmark

2.2.4 Specific model for identification

Danish SIFIs are proposed to be identified on thsidof a criterion for size and a
criterion for substitutability, by applying indicas for the institution's total assets in
relation to GDP and the institution's deposits Erahs in Denmark as a percentage of
the total deposits and loans of the sector in Dekma

As SIFls if they fail may imply systemic consequeson the basis of each of the three
indicators, a credit institution should preferabiget just one of the three indicators in
order to become identified as a SIFI. This esthbksa precautionary approach, where
it will be appropriate to set additional requirertgeto a larger group of institutions for
reasons of financial stability in order to redulce tisk that such institutions fail.
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Furthermore, specific levels must be set for whernnatitution is to be identified as a
SIFI on the basis of the three indicators. In twanection, it is relevant to consider the
approach used in other European countries whick bhlready designated or which are
in the process of designating national SIFIs. Hamveuhe figures are not fully
comparable across borders.

In Sweden, so far the four largest credit institasi have been designated as national
SIFls. Exact criteria for identification have nadn established, which may be due to
the structure of the Swedish banking market whbee four largest institutions are
considerably larger than the other institutions.aBeed in terms of total assets,
Swedbank is the smallest of the four largest ittihs with total assets comprising
about 32 per cent of Swedish GDP. Measured in tefnhsnding, SEB is the smallest
of the four large institutions with loans compriih6 per cent of the total loans of the
sector. The fifth largest institution, Lansforséigar Bank, comprises about 2 per cent
of GDP measured in terms of total assets and 2ceet of the total loans of the
sector’® Against this background, the implicit limit for ddtification of SIFls in
Sweden must be assumed to be somewhere betweeth 2aper cent of GDP and
between 2 and 16 per cent of the total loans of#uwtor. If the limit for identification

in Sweden is assumed to be 32 per cent of GDP &npef cent of the sector and
similar limits are set out for Denmark, Danske Bahlkredit and Nordea Bank
Danmark would be identified as SIFIs. This corregjsto 80 per cent of the Danish
banking sector being identified as SIFIs in terrh®tal assets and 77 per cent in terms
of lending. In Sweden, the corresponding shareliped cent in respect of total assets,
and 73 per cent in respect of loans.

In Switzerland, credit institutions are identified SIFIs on the basis of their market
shares in either deposits or loans, as well ag toh&l assets in per cent of GDP.
Against this background, the Swiss authorities hewwdar identified UBS and Credit
Suisse as SlIFls; this corresponds to about 53 eet of the banking market in
Switzerland being designated as SIFIs measuresrimstof total assets and 31 per cent
measured in terms of lendiAyThe exact limit values for being identified as I&IS
have not been published. However, the increasedatapquirements for identified
SIFIs rise proportionally with market shares inrneand deposits as well as total assets
in per cent of GDP, if these exceed 10 per centZ&fidper cent, respectively. If these
limit values were set as an upper estimate fortifieastion as a SIFI in Switzerland,
but where both limits are not required to be methat same time, Danske Bank,
Nykredit and Nordea Bank Danmark would be idendifees SIFIs. This corresponds to
80 per cent of the Danish banking sector beingtifieth as SIFIs in terms of total
assets, 77 per cent in terms of lending and 5@¢mtrin terms of deposits.

In the United Kingdom, the government has not yedlly announced its limits for
identifying national SIFIs. However, the institut®which will be subject to legal ring-
fencing are expected also to comprise the groupatibnal SIFIs, and therefore the
same requirements may be assumed to be used idethigfication of national SIFIs.
Preliminary reports indicate that the limit for whi institutions must meet the

%8 Svenske Bankforaningen, "Bank- and finance stesi€i011”, September 2012,
29 Swiss Bankers Association, “2012 Banking Baronie@®eptember 2012.
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requirement on ring-fencing will be set at deposifs more than GBP 25 bn.,

corresponding to a limit for identification as aFSby which deposits must be higher
than 1.8 per cent of GDP. This means that 85-90cpat of deposits in the United

Kingdom will be covered by the requireméhtf a similar limit were established in

Denmark, Danske Bank, Nykredit, Nordea Bank Danimdykke Bank, Sydbank and
Spar Nord Bank would be identified as SIFIs. Thosresponds to 76 per cent of the
Danish banking sector being identified as SIFls&enms of deposits.

As shown, work is being done on very different tsnmacross borders, and there is no
consensus on an exact level for each of the diffeytential indicators. The
Committee view is that it will be very difficult tdirectly transfer limits across borders
as there are significant differences in the stmactf the different markets, etc. Sweden
and Switzerland, for example, have relatively hoermays groups of SIFls whereas
there is a considerably larger spread between dhgedt Danish credit institutions,
measured in terms of the different indicators.

In order to take account of the special charadtesiof the Danish credit institution
sector, with a few very large institutions, butoaésgroup of medium-sized institutions
which may cause considerable problems for the eogna the event of failure, it is
proposed to apply an approach where the limitsdientification as a SIFI based on the
different indicators are set relatively low. Agathjs should be viewed in light of a
precautionary principle, under which it is apprapeifor financial stability reasons, to
set additional requirements for a larger groupnsfitutions, in order to reduce the risk
that such institutions fail, and to ensure thatdlernative crisis management tools for
SIFIs can be used for such institutions, cf. chagteThis also reduces the risk that
problems in a number of medium-sized institutiongymbecome systemically
important, cf. section 2.2.1.

Thus the Committee recommends the following spethits for the three indicators:

= Total assetsin per cent of GDP: The limit for identification as a SIFI is to
be set at 10 per cent of GDP.

" Loans in per cent of the total lending by the sector: The limit for
identification as a SIFI is to be set at 5 per agnthe total loans of the
sector in Denmark.

" Deposits in per cent of the total deposits of the sector: The limit for
identification as a SIFI is to be set at 5 per adnthe total deposits of the
sector in Denmark.

As mentioned above, the limit for just one of thdicators must have been exceeded in
order for the institution to be identified as a SIF

%0 British Bankers Association, “August figures fbetmain high street banks”, 25 September 2012.
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It should be noted that the final rules in CRD4 nmapact on how SIFIs are to be
identified at national level including the EBA lagewn common guidelines for this
area.

With the proposed approach, six Danish credit tuistins will be identified as SIFIs,
cf. Table 7, in which the indicators exceeded facteinstitution are highlighted in
bold. The identified institutions together repres8@ per cent of credit institutions
measured in terms of total assets and 88 per oeh?4 per cent measured in terms of
loans and deposits, respectively.

Table 7: Danish banks and mortgage-credit institutions which fulfil the
guantitative criteria for identification as a SIFI

Total assets in per Loans in per cent of Deposits in per cent
cent of GDP the total lending by of the total the
the sector deposits of the
sector

Danske Bank 182.6 30.6 32.6
Nykredit 80.4 30.8 4.0
Nordea Bank Danmark 48.9 15.9 22.2
Jyske Bank 14.4 3.2 8.9
BRFkredit 12.6 5.2 0.4
Sydbank 8.9 1.9 5.4

Despite the high co-variation between the indicatelected and other indicators, it
cannot be ruled out that in some cases, the modgl mot capture all the relevant
aspects of systemic importance. Therefore, afteefel consideration, it may be
relevant to include a qualitative element in thenigfication of Danish SIFIs in order to
identify even more institutions as SIFIs than thmestitutions identified using a
guantitative approach. This may be as a consequanaelarge market share within
special segments or geographical areas, or betla@sestitution is particularly linked
to the rest of the sector. Similarly, from a qualite approach, it should be possible to
avoid designating institutions as SIFIs which woolthierwise be identified using a
quantitative approach.

DLR Kredit and Danmarks Skibskredit are instituomhich could be considered in
connection with qualitative assessments.

DLR Kredit has a market share of about 23 per cénending to the agricultural

sector. For mortgage-credit loans alone, the mathkate is 30 per cerit.Even though

a number of other credit institutions, both banksl anortgage-credit institutions,
provide a large amount of loans to Danish agricaltunder the current conditions, it
may be difficult for other institutions to replatiee role of DLR Kredit as the key
provider of mortgage-credit loans to agriculturartRermore, the market for lending to
agriculture is deemed primarily to be a nationatkatwith limited access to financing
by foreign lenders. If DLR Kredit temporarily or mpeanently ceased its lending

%1 The information has been provided by the DanisA.FS
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activity to the agricultural sector this could hawbstantial, negative effects on Danish
agriculture and the Danish economy. Thus, theraspects speaking in favour of DLR
Kredit being designated as a SIFI in Denmark onbih&s of a qualitative assessment
and becoming subject to requirements similar tdsSiffentified using the quantitative
approach.

Danmarks Skibskredit accounts for about 20 per o&fihancing for shipbuilding by
Danish shipping compani&s However, in the view of the Committee, the marfioet
ship finance is largely international and Danisipgimg companies to a high degree
have opportunities to finance their shipbuildinghates outside national borders. This
is where the market for ship finance differs frdme brdinary loan market in Denmark.
Thus the lending activity by Danmarks Skibskredit likely to be sufficiently
substituted by lending on the international matkeavoid severe damaging effects on
the Danish economy in the event that Danmarks Eiell# ceases to provide loans for
a period. Thus, there are aspects speaking ag@iasmarks Skibskredit being
designated as a SIFI in Denmark on the basis obétgtive assessment as well.

2.3 Institutional implementation of the identification process

It is recommended that the specific designatiorDahish SIFIs on the basis of the
above indicators is carried out by the Danish FS#ctv already supervises the relevant
institutions and which is therefore the naturahauty in this area.

To ensure that input is collected from all relevaathorities, that external experts are
included in the process, and to ensure cohesidmntivi rest of the work on supporting
financial stability in Denmark, it will be relevafudr the Systemic Risk Council to make
a recommendation to the Danish FSA on the Danistlittinstitutions which should be
designated as Danish SIFIs, including based orssilple qualitative assessment.

The systemic importance of credit institutions deps during the years, and
developments in the business models and produtke afredit institutions may make it
necessary to take other criteria into consideratiothe identification of SIFIs than
those recommended in this report. Therefore, it el relevant for the Systemic Risk
Council each year to recommend to the Danish FS&klwbDanish credit institutions
should be designated as Danish SIFIs. The Couhailld also have the possibility to
recommend to the government that the criteria é@niifying Danish SIFIs be re-
assessed. The Danish FSA and the government willeqaired to offer a public
explanation if the recommendations of the Councé aot followed. It will be
appropriate for institutions designated as SIFIbdagiven a certain period of time in
which to meet the additional requirements laid dd@nSIFIs, cf. chapter 3.

32 This account is based on information from Danm&kibskredit A/S.
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2.4 The Faeroe Islands and Greenland

A group of locally based banks operate with theré@dslands and Greenland as their
primary area of activity. Table 8 shows that thrgést institution in the Faeroe Islands,
BankNordik, has a market share for loans of ab@ytef cent, and the institution's total
assets correspond to about 86 per cent of the GiRed-aeroe Islands. Eik Banki is
the second-largest institution in the Faeroe Idawtth a market share for loans of
about 37 per cent, and total assets correspondiafdut 61 per cent of the GDP of the
Faeroe Islands. Similarly, Grgnlandsbanken has rkehahare for loans of about 79
per cent in Greenland, and the institution's tataets correspond to about 42 per cent
of Greenland's GDP.

Table 8: Proportions and total assets in relation to local GDP of institutions in the
Faeroe Islands and in Greenland, June 2012

Total assets in per Loans in per cent of the Deposits in per cent of

cent of GDP total loans the total deposits
of the sector of the sector

The Faeroe Islands

BankNordik 86,3 46,8 38,3

Eik Banki 61,1 37,4 45,4
Nordoya Sparikassi 16,2 12,1 11,3
Suduroyar Sparikassi 5,8 3,7 5,1
Total 169,4 100 100
Greenland

Grgnlandsbanken 42,2 78,5 88,0
BankNordik (filial) 7,4 21,5 12,0
Total 49,6 100 100

Note: The proportions based on loans for the Faroese banks is calculated as loans in per cent provided by the individual
Faroese institution based on the total loans of the Faroese institutions in the Faeroe Islands. Proportions for the Greenlandic
institutions are calculated correspondingly. Total assets in per cent of GDP are calculated as the total assets in per cent of the
GDP in Greenland and in the Faeroe Islands, respectively. For BankNordik only the Faroese and Greenlandic activities are
included, but the group also has activities in Iceland and in Denmark. GDP for the Faeroe Islands is calculated in current prices
for 2011 in DKK mill., whilst GDP for Greenland is calculated in current prices for 2010 in DKK mill. Note that individuals and
enterprises in the Faeroe Islands and in Greenland may also use a bank located in Denmark. The Danish FSA cannot separate
credit-institution activities in the Faeroe Islands and in Greenland for Danish credit institutions.

Source: BankNordik, Interim Report, H1 2012, Hagstova Fgroya, Statistics Greenland, the Danish FSA and own calculations.

On the basis of an assessment of the size of Fames$ Greenlandic institutions in
relation to the overall Danish economy and creaktiiution sector, these institutions
would not be identified as SIFls. However, smalmoounities such as the Faeroe
Islands and Greenland are subject to several donditvhich may have importance for
whether the largest institutions in the Faeroent$aand in Greenland are to be
identified as SIFIs.

Markets for credit institutions in the Faeroe Islarand in Greenland are subject to the
same regulation and supervision as in Denmark,sante institutions from the Faeroe
Islands and Greenland, in particular BankNordikjehactivities in Denmark. However,
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in the view of the Committee, the markets for dreastitutions in the Faeroe Islands
and in Greenland may be widely seen as indepermeiking markets, separate from
the Danish banking market. Furthermore, the Falslaads and Greenland, because of
home rule and self government, have an indepenel@momy with their own state
budget etc. As BankNordik, Eik Banki and Grgnlaraddden are large in relation to the
GDP of the Faeroe Islands and Greenland respegtitleése are credit institutions
which play a key role in the local economy.

Furthermore, in cannot be assumed that otherutistits, including Danish institutions,

will have a genuine interest in taking over theibess of the largest Faroese and
Greenlandic institutions, if these should fail. Tbemposition of the Faroese and
Greenlandic economies and to a great extent thatprieconomies, which are very
dependent on the development in fisheries, indieatgarticular customer segment
which Danish institutions are not necessarily eséed in taking over. The Faroese
banking crisis in the beginning of the 1990s showed there was no interest among
Danish institutions in taking over Faroese insimio$, and instead the Danish
government had to make funds available to enaldteoteer by the Home Rule

Government and capitalisation of Fgroya Banki (Wwh&cnow BankNordik}?

Against this background, it is recommended to asdbe largest Faroese and
Greenlandic institutions independently from Dangshdit institutions. Institutions in
the Faeroe Islands and in Greenland may not bdifigeinas SIFIs in a purely Danish
context, but they may be considered SIFIs in therd@ Islands or in Greenland.
Accordingly, it will be appropriate to apply thensa indicators for identification as for
purely Danish SIFIs, i.e. loans and deposits asregmtage of loans and deposits in the
local sector and total assets in relation to I&BP, as well as possibly applying other
limit values.

Who should make the specific identification of SlRkh the Faeroe Islands and in
Greenland is a political matter. This should e.g.Vewed in connection with the
question of how to finance crisis management oflSik the Faeroe Islands and in
Greenland. If identification of SIFIs in the Faenstands and in Greenland is to be a
Danish matter, it is recommended that the Danish Ffakes this identification upon
recommendation from the Systemic Risk Council.riféis management of SIFls in the
Faeroe Islands and in Greenland is to be a Danatemit is recommended that the
same procedure is applied as for Danish SIFls. thleequestions should be viewed
together. However, it is outside the terms of mfiee of the Committee to make
recommendations in these areas.

% Note however, that after the collapse of Eik Bank the takeover by the Financial Stability Company
A/S of the Faroese parent institution and the Dasisbsidiary bank, a Faroese buyer was found who
acquired the Faroese part of the institution. Haveit cannot be assumed that there will be Faroese
buyers for a failing large Faroese institutionhe future.
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2.5 Summary

Identification of SIFIs is not an exact sciencenémber of different criteria may be
established which is also reflected in ongoingrimiéonal work and experience in the
other countries which have identified or are wogkam identifying SIFIs.

The Committee recommends using a relatively simptalel of identification in a
Danish context aimed at reflecting the conditiamshie Danish credit institution sector
and at ensuring a transparent process of ideritdica

As negotiations on CRD4 at EU level have not yerbinally concluded, it cannot be
ruled that coming EU regulations in this area wegain degree may limit the national
flexibility to set up own models for identificatioof SIFls. Therefore, there may be a
need to adjust national regulation on the idergtifan of SIFIs when the final EU
regulations are agreed.

The overall recommendations of the Committee ontifleation of SIFIs in Denmark
are shown in Box 4.

Box 4: The Committee's recommendations on identification of SIFls

It is recommended that:

= Danish SIFls are identified at consolidated level on the basis of the size of the total assets
relative to GDP, the size of loans relative to the total loans of the sector and the size of deposits
relative to the total deposits of the sector. Identification as a SIFl will require that just one of
the indicators has been met. In connection with identification, the possibility to include a
qualitative element following careful consideration should be available.

= The threshold for identification is set at 10 per cent for the total asset indicator and 5 per cent
for the indicators for loans and deposits.

= Designation is made by the Danish FSA based on a recommendation from the Systemic Risk
Council. The designation is re-evaluated annually.

= Credit institutions in the Faeroe Islands and in Greenland are identified as SIFls on the basis of
the same criteria and indicators as credit institutions in Denmark, but based on the size of the
local sector and the local GDP, as well as possibly applying other threshold values.
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Chapter 3: Requirements for SIFIs

Designation as a SIFI implies that additional regmients are set for the institution.
According to the terms of reference, the Committesst prepare recommendations for
the additional requirements for Danish SIFIs. Tiuisapter firstly reviews the
international considerations in this area, and éigo looks at the requirements
recommended by the Committee to be set for Danlisls.S

Special requirements for SIFIs shall establish taathl protection to minimise the risk
of failure of a SIFI, as this may have severe dantpgffects on the economy.
Additional capital and liquidity buffers, corporatgovernance requirements,
strengthened supervision and a structured procespre&paring recovery and crisis
management plans may all contribute to limiting tiek of a SIFI getting failing.
Moreover, additional requirements may also contahio reducing the incentives for
institutions to become inappropriately large andnptex. Finally, the requirements
may ensure that, on the basis of prior organisadioth planning, institutions can be
managed effectively if they should falil.

According to the terms of reference of the Commajttadditional requirements for

Danish SIFIs must take international standardsdmvelopments in other countries as a
starting point. Furthermore, specific experiencamrthe financial crisis should be

considered.

Figure 13 illustrates the various phases - prewantapital conservation, recovery and
crisis management - and provides an overview ofGbhemittee's recommendations.
The figure corresponds to Figure 4 in the introguct The recommendations

concerning the requirements for SIFIs in the phasgesevention, capital conservation
and recovery will be described in more detail i thllowing sections.
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Figure 13: Overview of recommendations from the Committee in relation to
requirements for and crisis management of SIFls

Total capital requirement » Capital conservation | SIFl-requirement Pillar Il Crisis management | Common Equity Tier 1
buffer (2.5 pct.) (1-3.5 pct.) (Individual) buffer (5 pct.) (4.5 pet.)
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Note: As a starting point the pillar Il requirement shall be fulfilled with Common Equity Tier 1 capital, but may be fulfilled by
subordinated capital which automatically converts if the institution breaches the solvency need.

3.1 International considerations

The FSB and the BCBS have adopted internationaidatds on requirements for

global and national SIFIs, cf. section 2.1. In &ddi some European countries have
started work on their own account on setting addél requirements for their national

SIFIs. These requirements are described in moeel dethe following.

3.1.1 Current and future capital requirements for dl credit institutions
The Basel standards, which are implemented in thevia CRD4, alter the minimum

capital requirements for credit institutions. Asewyiously, the capital base must
represent at least 8 per cent of the risk-weigliteis>* Furthermore, requirements

% The minimum capital base of credit institutionscidled the capital base (Total Capital). The eapit
base is composed of Common Equity Tier 1 capitdilifonal Tier 1 capital and Tier 2 capital, which
each have different loss absorbance capacity. Combguity Tier 1 capital and Additional Tier 1
capital are together called Tier 1 capital.
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have been laid down on the size of Tier 1 capima Gommon Equity Tier 1 capital.
Going forward, following a period of transition, @mon Equity Tier 1 capital must
comprise at least 4.5 per cent of risk-weightee@sg$reviously, this capital by itself
had to be at least 2 per cent. The previous defimialso included capital of lower
quality than in the new definition. After a period transition, going forward Tier 1
capital will have to comprise at least 6 per centhe risk-weighted assets. Today the
requirement is at least 4 per cent.

The total future capital requirements are showrkigure 14. In relation to the figure,
note that the different colours in the figure ithage different categories of capital
requirements which are activated in different wagd imply different consequences in
the event of breach. Several of the categoriesnegild to be made up of the same type
of capital e.g. Common Equity Tier 1 capital. Thiéfedent types of capital are
described further in Annex 2.

Figure 14: Capital requirements before and after Basel lll and CRD4
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Note: The figure shows the different types of capital required according to CRD4. The systemic risk buffer is voluntary for
Member States. The buffer can be set from 1-5 per cent. However, there may be requirements that some parts of the
requirement must be approved by the Commission in relation to exposures in other EU countries. The capital conservation
buffer may under some circumstances be set at higher than 2.5 per cent. The illustration presupposes that CRD4 has been
adopted in time for the requirements to enter into force in 2013. As the negotiations have not yet been finally concluded,
the assessment is that it is more realistic that the requirements will enter into force from 2014. Whether this will have an
effect on the phasing-in period has not been determined. The figure does not include a possible pillar Il requirement. The
countercyclical capital buffer has not been included in the figure as this is only activated under some circumstances.

In addition to changes in the minimum capital regonent, a capital conservation
buffer is introduced, which is to comprise 2.5 pent of the risk-weighted assets in
Common Equity Tier 1 capital. Institutions will beermitted to be below the
requirement for the capital conservation buffenvbaeer, if so, a number of restrictions
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will take effect, including on payment of dividend®nuses and interest-rate payments
on Tier 1 instruments. The buffer is to ensure ttwaturther capital erosion takes place.

In addition, requirements are laid down for theadtiction of a countercyclical capital
buffer. The countercyclical capital buffer can lotivated by the national authorities in
periods with above-normal growth in loans in theremmy. With the countercyclical
capital buffer, institutions may be ordered to haye to 2.5 per cent additional
Common Equity Tier 1 capital in relation to the ibasapital requirement. The national
authorities can set the buffer requirement evehdigf there are important reasons to
do so. The countercyclical capital buffer is todoéld-up during times of above-normal
growth in loans in the economy and reduced durmg@@nomic downturn. Similar to
the capital conservation buffer, institutions whle permitted to be below the
countercyclical capital buffer, but here a numberestrictions will then take effect.

The capital requirements and the capital buffed @ phased in over a period until
2019.

Finally, CRD4 makes it possible for countries td selditional requirements for
Common Equity Tier 1 capital for SIFIs. Nationaklzarities wishing to set additional
capital requirements for SIFIs larger than 3 pert o the risk-weighted assets will be
subject to prior approval from the European ComimissHowever, after 2015, it will

be possible to set additional capital requiremesftaip to 5 per cent without the
approval of the European Commission, if the reguéet is solely based on national
exposures of the institutions and exposures in tt@snoutside the EU. This is to
prevent possible adverse effects in the internaketaf the requirement is based on
exposures in other EU countries.

3.1.2 SIFI capital requirements

According to the BCBS standards for global SIFlspehding on the extent of their
systemic importance, an additional capital requéetis set in the interval of 1-2.5 per
cent. The requirement may increase to 3.5 per dentstitutions become more

systemic. The FSB proposes a similar approach daomal SIFIs, without describing

however, the extent of the additional capital regmient. This is left to the discretion of
the national authorities. The capital requiremensnioe met with Common Equity Tier
1 capital.

It is also proposed that the additional capitauregnents for national SIFIs are set at
national level, also for subsidiaries of foreigmstitutions, including for global SIFls,
operating in the relevant country. A subsidiary nb@gzome subject to higher capital
requirements than the group's requirements as &alI&IFl. In this context,
coordination with the group's home country musébsured.

The BCBS standards will not take legal effect innBrark until they have been

incorporated into EU regulation. As mentioned ahd®BD4 is expected to make it
possible to set additional capital requirementsSiéiis at national level.
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Some European countries have launched or implemhéh&r own SIFI regulation in
parallel with international work. However, a numioércountries have still not taken a
position on regulation of SIFIs. In the United Kdwgn, Sweden and Switzerland, the
requirements for Common Equity Tier 1 capital fational SIFls are expected to be
tighter than the BCBS' minimum requirements forbgllcSIFIs, cf. Figure 15.

Figure 15: International capital requirements for SIFls
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Note: In the figure, the countercyclical capital buffer is assumed not to be activated. In several countries, the SIFI capital
requirements are graded according to the systemic importance of the institutions. The figure shows the maximum capital
requirements.

In Sweden, the plan is for the largest institutidosbe subject to a SIFI capital

requirement of 5 per cent of the risk-weighted ssgeCommon Equity Tier 1 capital,

applicable from 2015. The United Kingdom governmisnplanning to introduce legal

ring-fencing of the activities critical for the teeconomy, cf. chapter 2. It is expected
that the largest ring-fenced credit institutione ardered to maintain an additional
capital requirement of 3 per cent of the risk-wégghassets in Common Equity Tier 1
capital. This requirement is expected to be fulaged in by 2019. The principles for
grading the requirement for smaller ring-fencedtiinBons have not yet been

determined. In Switzerland, already today, SIFlssmmeet an additional capital

requirement of 3 per cent Common Equity Tier 1 &gt

Switzerland and the United Kingdom have also sqtuirements on additional loss-
absorbing capacity. In Switzerland, the currentiSHrust have additionally 9 per cent
contingent convertible bonds. Of these, 3 per aemtconverted if the Common Equity

% Switzerland has finished processing this legistatiSweden is awaiting implementation until CRD4
has been adopted. The British government propodeil m February 2013. The final regulations are
expected to be adopted during 2013.
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Tier 1 capital drops to 7 per cent (with a viewegovery of the institution), while the
remaining 6 per cent are converted in the evert dfop to 5 per cent (with a view to
orderly resolution). The United Kingdom is expectedet a resolution buffer for ring-
fenced credit institutions and global SIFls consgstof ordinary uncovered debt of 7
per cent of the risk-weighted assets.

3.1.3 Recovery and resolution plans

The FSB standards for the resolution of credititugbns include requirements
stipulating that all institutions must prepare nezy and resolution plans. Similar
requirements are laid down in the Commission prapfus a directive on the recovery
and resolution of credit institutions which alsoveg the supervisory authority
strengthened powers of intervention in the recopéigse.

The proposed directive requires that all institasionust prepare a recovery plan with
more detailed guidelines on how the institution mestore the financial situation in the
event of a material deterioration of the institat® financial situation. Individual
recovery plans must be prepared for institutiongclviare not subject to consolidated
supervision, whereas groups which are under cateell supervision must prepare
recovery plans. The group plan must establish iddal plans for each institution in
the group. The recovery plan must be updated &t leace a year. The national
supervisory authority is obligated to make an aswest of the recovery plan, and if
necessary, may require that the institution preparerevised plan. If the revised
recovery plan fails to address the problems idiewtifthe supervisory authority may
order the institution to launch various measureshsas reduction of risks, change in
business strategy etc.

Generally, the management of the institution itsexpected to take initiatives to help
bring the institution back on the right track ifetldevelopment of the institution is
moving in the wrong direction. In this case, thenagement must restore the strength
of the company to ensure its viability. Manageiratiatives could be e.g. strengthening
the capital base, limiting loans, divesting bussnaseas etc. Provided a number of
conditions are met, the directive also allows fayvding financial support in the form
of loans, guarantees or mortgages between compaitieis the same group. During
the recovery phase, the management of the institutierefore continues to run the
institution and take the decisions.

If the financial situation of the institution detmates, making it likely that the
institution will breach the statutory requirememtghin a relatively short period of
time, the supervisory authorities will have the bdity to take specific steps to
contribute to the recovery of the institution. Ruanst to the proposed directive, the
authorities may thus e.g. order that the recovéag pe wholly or partly implemented,
that the institution calls for a general meetinigattthe members of the board of
directors and the board of management be replabadl,the institution renegotiates
debt contracts with its creditors, that contacttaken to potential buyers of the
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institution with a view to preparing a resoluti@nd ultimately that a special manager
is brought in to run the institution.

Further to a recovery plan and more powers of wetgtion in the recovery phase, the
directive lays down requirements for appointmentaofesolution authority which,
together with the supervisory authority for eachtitntion, must prepare a resolution
plan, to be updated at least once a year. The mlast include a description of the
resolution powers the resolution authority is tedjan case the institution meets the
criteria for winding-up.

In relation to groups, a resolution plan for theokehgroup and for the individual
institutions in the group must be prepared. Agathst background, the resolution
authority is to assess whether an institution aanvbund up. This assessment is to be
based on whether it is possible and realistic Hier resolution authority to manage the
institution with the resolution tools without creg significant adverse effects for the
financial system. If the authority deems that tiitution is not suitable for resolution,
the authority can order the institution to makeiaas changes. For example, the
institution may be required to change its groupicitire, to separate functions, or to
establish service agreements in order to carry oticat functions. Reporting
requirements may also be increased. The aim is répape for possible crisis
management.

The directive will provide supervisory and resabatiauthorities with the possibility to
demand preventive changes in the institution'srosgdion, structure, etc. with a view
to enhancing the possibility for effective recovand resolution of the institution.

The requirements for recovery and resolution planst be proportional in relation to
the size, business model and complexity of thetuigins. The same applies in relation
to the information which the individual institutisrare obligated to submit to the
resolution authority.

The regulations of the directive in respect of heson of credit institutions are
described in chapter 4.

3.1.4 Strengthened supervision

The FSB has prepared a number of recommendatiosiseiogthen the supervision of
SIFIs®” The recommendations focus on different supervisosthods to intensify
supervision of SIFIs. The FSB recommends that tipervisory authority engages in a
closer dialogue with SIFls, at management levejaneral and at more technical level,
in the most significant risk areas in order to @asongoing exchange of information
and to support ongoing monitoring by the superyisathority.

% The organisation of a resolution authority has yett been determined in Denmark. The matter is
discussed in chapter 4 of this report.

3 Financial Stability Board, “Intensity and Effeativess of SIFI Supervision — Recommendations for
enhanced supervision”, 2 November 2010.
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As part of direct supervisory activities, the FS&ommends more extensive use of
surveys across several institutions. Cross-ingiitat surveys can help ensure more
effective identification of institutions with infewr practices than comparable

institutions, and they can establish a basis feessing whether practices among SIFIs
are generally adequate in relation to the riskslved.

In terms of methodology, the FSB also points to rislevance of financial analyses,
including detailed analyses of the SIFI's earnimgsvarious business areas, to
identifying, at an earlier stage, deviating trendsthe institution's risk-taking and
business model. Furthermore, the cohesion betweenitoning macro economic
developments and supervising SIFIs should be dtiengd with a view to managing
systemic risks as early as possible in supervigidhe institutions.

In respect of corporate governance, the FSB hammeended increased supervisory
focus on the performance of duties by the boardlicéctors and organisation of
internal risk management. Well functioning and oigationally powerful risk
management functions are deemed to be fundamentaiilling a healthy risk culture
and keeping the management of SIFIs properly inéariabout risk developments.

As part of the recommendations on intensified supem of SIFIs, the FSB has
emphasised the importance of supervisory authsrhigeving sufficient resources and
competences to be able to perform their duties.

3.1.5 Ring-fencing of systemic functions

As mentioned in section 2.1, in the United Kingddhe government is planning to
introduce a separation of the institutions' aaegitso that activities which are critical
for the real economy can only be performed by sbaty ring-fenced particularly safe
institutions. This relates in particular to the dejts business of the institutions. This is
to reduce the risk that non-essential activitieghsas investment activities, undermine
the systemically important activities. The initieishould also contribute to facilitating
crisis management of ring-fenced institutions. &mithough less extensive, initiatives
are on the way in France and Germany.

On request of the European Commission, the "Liikageup” has also examined the
need to reform the structure of the European ban&actor. In its report, the "Liikanen
group" proposes a legal separation of the tradimg) iavestment activities of credit
institutions from the other activities of the iistions, generally in line with the United
Kingdom reforms. Such reforms may have particutgsartance for SIFIs. It has yet to
be decided whether a proposal for EU regulatioh mal submitted on the basis of the
group's recommendations.
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3.2 Capital requirements for Danish SIFls

Section 3.1 described the future capital requirdmér all credit institutions and the
international trends in relation to setting addiab capital requirements for SIFls. In
addition to the general requirements for all creshstitutions, the Committee

recommends setting additional capital requiremdots Danish SIFls in order to

increase their resilience and thus reduce the thsk SIFls fail. The Committee

recommends setting a SIFI capital requirement atdbéshing a crisis-management
buffer.

Further to the statutory capital requirements, Bramnish FSA may, in the concrete
supervisory process, stipulate higher individuajureements (pillar 1l requirements)
than the minimum requirement for each institutidhe pillar 1l requirement is to cover
extraordinary risks specific for the institution i are not covered by the minimum
capital requirement. This applies to all credititasions, including SIFIs.

3.2.1 SIFI capital requirements

The SIFI capital requirement is to be an extra mrsio reduce the risk that Danish
SIFIs fail. In compliance with the BCBS guidelingbe SIFI capital requirement
should be met with Common Equity Tier 1 capital.

The SIFI capital requirement should be establistiedhe basis of a simple model in
order to ensure transparency for institutions anastors. In establishing the capital
requirement, institutions should be discourageanfioecoming so large that crisis
management becomes very difficult. This favourgirsgtrelatively high additional
capital requirements for Danish SIFIs and thatddgital requirement is differentiated
between the SIFIs depending on how systemic they ar

A concrete model for setting capital requirementsDanish SIFIs should be based on
the same indicators as are used to identify Skrishapter 2, i.e. the loan share of the
total loans of the sector, the deposit share ofdted deposits of the sector and the size
of total assets in relation to GDP, as the releviadicators can be viewed as a
measurement of the systemic importance of theturisn.

Different models are possible in order to determihe SIFI capital requirement,
including a model where the capital requiremertased on one of the three indicators,
or a model where the capital requirement is based dalanced measurement of
systemic importance, e.g. calculated as the averftle institution's score on the three
indicators. In order to ensure that all relevardicators are sufficiently taken into
account, a model should be used where systemicrtamme is calculated by balancing
the three indicators of systemic importance.

As mentioned in section 2.2.3, when identifying ISI&t group level, the total systemic

importance of the group is taken into account alé agethe fact that the institutions in
the group are closely interconnected and thus camigk of intra-group contagion in
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the event of financial problems in parts of theugroFor the same reason, the SIFI
capital requirement should be set at group levéh Wie same percentage requirement
at consolidated level and for each credit institutin the group. This also implies that
foreign-owned institutions which are SIFIs in Demknwill become subject to a SIFI
capital requirement at subgroup and institutiorakl, regardless of whether the group
as such has already become subject to SIFI capgalrements in its home country.

The size of additional capital requirements for ISIk different countries and in
relation to international standards varies. Thsoaleflects the need to take special
national conditions and market terms into accoummsetting the requirement.

The terms of reference of the Committee emphabiaethe SIFI capital requirement

should be determined in line with other EU coumstri@ order to ensure equal

competitive terms for Danish credit institutionoowever, as the coming EU regulation
has not yet been finally adopted and as most cesritave not taken a position on how
they will be regulating SIFls, it is only possikie take this partly into account. A

primary aim is to set requirements which as farpassible contribute to ensuring

financial stability in Denmark.

CRD4 provides a possibility for the capital reqment for SIFIs to vary at intervals of

0.5 percentage points from 1 to 5 per cent. Howethere may be requirements that
parts of this capital requirement will have to @m@ved by the Commission in the

case of exposures in other EU countries. This jsréwent possible adverse effects on
the internal market if the requirement is base@xposures in other EU countries.

In relation to grading the SIFI capital requiremdapending on systemic importance, it
Is relevant to examine the approach used in othesgean countries.

In Sweden it is expected that all SIFIs will hagenteet the same additional capital
requirement. Currently, Sweden is thus not worlanglividing the capital requirement
into separate levels.

In the United Kingdom, the government has not yatlena final decision on the capital
requirement for SIFIs. However, a preliminary staéat has been issued regarding
capital requirements for credit institutions whighl be covered by the requirement for
statutory ring-fencing. Such institutions are expddo maintain between 1 and 3 per
cent additional capital, graded according to tls&-weighted assets of the institutions
in relation to GDP. However, there is still no agplmethod for allocating a specific
capital requirement for the individual institutiomscluding limits for the various levels
of the capital requirement.

In Switzerland, SIFls are subject to an additiooapital requirement of 3 per cent
Common Equity Tier 1 capital.

As mentioned, the BCBS standards for global systeltyiimportant credit institutions

use an approach in which the capital requiremedeisrmined after a balancing of the
results of the institutions on a number of indicatahich reflect the five general SIFI
criteria of the BCBS for overall assessment ofayst importance.
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Thus there is no single international approach wieen be used as the basis for setting
additional capital requirements for Danish SIFIs.

The following calculates the systemic importancehs identified Danish SIFIs as a
simple average of the institutions' score on thheghndicators used when identifying
SIFIs in chapter 2, i.e. the total assets, loamsdaposits. In order to make the scales
more uniform and thus ensure that the three inodlisatarry the same weight, a
measurement is used for the institution's totaktass per cent of the total assets of the
sector in the calculation of systemic importandbeathan the total assets as a share of
GDP, cf. Table 9.

Table 9: Characteristics of the Danish SIFls, group level, 30 June 2012

Total Total Loans in Deposits in Systemic
assets in assets in per cent of per cent of impor-
per cent of per cent of the total the total tance
GDP total lending by deposits of
assets of the sector the sector
the sector
Danske Bank 182.6 46.5 30.6 32.6 36.6
Nykredit 80.4 20.5 30.8 4.0 18.4
Nordea Bank Danmark 48.9 12.5 15.9 22.2 16.8
Jyske Bank 144 3.7 3.2 8.9 5.3
BRFkredit 12.6 3.2 5.2 0.4 2.9
Sydbank 8.9 2.3 1.9 5.4 3.2

Note: Where relevant, loans and deposits have been adjusted for subsidiary banks and branches abroad. Total assets include
subsidiary banks and branches abroad. GDP for 2011 is in current prices, DKK millions. Loans exclude guarantees. Loans and
deposits include repo transactions.

Source: Danish FSA, Statistics Denmark and own calculations.

Figure 16 shows the degree of systemic importahteednstitutions.
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Figure 16: Systemic importance of Danish SIFls
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Note: Systemic importance is measured by using a simple average of the total assets of the institution in per cent of the total
assets of the sector, loans in per cent of the total lending by the sector and deposits in per cent of the total deposits of the
sector.

Figure 16 illustrates the distribution of the idéad institutions in three groups where
Danske Bank is significantly more systemic than thieer SIFIs. Figure 17 shows
developments in the indicator for systemic impos&aim the period 2006-2012. The
figure illustrates that there have been fluctuaionthe level of systemic importance
during the period, particularly for the most sysiemstitutions.
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Figure 17: Systemic importance of Danish SIFls - developments in the period from
2006-2012
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Note: Systemic importance is measured by using a simple average of the total assets of the institution in per cent of the total
assets of the sector, loans in per cent of the total lending by the sector and deposits in per cent of the deposits loans of the
sector. The data for 2012 was calculated as of 30 June 2012.

Source: Danish FSA and own calculations.

To provide institutions with an incentive to resfatther growth or to reduce their
systemic importance, a relatively detailed distiitou of categories of systemic
importance is recommended as a basis for impogsidgienal capital requirements on
institutions. A concrete proposal is shown in Talile
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Table 10: Additional capital requirements for Danish SIFls

Capital requirement
1,0 1,5 2,0 2,5 3,0 3,5 4,0
BRF

kredit

(2,9)
Sydbank

(3,2)

Jyske Bank
(5.3)

5-15

Nordea
(16,8)
Nykredit
(18,4)
25-30 - : i 0
30-35 ; ; ; ; 0

15-25

Systemic importance

Danske
35-40 - - - - - Bank

(36,5)
40-45 - - - : : : 0

The additional capital requirement is recommendedtéart at 1 per cent of the risk-
weighted assets, and in intervals of half a peeggnpoint it can go up to 3.5 per cent
of the risk-weighted assets. Furthermore, it shcagddpossible to impose a further
capital requirement of half a percentage point ap4t0 per cent, if an institution
becomes more systemic. This provides an incentivéhke most systemic institutions to
limit their growth. If an institution is graded the upper category, new categories on
top of this should be created. It should be possibladjust the capital requirement by
half a percentage point upwards or downwards orbéses of a qualitative assessment.
However, the capital requirement should never lss an 1 per cent. Institutions
which may be designated as SIFIs on the basisopfaditative assessment, but which
otherwise do not meet the identification criteishould become subject to a capital
requirement of 1 per cent.

It should be noted that additional capital requieets of more than 3 per cent
according to CRD4 will need approval from the Ewap Commission if the
requirement is to be imposed on exposures in &hecountries. It should be clarified
how the full capital requirement can be set in adaoce with the EU rules in case an
approval from the European Commission of a requargnabove 3 per cent cannot be
obtained.

The additional capital requirement is recommendetd phased in together with the

generally tightened requirements for credit insiios following CRD4 so that the
capital requirements are fully phased in by 2019.céncrete phasing-in model
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according to which phasing-in is assumed to commem@014 is illustrated in Table
11.

Table 11: Phasing-in of additional capital requirements for Danish SIFls

Year/ 2014 2015 2016 2017 2018 2019
Capital

requirement

1,0 0,17 0,33 0,50 0,67 0,83 1,0
1,5 0,25 0,50 0,75 1,0 1,25 1,5
2,0 0,33 0,67 1,0 1,33 1,67 2,0
2,5 0,42 0,83 1,25 1,67 2,08 2,5
3,0 0,50 1,0 1,50 2,0 2,50 3,0
3,5 0,58 1,17 1,75 2,33 2,92 3,5
4,0 0,67 1,33 2,0 2,67 3,33 4,0

The additional capital requirement should be resssd annually in connection with
the reassessment by the Danish FSA on identificatib Danish SIFIs following
recommendations from the Systemic Risk Council, section 2.3. If the capital
requirement is changed, it will be relevant to dilie institution a transition period in
which it can adjust to the new requirement untg #nd of the relevant year. An
institution which has phased in a 1 per cent aolditi capital requirement in 2019 but
which has become more systemic and thus has bgesed a requirement of 1.5 per
cent in 2020, should therefore meet the new remqérg by the end of 2020 at the
latest.

If an institution is designated as a SIFI, thereusth be a transition period of two years
before the institution should be required to futiget the requirement.

With the tightened capital requirements in CRD4] #nthe SIFI capital requirement
recommended above is implemented, the total rempeiné for Common Equity Tier 1
capital of institutions will increase. Figure 1Ridtrates the overall future requirements
for Common Equity Tier 1 capital in the instituteorfor each of the institutions
identified as a SIFI, with the approach recommendiecddition, the current level of
Common Equity Tier 1 capital for the institutiossstated above each of the examples.
| should be noted following the financial crisisdaim anticipation of increased capital
requirements, several institutions have increabed Common Equity Tier 1 capital.
As the countercyclical capital buffer can only lotiaated in periods of rapid economic
expansion, this requirement is not included infitpere.

In relation to Figure 18 and Figure 19 below, ibslkl also be noted that the current
capital ratios of the institutions have been calted according to current regulations.
The capital ratios will be lower if calculated amting to the CRD4 regulations. One of
the reasons is that institutions may have capit@ments which do not meet the
requirements of CRD4, and that the adjustmentsapital deductions may lead to the
capital of such institutions being calculated &\aer level. Finally, there are elements
in CRD4 which may increase the risk-weighted asaat$ thus reduce capital ratios.
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The effect varies significantly from institution toestitution. For example, for Danske
Bank the changed regulations are expected to meaopain the Common Equity Tier
1 ratio of about 2 percentage points. For JyskekBatal solvency is expected to drop
by 0.2-0.5 percentage points.

Figure 18: Fully phased-in requirements for Common Equity Tier 1 capital and
current Common Equity Tier 1 capital of the groups, 31 December 2012

0% 2% 4% 6% 8% 10% 12% 14% 16% 18%
Danske Bank w
Requirement for Danske Bank ]

Nykredit ﬁ
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Requirement for BRFkredit ] ‘

B Common Equity Tier 1 Pillar Il - individual M SIFl-buffer 1-3,5 per cent Capital conservation buffer 2,5 per cent

Note: The examples show the expected future capital regulations in CRD4 as well as for SIFls in terms of requirements for
Common Equity Tier 1 capital upon final implementation of the new regulations. The examples shown include the current
pillar Il requirement at the end of 2012 for the relevant groups, without taking into account the transitional provisions on the
size of capital base. The countercyclical capital buffer is not included in the requirement. The pillar Il requirement is assumed
to be met with Common Equity Tier 1 capital. The institutions' level of Common Equity Tier 1 capital will be lower once CRD4
has been fully implemented. This is due to changes in the calculation of capital and the risk-weighted assets.

Source: Danish FSA.

Figure 18 shows that in the future the most systanstitution, Danske Bank, will be
subject to a requirement for Common Equity Tierapital of 12.4 per cent, including
the pillar 1l requirement, which was 1.9 per centh@ end of 2012, without taking into
account the transitional provisions on the sizé¢hef capital base. The least systemic
institution, BRFkredit, will be subject to a reqeanent for Common Equity Tier 1
capital of 10.3 per cent. Furthermore, there maypmadditional requirement of up to
2.5 percentage points if the countercyclical capiaffer is activated. The crisis-
management buffer, cf. below, is not included as thill not have to consist of
Common Equity Tier 1 capital.

Going forward the starting point will be that thélgy Il requirement can only be
fulfilled with Common Equity Tier 1 capital. Thewuision of the financial business act
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in December 2012 means that the Danish FSA cardeleghich type of capital the
specific institution shall use to fulfil the pillalf requirement. It is stated in the
comments to the law that the Danish FSA shall nakéndividual assessment of the
circumstances of the specific institution but thia¢ starting point will be that the
Danish FSA will demand that the pillar 1l requiremés fulfilled by Common Equity
Tier 1 capital. It is supplementary stated in tbenments that Additional Tier 1 or Tier
2 capital which automatically converts to CommonuiggTier 1 capital or is written
down if the solvency need or a relevant Common fgqlier 1 trigger is breached can
also be taken into consideration. The recommenastioy the Committee do not
concern these changes. In Figure 18, the pillezquirement is assumed to be met with
Common Equity Tier 1 capital.

In addition to the statutory capital requiremehg tnstitutions will, in light of market
expectations, want to have a certain amount oftaddl Common Equity Tier 1
capital so that they are well above the statuteguirement.

It should be noted that, in the assessment of #ptatisation of institutions by the
Danish FSA, in addition to the composition of tlapital, overall focus is on the total
solvency need of the institution, i.e. all typescapital and not just Common Equity
Tier 1 capital. The overall capital need is deslibh more detail in section 3.2.3.

3.2.2 Crisis-management buffer

In the United Kingdom and in Switzerland, part bk tproposed or implemented
regulation of SIFIs stipulates that SIFIs must hadelitional capital in the form of
convertible bonds or convertible senior debt tafice crisis management of SIFls. In
Switzerland, the institutions must have convertlid@ds for use in crisis management,
and the size of this crisis-management buffer dépem the systemic importance of
the SIFI. The current Swiss SIFIs must have 9 peat convertible bonds based on the
size of their balance sheet and market sharesposits and loans.

In the United Kingdom, a requirement of up to 7 pemt convertible senior debt which
is written down in the event of a winding up is posed. Furthermore, an additional 3
per cent convertible debt is proposed to be requifeSIFIs which are organised in a
way which complicates winding-up.

In the view of the Committee, a similar requiremeiiit be appropriate in Denmark,
providing SIFIs with a "crisis-management bufferdnsisting of debt instruments,
which can be converted to Common Equity Tier 1 tedpior written down if the

institution becomes subject to crisis managemete Tequirement may also be
satisfied with Common Equity Tier 1 capital if théspreferred by the institution.

Such a crisis-management buffer is proposed to IperScent of the risk-weighted
assets and must be converted to Common EquitylTeapital or written down at the
latest when the Common Equity Tier 1 capital of iteitution falls to below a certain
limit. After the conversion, the institution is trsferred to crisis management. CRD4
establishes that Additional Tier 1 capital mustcbaverted to Common Equity Tier 1
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capital, if the Common Equity Tier 1 capital fabbelow 5.125 per cent, cf. section
4.2.1. It is recommended to use the same limihas which triggers the transition to
crisis management for SIFls, as under certain oistances Additional Tier 1 capital
may be included in the crisis-management buffers T$also in order to avoid setting
too many quantitative limits.

To ensure that there is always a considerable amolunapital available for crisis
management, crisis management should also be fteiggé the sum of the crisis-
management buffer and the Common Equity Tier 1tabfalls below 10.125 per cent
of the risk-weighted assets. In other words, theissmanagement buffer is always
required. If the institution meets the requiremeaftthe crisis-management buffer with
Common Equity Tier 1 capital, the limit for transit to crisis management should
correspondingly be 10.125 per cent. This is becdalisesame amount of Common
Equity Tier 1 capital will be needed for crisis ragement regardless of how the crisis-
management buffer is met.

An institution may encounter problems at a levelGafmmon Equity Tier 1 capital
above 5.125 per cent of the risk-weighted asset$,aacordingly, crisis management
may be required at an earlier stage. Thereforshdatuld be possible to begin crisis
management if the Danish FSA deems the institutdoe failing or likely to fail, and
if a private or supervisory initiative is unliketp prevent the institution from failing
within a reasonable time limit. This is called aiig-of-non-viability trigger”, cf. also
the proposal for a directive on recovery and rdgmiuof credit institutions, as
described in section 4.2.1. The basis for the assest by the Danish FSA should be,
according to the directive, an expectation of imeninbreach of the capital, liquidity or
other requirements, which are a prerequisite fenistitution's right to operate.

The various triggers for crisis management wilflgher clarified in chapter 4.

Certain weakly capitalised institutions may be Eraed in relation to selling the

necessary convertible debt instruments on the rmariegtthus meeting the requirement.
In this case the requirement will in practice acta additional Common Equity Tier 1
capital requirement since the Committee recommehds SIFIs should at any time

have a crisis-management buffer of 5 per cent mesponding Common Equity Tier 1

capital.

By converting or writing down the buffer in the eweof crisis management, a
considerable amount of Common Equity Tier 1 capitdhe institution is ensured. This
helps reduce the probability of losses for othdrantshareholders and owners of
Additional Tier 1 capital and Tier 2 capital, andaareduces possible losses for other
parties in connection with crisis management iséhare incurred.

Specifically, convertible debt should be subjeatioimum requirements to ensure it is
available when needed. Such requirements will ohelihat:

. The original maturity should be at least 2 years,
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. The institution must ensure that one-eighth of ¢hpital falls due in the
same quarter,

. The instrument cannot mature, if the sum of Comriamuity Tier 1
capital and the crisis-management buffer after yeants is less than
10.125 per cent of the risk-weighted assets,

. Early redemption or repayment on maturity can otalge place after
approval from the Danish FSA.

The terms and time of conversion etc. should be dmwn by the institution and its
creditors. Existing shareholders should expect @iceable dilution in the terms of
conversion to provide shareholders with a cleaentive to contribute new capital
during the recovery phase.

It is possible that the Additional Tier 1 capitdHybrid capital”) and Tier 2 capital
(“Subordinated capital”’) of 3.5 per cent, whichtingions can hold as part of the
minimum capital requirement pursuant to CRD4, carinzluded as part of the crisis-
management buffer provided the set requirementghécrisis management buffer are
met. The proposal for a directive on the recoveny gesolution of credit institutions is
likely to introduce requirements according to whithwill be possible to convert or
write down Additional Tier 1 capital and Tier 2 dah

Therefore, after entry into force of the EU reguas, the actual additional requirement
for the crisis-management buffer is likely to b® fier cent of the risk-weighted assets.

Taking into account the overall effect on the ingibns' willingness to lend of the
proposed requirements, it is recommended that ti@s-enanagement buffer is
implemented over a three-year period from 202Q, when the additional capital
requirement for SIFIs has been fully phased ins™iil make it possible to take into
account the final EU regulations on recovery arsbligion of credit institutions which
possibly may influence the requirements for esshiotig a crisis-management buffer.

3.2.3 Overall recommendation on capital requiremerst

In the above, it has been recommended to introdusigecial SIFI capital requirement
of 1-3.5 per cent of the risk-weighted assets im@on Equity Tier 1 capital, and to
require the establishment of a crisis-managemeffetof 5 per cent of the risk-

weighted assets. The SIFI capital requirement isethuce the risk of SIFls failing,

while the crisis-management buffer is to contribiteeffective crisis management of
the institution if it should fail nonetheless. FHigul9 sums up the overall capital
requirements for the six institutions, which wik ldentified as SIFIs in Denmark, if
the recommended approach is used, compared witbutinent capital situation of the
institutions measured in terms of the solvencyorati
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Figure 19: Fully phased-in requirements for total capital and current total capital
of the groups, 31 December 2012

0% 5% 10% 15% 20% 25%
S W
Requirement for Danske Bank
o r
Requirement for Nykredit
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Requirement for Nordea Bank Danmark
e m
Requirement for Jyske Bank

o m
Requirement for Sydbank

BRFkredit
Requirement for BRFkredit

M Solvency M Solvency requirement

Note: The examples show the expected future capital requirements in CRD4 and for SIFIs when the new regulations have been
fully phased in. The examples shown include the current pillar Il requirements for the relevant groups. The countercyclical
capital buffer is not included in the requirement. The solvency ratio will be lower when CRD4 has been fully implemented due
to changes in the calculation of capital and the risk-weighted assets.

Source: Danish FSA

According to the figure, the total capital requikmh for Danske Bank, which is the
most systemic institution, will be 17.4 per cenhdathis includes the pillar I
requirement at the end of 2012 without taking iat@ount the transitional provisions
on the size of capital base. For the least systenstitution, BRFkredit, the total
requirement will be 15.3 per cent. In all caseg tountercyclical capital buffer is
assumed not to be activated. In relation to therégit should be noted that the current
Additional Tier 1 capital and Tier 2 capital willohcarry the conversion elements
required for these to be used to meet the crisisag@ment buffer. These instruments
will thus potentially have to be replaced by nestinments.

Figure 20 compares the highest and the lowest tdpltal requirements and the
requirement for Common Equity Tier 1 capital for 3@ SIFIs with similar
requirements for SIFIs in other countries, whiclvéhantroduced, or are introducing,
SIFI regulation, as well as the international caprequirements (Basel). The figure
does not include the pillar 1l requirement as thisot disclosed in other countries than
Denmark. Here it is also assumed that the countkcey capital buffer has not been
activated. The figure also shows the capital resméents for other Danish credit
institutions which reflect the requirements in CRD4
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Figure 20: Capital requirements for Danish and foreign SIFls and non-SIFis (fully
phased-in)

Per cent of risk weighted assets
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Note: The capital requirements for the most systemic SIFls in the various countries and internationally as a percentage of the
risk-weighted assets are shown. For Denmark, this includes capital requirements for the most systemic and the least systemic
SIFls and for the other credit institutions, respectively.

The requirements recommended in Denmark will intpigt the capital requirements
for the most systemic Danish SIFIs will be higheart the international requirements
set for the globally most systemic SIFIs. Generathis is because international
requirements are general minimum requirements wthichot take national differences
into account. The total capital requirement willdidhe same level as the requirements
for SIFIs in Sweden, whereas the requirement fon@on Equity Tier 1 capital will be
slightly lower than in Sweden. In this contextslitould be noted that currently Sweden
is proposing to use the same capital requirementalf SIFIs, whereas in Denmark, it
iIs proposed to differentiate the capital requiretms&m that institutions can become

subject to high or low capital requirements depegdin whether they become more or
less systemic over time.

Finally, it can be argued that because of the wffees in the business model and
accompanying risks of banks and mortgage-credititini®ns there should be a
differentiation in capital requirements for diffatdypes of institution. Such differences
are specifically that mortgage-credit institutiainaditionally have seen considerably
less losses than banks and can thus be perceivetésasrisky. However, a
differentiation is not considered appropriate asdifferent risks of the institutions are
already taken into account in the recommended alaggtjuirements. The SIFI capital
requirement and the crisis-management buffer are tieasured in relation to the risk-
weighted assets of the institutions which take iatoount the risk of the individual
institution. The risk weights on secured loans, awhiargely comprise loans by
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mortgage-credit institutions, are thus generalhydo than the risk weights on other
types of loan where no corresponding security enldln has been given. In addition,
the measurement of systemic importance is calailatethe basis of an average of the
indicators based on total assets, loans and depAsitmortgage-credit institutions have
no deposits, by including the deposits indicatortheir calculation of systemic
importance, they obtain a significant reduction dypstemic importance and thus
potentially a lower capital requirement.

3.3 Requirements for the recovery phase and crismanagement plans

In order to help restore failing institutions testainable operations, it will be important
to tighten the requirements for SIFls in the recgy#hase and strengthen the powers of
the Danish FSA to intervene at an early stage.

According to the Commission proposal for a direetbn the recovery and resolution of
credit institutions, all credit institutions willebrequired to prepare recovery and
resolution plans. In addition, it is proposed ttte# supervisory authority have more
powers to intervene during the recovery phasesedtion 3.1.3.

3.3.1 Capital conservation and recovery

The management of an institution showing noticeabtdlems is initially expected to
take initiatives itself to bring the institution ddaon the right track. This may be in the
form of internal restructuring, raising additiorapital in the market, selling parts of
the business etc.

If the institution despite such actions breachesctpital requirements, the Danish FSA
should be in a position to launch a number ofatiites to contribute to the recovery of
the institution. Figure 21 illustrates the differ@mases the institutions may go through
and indicates which other tools should be madelaai to the Danish FSA in the
different phases.
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Figure 21: Tools for the Danish FSA in different phases

Capital
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Recovery <
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Crisis <
management

Total capital requirement

B Common Equity Tier 1 M Crisis management buffer Pillar Il M SIFI requirement Capital conservation buffer

Note: The figure is based on the recommended capital requirements for the most systemic SIFls, i.e. the SIFI capital
requirement is set at 3.5 per cent. Any pillar Il requirement is not laid down in detail in the figure as this is set individually. The
intervention powers mentioned will be triggered at the level of total capital indicated as well as a pillar Il requirement.

Failing to meet the capital conservation bufferlwpursuant to CRD4, lead to
restrictions on the ability to make distributions shareholders, pay variable
remuneration to employees and make payments onlTiestruments. The sanctions
must prevent further erosion of capital or reduttod current profit for as long as the
institution is below to the buffer requirement. thermore, pursuant to CRDA4,
institutions will be required to prepare and ford/ar capital conservation plan to the
supervisory authority for approval.lt is recommended that the capital conservation
buffer is placed “at the top” in relation to thénet capital requirements. Following the
recommendations of the Committee, the most systanstitutions will enter this
“capital conservation phase” at a level of totgital of 15.5 per cent plus the pillar Il
requirement and a level of Common Equity Tier litedf 10.5 per cent plus the
Common Equity Tier 1 capital which the institutiarses to fulfil the pillar I
requirement, cf. figure 21. The least systemic SWFill enter the capital conservation
phase at a level of total capital of 13 pct. plus pillar Il requirement, and a level of
Common Equity Tier 1 capital of 8 per cent plus @@mmon Equity Tier 1 capital
which the institution uses to fulfil the pillar idéquirement.

At the latest, the recovery phase will commencéhd institution breaches the SIFI
capital requirement. At this point the institutionll have to launch the recovery plan.
Thus, the Committee recommends that all SIFls peepadividual recovery plans cf.

% Similar requirements apply in case of breacheshef countercyclical capital buffer. As this is
generally not activated continually, focus is oadunh of the capital conservation buffer.
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the directive on the recovery and resolution ofitrastitutions. It should be possible
for the Danish FSA to demand an earlier launchhef tecovery plan than if the
institution breaches the SIFI capital requiremdat, example if the initiatives laid
down in the plan will take significant time to takéect. It should also be possible -
other than in cases of breach of the SIFI capgglirement - to activate the recovery
plan if there is a breach of an individual trigdparsed on the liquidity situation of the
institution. Generally, to prevent crisis managetneghe recovery plan should be
launched well before the institution might comeointonflict with either the
requirement for Common Equity Tier 1 capital, adiwdual liquidity limit or similar.
Thus in order for actions in the recovery plan &wvénthe desired effect, time must be
factored in.

Following the recommendations of the Committee, rtizest systemic institutions will
enter the recovery phase, and will at the latege ba implement the recovery plan, at a
level of total capital of 13 per cent plus theanilll requirement and a level of Common
Equity Tier 1 capital of 8 per cent plus the Comntequity Tier 1 capital which the
institution uses to fulfil the pillar 1l requiremeThe least systemic SIFIs will enter the
recovery phase at a level of total capital of Jj8eb cent plus the pillar Il requirement
and a level of Common Equity Tier 1 capital of p&r cent plus the Common Equity
Tier 1 capital which the institution uses to futfie pillar Il requirement.

The specific general requirements for recovery plean be established in connection
with any legislation work, but should, as a minimunclude guidelines for how the
institution can restore its financial situationadases of significant deterioration of this
in different scenarios. This should include thecepeinitiatives such as raising capital,
streamlining, restructuring and disposals etc. tthatinstitution expects to implement in
a possible recovery situation. Similarly, specigquirements for the institutions should
be laid down in the recovery plans. The Danish E88uld approve the recovery plans
and will also be responsible for supervising manag@ of the recovery situation.

If the institution, in addition to the SIFI capitaquirement, also breaches the pillar II
requirement, the Danish FSA should be able to \wetex more directly in order to
ensure that further steps are being taken to redbeeinstitution®® Already today, the
Danish FSA has the authority to order an institutto take the necessary steps in
situations where the financial position of the itosion is so weak that the interests of
depositors or investors are at risk, or if therecamsiderable risk that the financial
situation of the institution will develop such thihe institution looses its authorisation.
This may be relatively late in the recovery phaseyever.

The proposal for a directive on the recovery arsbltgion of credit institutions makes
it possible for the supervisory authorities, if tm@anagement of the institution fails to
launch its own initiatives, to intervene and laywhorequirements for the institution,
including e.g. the authority to convene the generakting of the institution and to
replace members of the management board and béatuectors, cf. section 3.1.3.

% An amendment was adopted recently which introdaceew approach to enforcement of the pillar Il
requirement. With this new approach, initial faluo comply with the requirement solely has a limgjt
effect on operations and thus does not make upahis for any resolution of the institution - as baen
the case in Denmark until now.
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Similarly the Danish FSA's possibilities of inteng®n should be improved. Therefore,
it is recommended that the additional powers coateion the Danish FSA on early
intervention, laid down in the proposal for a diree on the recovery and resolution of
credit institutions are implemented for Danish SIBs soon as possible. Furthermore,
in the event of a breach of the pillar 1l requiremehe Danish FSA should be able to
restrict interest payments on Tier 2 instrumeritdid recommended model is used, this
will be the case for all SIFIs at a level of totalpital of 9.5 per cent plus the pillar Il
requirement and at a level of Common Equity Tiezapital of 4.5 per cent plus the
Common Equity Tier 1 capital the institution usedufil the pillar Il requirement.

As mentioned in chapter 4, the supervisory managemka recovery of groups of
credit institutions with significant activities iother EU countries must already be
coordinated and implemented in collaboration wiie supervisory authorities in the
supervisory colleges, including the EBA. This walso apply to Danish SIFIs with
significant activities in other EU countries.

3.3.2 Crisis management plans

In addition to recovery plans, in line with the posal for a directive on the recovery
and resolution of credit institutions, requiremesi®uld be laid down for preparation
of crisis management plans for all SIFls in order pgrepare for effective and
appropriate crisis management of failing SIFIs. @sninimum, crisis management
plans should include a decision on the most ap@tpcrisis management powers to
be used by the crisis management authority if atitition becomes subject to crisis
management. In relation to groups, a crisis managéplan should be prepared for the
group as a whole and for the individual instituson the group, as there may be special
challenges in crisis management of group affiliatetitutions.

The national crisis management authority shoulddsponsible for preparing crisis

management plans in close cooperation with the $barfSA and Danmarks

Nationalbank (the central bank), and with the ineohent of the institutions deemed
necessary. Management in the institutions mustigeothe information necessary for
preparing the crisis management plan. Similar tovery, crisis management of SIFIs
with significant activities in other EU countrielsoalld be coordinated and implemented
in cooperation with the crisis management authewitin the relevant countries. At
Nordic-Baltic level, a cooperation agreement orsisrimanagement of cross-border
institutions has already been concluded, and argkeogsis management group with
participation of ministries, central banks and susery authorities has been set up, cf.
section 4.5.

3.4 Liquidity requirements and leverage ratio

In addition to capital requirements, the Baseldidndards and CRD4 also include
requirements that credit institutions should holdfisient liquidity to be able to
withstand stressed situations, and requirementpdesible introduction of a leverage
ratio to set a limit for the ratio of assets toitalgfor the institution. Unlike for capital
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requirements, the FSB and the BCBS have not laidindaightened liquidity
requirements or leverage ratios in their standndglobal and national SIFls.

In terms of introducing a binding leverage rattasideemed most appropriate to await
the conclusion of CRD4 in which such requiremenhas likely to take effect until
from 2018. However, in relation to SIFIs it will lag@propriate to give the Danish FSA
the legal basis to set requirements for leverageadsof its supervisory process on the
basis of a concrete and individual assessment.

In relation to introduction of liquidity requiremes it should be noted that as of 1
January 2013, Sweden has introduced tightenedliiguequirements for their SIFIs in

the form of requirements for the SIFIs to sati$fy short-term liquidity requirements in
the Basel Ill standards (Liquidity Coverage RatlaGR).*

The LCR requires the size of liquid assets of higfality to be able to cover the
liquidity needs of the credit institution for 30 yda during stressed conditions.
Compliance with LCR from 2013 is earlier than sueuirement will be implemented
at EU level. CRD4 includes the possibility of gratlphasing in for all or selected
credit institutions from 2015 until 2018, althoughmay be possible to introduce the
requirement with full effect from 2015. Already yesarly on, Switzerland decided to
introduce a tightened version of the Basel Il dads in respect of liquidity and
leverage ratio.

It is deemed necessary to lay down special liguicdguirements for Danish SIFIs as
the most recent financial crisis showed that acteefisancing on stressed markets may
be central for the survival of credit institutiorius the aim is to ensure sufficiently
robust liquidity in the largest institutions. Sgesally, Danish SIFIs should fully
comply with LCR from 2015, when the requirementlwihally be laid down at EU
level, so that the transitional period permittedll#018, is not used.

Generally, the LCR applies to the total liquidity the institution regardless of
currency. As the institutions hold assets and lit&s in various currencies, liquidity
management in institutions may result in currensk i the form of failure to pay
liabilities or obtain financing in a certain curogn For example, this was the case in the
financial crisis in relation to the American dollan order to address these risks, the
LCR for SIFls should apply to each of the relevantrencies so that, for each
currency, the SIFI holds sufficient liquidity tower the need for 30 days under stressed
conditions. The definition of significant currengiean either be made on the basis of
the specific conditions in the individual instituti or as currencies selected for all
SIFls. Therefore, the Committee recommends that E@FS1FIs should apply to each
of the institution's most important currencies vatkiew to ensuring sufficiently robust
liquidity.

The Basel Il standards also introduce a requireérftgriong-term stable financing (Net
Stable Funding Ratio, NSFR) which is to ensure téebdink between the long-term
loans and financing of the institutions. With CRDMis requirement, however, is not

“°This is a slightly adjusted version of the intéimiaal requirement.
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expected to apply until from 2018, if it is decidedntroduce it in the EU. It is deemed
appropriate to await conclusion of the EU regulaio this respect.

Significant dependence on short-term financing miagwever, be problematic in
stressed situations and may make recovery of steution difficult. In order to limit
dependence of short-term financing and thus ensutféciently robust liquidity for
SIFIs, regardless of the fact that the NSFR hasaeh introduced, a requirement for
the extent of the SIFIs' stable core financing asommended. This is a simpler
requirement than the anticipated NSFR. More spedifi it will be relevant to set
requirements in relation to the amount of the tostin's deposits from e.g. retalil
customers and market financing with a maturity afrenthan one year as a per cent of
the total loans of the SIFI. The Committee recomaseintroducing a requirement for
stable core financing of SIFIs from 2014. When iempénting the requirement, account
should be taken of the mortgage-credit activitiethe SIFI.

On the basis of a specific and individual assessnasrpart of the supervisory process,
the Danish FSA will still be in a position to seghter requirements for liquidity and
financing structure.

During the financial crisis, particularly the laggenstitutions have increased their use
of financing on a secure basis, i.e. banks havelpatssets as collateral for the liquidity
raised as access to raising unsecured financingnieeanore difficult as the crisis
escalated. This development has emphasised thetanpe of SIFIs holding sufficient
unencumbered quality assets during normal periddisch quality assets may
subsequently represent an extra buffer if the wnsecfinancing markets become
unstable. This increases the SIFI's room for mamaein periods of stress.

Currently, work is being carried out at EU level @msuring, among other things, that
the institutions have sufficient unencumbered dquadissets at their disposal under
normal circumstances. It is recommended to mortha work very closely and if
necessary, use the European conclusions as thefbagreparing requirements in this
area for the Danish SIFlIs. Naturally, this will notlude mortgage-credit institutions,
since their business model is based on secureddimgin the form of mortgage-credit
bonds.

3.5 Requirements for corporate governance

In addition to tightened capital and liquidity réguments, it is deemed appropriate to
set tightened requirements for SIFIs in respecatosporate governance. Requirements
for corporate governance should contribute to enguthat the institutions have
internal procedures and guidelines, which, as $apa@ssible, contribute to responsible
and effective operation of the institution and tladuce the risk that the institution
fails. This is deemed vital for SIFIs as, due teitlsize, SIFls are relatively complex
and failing SIFIs may have great impacts on thenenyy.
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Against this background, it is recommended thatfthlewing tightened requirements
are laid down for SIFIs:

The existing fit and proper requirements are atsapply to managerial staff in
the institution and not just to the board of dicest and the board of
management.

Special requirements for organisation and staffihgsk management functions
are to be laid down. This means that the instigibave risk management at
the same level as the best practice of interndti@i&ls, and that risk
management is relevant in relation to the businasdel and complexity of the
institutions.

Special requirements are to be laid down in tharda. Besides IT emergency
plans dealing with failure of IT systems, the ITsgms of institutions are to
support effective and secure risk management ahgtgutions.

3.6 Requirements for strengthened supervision

Furthermore, strengthened supervision of SIFisital 8o that the authorities have a
better foundation for early intervention in a Sl&hd are well informed if intervention

becomes necessary. This will also be in accordaniteinternational guidelines from

the FSB, which highlight the importance of muclostrer supervision of SIFIs, cf.

section 3.1.4.

Already today, Danish credit institutions are sobj@ differentiated supervision, and
the largest institutions are subject to more extensupervision than the smaller
institutions. However, there will be a need to falise and further tighten supervision
of the institutions identified as Danish SIFIs.

Strengthened supervision is assessed to includeltbeiing specific areas:

Increased focus on overall assessment of the institutions and benchmarking with
comparable institutions. There must be increased focus on the overall risk-
taking of the institutions and comparison of thisogs the Danish SIFls and in
relation to comparable institutions in other Eu@pe&ountries. Furthermore, a
better overview should be ensured of the assessrbgrthe market and market
players of risks and institutions.

Increased focus on corporate governance in the form of e.g. focus on quarterly
review of the minutes of the board of directordested internal management
reports, minutes from meetings in relevant intercaimmittees, internal
reporting from the compliance function, etc. Furthere, it will be relevant for
the Danish FSA to regularly examine the proceduesggarding chief risk
officers at institutions in order to focus on ragunents for a pro-active and
strong risk organisation of good quality.
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= Srengthened supervision and dialogue in the form of an increase of the scope
of fixed, recurring meetings with management or agmmial staff in the
institutions designated as SIFIs. Frequency angesamn be differentiated
between SIFls and depending on the managerial. [Euethermore, as part of
the dialogue, explicit requirements should be toavn that SIFIs are to inform
the Danish FSA early on about material circumstarsteh as intended strategy
changes or organisational changes.

» |Increased focus on model risk and capital allocation in the form of increased
focus on model risk through enhanced identificatodrrisks connected with
internal models and securing appropriate risk heglgilt will also be
appropriate to strengthen the supervisory focusthanrelationship between
allocation of capital and risk in order to resesudficient capital to cover risks
both in the respective institutions of the groud ahgroup level.

» Increased inspection activity in the form of an increase in the scope and/or
frequency of onsite inspections, including in tleen of cross-institutional
thematic reviews among SIFIs. For example, anrwattfonal inspections may
be carried out in the most significant risk ardaghe credit area, it is likely that
an annual inspection frequency will not result imcreased supervision
compared to today for some of the largest insthgi(Danske Bank, Nordea
Bank Danmark) whilst this could mean increasedvagtin relation to other
SIFIs. In other risk areas (market risk, liquiditigk and IT) there will be
increased supervisory activity.

= More restrictive practice for authorisation of intra-group exposures in the form
of lower maximum limits for financial institutionmn a SIFI group. A more
restrictive practice for SIFIs will contribute tomiting the risk of intra-group
contagion in the event of financial problems intpaf the group.

3.7 Requirements for subsidiary undertakings, inclding subsidiary
banks of foreign groups

Like other institutions, taking into account propaomality, Danish subsidiaries of

foreign groups of credit institutions must complythwthe requirements laid down in
the Financial Business Act. The Committee recomraghdt the special requirements
for SIFIs should apply to the designated groupstaed respective subsidiaries in the
form of credit institutions, including subsidiararks of foreign groups. Subsidiary
banks of foreign groups which are established inrberk will have to comply with the

requirements set in the Danish legislation notwithding a possible higher
requirement set in the group’s home country.

This means that capital requirements and requirérfen a crisis-management buffer
must be complied with at consolidated level for Bansubgroups and for the
individual credit institutions of the group.
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In connection with CRD4, it will be possible to wiyoor partly grant exemptions from
liquidity requirements (LCR and NSFR) for subsigiarof credit institutions taking
into account various conditions. However, the systamportance of SIFIs is likely to
make it difficult to grant exemptions from the lidity requirements for subsidiaries.
The liquidity requirements recommended at grouglleshould therefore also apply to
SIFIs which are subsidiaries of foreign credit igions if the requirements are
relevant for the type of institution.

In addition to applying to the group, recovery amidis management plans should also
be prepared for the individual credit institutionghe group.

The requirements recommended on corporate govesnand the requirement for a
strengthened supervision will also be relevantlit@radit institutions in the group. A
more restrictive practice for authorisations farangroup exposures will also comprise
SIFIs which are subsidiaries of a foreign group.

For SIFIs which are subsidiaries of a foreign grothg consideration for financial
stability in Denmark requires the establishment tbé same requirements for
organisation as for other Danish SIFls, includingguirements in respect of
management and control. However, intra-group outsog will be possible taking into
consideration the ordinary regulations on outsowyci

Allowing the SIFI requirements to apply also to thdividual credit institutions in the
group improves the possibilities of crisis manageinvehere e.g. parts of a group may
continue in the event of problems in other partghefgroup.

3.8 Overall assessment of the recommended requirents

As previously emphasised, it is the view of the @uttee that the additional
requirements for Danish SIFIs are vital in orderstgport financial stability and to
reduce the risk of the government having to beardbsts of crisis management of
Danish SIFls. Strong protective measures in thenfaf capital and liquidity
requirements, requirements for corporate governatoengthened supervision and an
effective recovery plan will minimise the probatyiliof SIFIs encountering serious
problems requiring crisis management.

However, there must be an appropriate balanceatditiancial stability is supported as
cost-effectively as possible. The additional regmients will add costs to the
institutions. To a certain extent, additional regments for SIFls will increase their
costs e.g. additional capital will need to be mjsmore liquidity must be held, and
recovery plans etc. need to be prepared. Increessts can possibly influence the
possibility for the relevant institutions to lerquhrticularly during the period when the
institution is adapting to the tightened requiretseithis may have a contagion effect
on the wider economic situation.
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In addition, transitional schemes have been ingatpd in addition to step by step
phasing-in of the Committee's recommendations, hed &ll requirements are not
introduced right away and at the same time. Thatiaddl capital requirements for

SIFIs are phased in over a number of years fronb2012019. Moreover, the crisis-

management buffer and the stability fund will semiy be phased in over a number of
years, and not until from 2020, i.e. after the SHalpital requirement has been
implemented.

Most Danish SIFIs have already carried out pathefadjustments necessary following
the Committee's recommendations, based on expmwatof coming tightened
regulations and expectations of stronger capitabisan the financial markets. Thus the
majority of SIFIs already meet the tightened cdp#guirements, as seen in figures 18
and 19, cf. section 3.2.

Such circumstances reduce the immediate straim@rséctor from the recommended
additional requirements.

Furthermore, the total costs of additional capiggjuirements are not necessarily large,
as better capitalised institutions will usually et with a lower expected return from
creditors and shareholders and thus lower fundimgfsc Amongst other things, the
increased costs will be in a relatively moderatg#aegxpense due to corporation taxes,
which generally makes financing through equity lessactive. However, if capital
markets are well functioning, the burden of inceshsapital requirements is relatively
moderate. Therefore, there will primarily be a #f@n of risk between different players
which can procure capital, and this should notaase total costs. If the institution
holds higher equity, the risk of losses on suba@tinoan capital and ordinary deposits
will be reduced and thus interest rates will beuosdl. However, some effect
specifically in the short term cannot be ruled ibuhe capital markets only gradually
adjust to the new conditions.

However, in the view of the Committee the overdfeet on the economy of the
proposed additional requirements for SIFls willgmsitive in the long term. A stable
financial sector is a fundamental prerequisite larg-term growth and employment
and in the view of the Committee, the requiremertommended will significantly
contribute to financial stability in the future.

The Committee is basing its assessment of the mamvoomic consequences of the
recommendations on the international analyses fiteenFSB and the BCBS on the
effect of similar requirements on the global ecogoifhe FSB and the BCBS have
estimated that the overall effect on the macro espnof the international capital

requirements (Basel Ill), including the special uegments for global systemically

important credit institutions, will be positive ihe long ternf*

Specifically, the additional capital requirement gobal SIFIs is estimated to have a
negative effect on global GDP of 0.1 per cent m phasing-in period. Conversely, the
advantage of the requirement is estimated to beglbhal GDP will be increased by

41 Cf. note 8.
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approx. 0.4 per cent in the long term. Similarlge toverall Basel Il regulations,
including requirements for global SIFIs, are estedato have a negative effect on
global GDP of 0.34 per cent during the phasing-@miqd. However, the long-run
permanent positive effects of a reduced probabditya systemic banking crisis are
estimated to result in a higher global GDP of ug.teper cent.

The FSB and the BCBS recognise that there arefsignmi uncertainties connected
with the estimate, but in all cases, there is cledication that there will be a positive
effect on the macro economy in the long term frdra tightened requirements. It
should be noted that in its proposal, the Commssimilarly estimates that CRD4 the
positive effects of the proposal will result in igher EU GDP of around 2 per cent in
the long rurf*?

Even though it is not possible to transfer the amion from the international surveys
directly to Danish conditions, it is the view oktiCommittee that the estimated effects
of the international regulation support the conicdnghat tightened regulation of SIFIs
will also have long-term positive effects on thenidh economy.

3.9 Summary

In order to minimise the risk that Danish SIFIsl,fé&lFls should be subject to
additional requirements. On the basis of intermaioecommendations and the trends
in other countries, such additional requirements racommended to relate to a SIFI
capital requirement and a requirement for a cnsasagement buffer, requirements for
preparation of recovery and crisis management plansdity requirements, tightened
requirements for corporate governance as well aglinements for strengthened
supervision.

As negotiations on CRD4 and the directive on theovery and resolution of credit
institutions have not yet been finally concludaedufe EU regulation in this area may
still limit the room for manoeuvre at national léte set additional requirements for
Danish SIFls.

With regard to the issue of requirements for theerimal organisation of credit
institutions, including in particular separation oftail activities and investment
activities, which are underway in the United KingdoFrance and Germany and
proposed at EU level by the “Liikanen group”, itdeemed relevant to await any future
EU regulation before taking a position on wheth&hsrequirements are relevant for
Danish SIFls.

Box 5 provides an overview of the Committee's oNeracommendations on
requirements for Danish SIFIs.

42 Cf. note 1.
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Box 5: Recommendations by the Committee on requirements for SIFls

It is recommended that:

Capital requirement

A SIFI capital requirement is set which, with the recommended approach, is currently between 1
and 3.5 per cent of the risk-weighted assets, depending on the degree to which the institution is
systemic. It is possible to set a higher requirement than 3.5 per cent if the institutions become
more systemic.

The SIFI capital requirement is met with Common Equity Tier 1 capital. The capital requirement
is set at consolidated and individual level. The requirement is phased in until 2019.

SIFIs are required to additionally hold a crisis management buffer consisting of debt which can
be converted or written down. The buffer amounts to 5 per cent of the risk-weighted assets.
Under certain conditions, this requirement can be met with existing hybrid capital and
subordinated capital. The crisis management buffer is established over a three-year period
starting in 2020.

Recovery and crisis management plans

Recovery and crisis management plans for Danish SIFls are prepared. Recovery plans are to be
prepared by the institution itself and approved by the Danish FSA. Crisis management plans are
to be prepared by the crisis management authority in close cooperation with the Danish FSA and
Danmarks Nationalbank (the central bank) and with the involvement of the institutions deemed
necessary. The plans are updated annually.

The recovery plan is launched at the latest if the institution breaches the SIFI capital
requirement. The Danish FSA should have further means of intervention if the institution
breaches the Pillar Il requirement. These include the authority to convene the general meeting
of the institution and to replace members of the management and board of directors of the
institution as well as to restrict payments on subordinated capital (Tier 2 instruments). The crisis
management plan is launched if the institution is to undergo crisis management.

Liquidity requirements

The short-term liquidity requirement (LCR) is phased in more quickly for SIFls than what EU rules
suggest. Concretely, SIFls should fully meet the LCR requirement from 2015. Requirements are
set for more stable funding for SIFls from 2014, in order to ensure that the dependence of SIFls
on very short-term funding is reduced.

Corporate governance

The existing fit and proper requirements are expanded to also apply to managerial staff of the
SIFIs and not just to the board of directors and the management. Special requirements are set
for the SIFIs' organisation and staffing of risk management functions as well as the IT systems.

Strengthened supervision

SIFls are subjected to strengthened supervision, which to a higher degree than today focuses on
corporate governance, regular monitoring and dialogue, model risk and allocation of capital,
increased inspection activity as well as intra-group exposures.
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Chapter 4: Crisis management of SIFls in Denmark

According to its terms of reference, the Committet® assess how failing SIFIs can be
managed such that the harmful effects on the ecgnten be limited as much as
possible. Specifically, the Committee is to drawrapommendations for tools which
should be included in a national regime for crisianagement. The Committee is to
look at international standards, including EU regjoh as well as developments in
other countries.

The health of a credit institution can vary ovendi as a result of the institution's
strategy, the economic cycle, etc. Therefore, tigitution can go through different

phases spanning from normal operations, during lwhite crisis situations are

prevented by the institution itself and by the auties through regulation and

supervision, to recovery measures by the institutinthe authorities to ensure that the
institution recovers if it is heading for problemand ultimately to actual crisis

management, which takes place if the institutiols.fa

This chapter examines how failing SIFIs can be rgadan a crisis situation. Firstly
the relevant Danish regulations and internationaletbpments in the area are
examined, then specific crisis management toolser@mmended for Danish SIFIs. It
should be noted in this connection that since tieré EU regulations for the area are
still unclear, the Committee makes a general regenv regarding the precise design of
a crisis management regime for Danish SIFls. Theeef the Committee’s
recommendations are principle-based and will haveet fully detailed in a subsequent
legislative process.

Figure 22 illustrates the various phases - pregantapital conservation, recovery and
crisis management - and provides an overview ofGbhemittee's recommendations.
The figure corresponds to Figure 4 in the introdurctThe recommendations regarding
crisis management are described in more detdailaridllowing.
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Figure 4: Overview of recommendations from the Committee in relation to
requirements for and crisis management of SIFls

Total capital requirement » Capital conservation | SIFl-requirement Pillar Il Crisis management | Common Equity Tier 1
buffer (2.5 pct.) (1-3.5 pct.) (Individual) buffer (5 pct.) (4.5 pet.)
Capital conservation Recovery trigger Crisis management trigger
trigger (10.125 pct.)
| | |
Prevention I Capital conservation I Recovery I Crisis management
| | |
| | |
! ! !
I I I Conversion of crisis management buffer
! I : " I (5 pct.) to Common Equity Tier 1
| Capi | i Convocation of |
Capital requirements : Capital conservation. i ol
P a : plan : general meeting : Launch of crisis management plan and
N . g g : . t of crisis management
Liquidity requirements | i ; CCEntEmen
j Limitationon Replabceme?ir:)f ; B .
Recovery plans i dividends i ; membersorthe :  The crisis management authority takes
i i Recovery plani. t')“a“dagergeat i control and ownership and management
- | Limitationon | ; boardandthe is partly or fully replaced
Crisis management plans - : ! g :
[ EITEES ! : board ofd|rectors!
] ' ' ' Tools:
Corporate governance ; : e - 200
P 8 : Limitation on : P tL'm't:‘t'O” ol . : Bridge bank
i ! ! interest payments!
Strengthened supervision | Mterest payments on; L on Tri)eryz- i Sale of assets
i Tier 1-instruments | B i Debt write down
i i ; nstruments Debt conversion
[ [ i Stability fund
! ! !
! ! : !
Bank management is in control - but involvement of the Danish FSA increases : The crisis management authority is in control
>

Note: As a starting point the pillar Il requirement shall be fulfilled with Common Equity Tier 1 capital, but may be fulfilled by
subordinated capital which automatically converts if the institution breaches the solvency need.

4.1 Resolution regime for Danish banks and mortgageredit
institutions

The following section summarises the existing raggahs on resolution for banks and
mortgage-credit institutions in Denmark.

4.1.1 Existing resolution regime for banks

There is currently no distinction between crisisnagement of SIFI banks and other
banks, respectively.

Bank Package 3 has introduced a resolution toohrasalternative to bankruptcy
proceedings for failing banks. The aim is to ensmr@rderly resolution which seeks to
preserve the value of the institution's assetssaipgort financial stability. Under Bank
Package 3, the Financial Stability Company A/S sadeer all the assets and liabilities
corresponding to the value of the assets of tHmdabank which are then placed in a
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subsidiary established for this purpose by the riirad Stability Company A/S. Share
capital and subordinated debt as well as a hairtdahe uncovered senior debt and
uncovered depositors is left in the shell of thénfg institution. The guarantee fund for
depositors and investors also contributes to tBeluéon by taking the place of the
covered depositors in the insolvent estate.

As an alternative to winding-up pursuant to Bankkage 3, the guarantee fund for
depositors and investors may provide compensatiaie institution taking over the
entire failing institution. A prerequisite for ugithe compensation scheme is that such
resolution incurs less cost for the guarantee ftorddepositors and investors than
winding up pursuant to Bank Package 3. Consequeittlis assessed whether, in
specific cases, it is most appropriate to add fumd® place guarantees to cover the
non-subordinated creditors of the institution, @mtind up the bank according to Bank
Package 3.

When the failing bank receives a time limit frome tBanish FSA for meeting the
solvency requirements, the institution must decuthether it will be managed via the
bank packages if it is not possible to meet theesuly requirement within the time
limit. If this option is rejected, ordinary banktay proceedings will commence after
expiry of the time limit.

As the board of directors of the institution desidéhether to be wound up through the
bank packages, it is not considered expropriatibarnthe Financial Stability Company
A/S takes over the bank.

4.1.2 Existing regulations on resolution for mortgge-credit institutions

A Danish mortgage-credit institution has never bdenlared bankrupt, but there is
detailed legislation on how a mortgage-credit tn§ton should be wound up if this
were to happen. The process is described in maad deannex 3.

If a mortgage-credit institution is declared barmitrua liquidator takes over
administration of the mortgage-credit institutioBven though a mortgage-credit
institution is declared bankrupt, owners of bonasrot claim early repayment of their
bonds. The rights of borrowers, e.g. with regarcefzayment, are also unchanged. This
means that winding-up the institution can be gradadoans expire. However, it is also
possible to sell capital centres, i.e. parts ofitls#itution which are linked to the bond
issues by the loans granted and the collateraéglac

The liquidator will primarily consider the mortgageedit institution as a number of
capital centres which are to be treated as indeperehtities and which can be wound
up independently. The liquidator must primarily lsée ensure prompt payment of
investors in mortgage-credit bonds, cf. the bantaypierarchy.
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For each capital centre, the liquidator must hortbarnndividual investors according to
the type of investment they have made in the oalgmortgage-credit institution. The
different types of investment are honoured in adance with the following hierarchy:

1. Expenses for managing the estate in bankruptcy,

2. Covered bonds (SDO), covered mortgage-credit b¢8BR0O) and mortgage-
credit bonds (RdY, and

3. Junior covered bonds (JC&).

Surplus funds in the capital centre and the "rést@institution”, after senior creditors
have been repaid, are included in the bankruptd¢siteedor distribution to other
creditors. Amounts due to holders of mortgage-trednds and other securities which
have not been repaid in the capital centre or tbst'of the institution”, are paid from
the bankruptcy estate before payment of ordinaseaared creditors. Owners of junior
covered bonds (JCB) have a simple claim on the fogibdy estate.

As described above, the regulations on bankruptey bsed on securing prompt
payment for bond investors as far as possiblen@&@drom bond investors do not fall

due automatically as a result of bankruptcy. Theitlator should regularly pay bond

investors in accordance with the terms of paymenthe bonds. This means that the
bankruptcy is likely to last as long as the ternthaf longest bond.

4.2 International regulation and developments in dter countries

The following is a general description of interoatl developments in the area with
regard to crisis management for credit institutidnsthis context, initiatives in other
relevant European countries are addressed.

4.2.1 International regulation

In 2011, the FSB adopted standards for the resolutif credit institutions. The
objective of the standards is to ensure that allntites have effective resolution
regimes which minimise costs for the governmergdannection with winding up credit
institutions. Specifically, the standards contaimuanber of demands for institutions as
well as new intervention powers for national supsany and resolution authorities.

43 Mortgage-credit bonds (RO) are different from aeeebonds (SDO) and covered mortgage credit
bonds (SDRO) in that the lending limits applied R®s only have to be observed at the time the ipan
granted. For covered bonds (SDO) and covered ngetgeedit bonds (SDRO) the lending limits must
continuously be observed throughout the term oldhe. If the underlying asset falls in value, tnedit
institution therefore has to provide supplementaolateral. Therefore SDOs and SDROs have a lower
risk-weight in the credit institution's solvencyament than ROs. SDOs are issued by banks and
mortgage-credit institutions, while SDROs are oisigued by mortgage-credit institutions. Sometimes
both types of covered bonds are called SDOs.

4 Junior covered bonds (JCB) are senior debt issneorder to place supplementary collateral in
covered bonds (SDO)/covered mortgage credit bor®I3RQ) capital centres. However, revised
legislation has recently been adopted on expardfitime scope to include RO capital centres and tibius
include other purposes than supplementary collateig supplementary collateral to maintain anigti
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In the EU, on the basis of the FSB's standardsk-thiepean Commission has presented
a proposed directive on the recovery and resolutibreredit institutions, cf. also
section 3.1.1. The directive is still under consadien by the Council and the European
Parliament. The description below is based on tiggnal proposal from the European
Commission.

The objective of the directive is to ensure uniforaoles for crisis management,
including through resolution etc., of credit ingtibns which are failing or likely to fail
across EU borders. The directive covers all crettitutions, i.e. banks, mortgage-
credit institutions and financial holding companiasd it does not just cover SIFIs.
According to the proposal, the regulations areni@rinto force from 1 January 2015,
although there is an option for later implementatd the regulations on write-down of
creditors, cf. below, which are to apply from ndefathan 1 January 2018. Each
Member State is to designate a public resolutighaity which is to have the power to
utilise the resolution tools stipulated by the diiee.

Resolution

If a recovery is unsuccessful, and if the instdntdoes not meet the central statutory
requirements, the institution will be in a crisigiation which must be managed by the
authorities. Under the proposed directive, a rdswiuprocess can therefore be
initiated, if the supervisory authority deems ttred institution is failing or likely to fail
and there is no prospect that a private or supanyisnitiative will prevent the
institution from failing within a reasonable periad time (point of non-viability).
Application of the resolution powers should be nidey to meet specific objectives,
taking into account a number of general conditia@hshox 6.
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Box 6: Objectives and conditions for resolution

The objectives of resolution:

= Ensure that central functions can continue,

= Avoid significant negative impacts on financial stability,
=  Protect tax-payers by reducing the need for state aid,

=  Avoid unnecessary loss of value,

=  Protect depositors.

Important conditions for resolution:

= Shareholders are the first to take losses,

= Creditors take losses after shareholders and according to the creditor ranking (hierarchy of
claims) proposed by the directive,

= Management is replaced and is responsible,

=  Creditors within the same class are treated reasonably, but different treatment can be justified
for financial stability reasons,

= No creditor should suffer a larger loss in the resolution than they would have done if the
institution had gone bankrupt pursuant to relevant bankruptcy regulations.

The proposed directive also contains four diffemesblution tools, which a resolution
authority should be able to apply as a minimumadidition to these resolution tools,
the proposal does not exclude the individual cquiom having further resolution
tools, if these do not prevent effective resolutidrgroups and are in accordance with
the objects of the directive and the general ppiesi for resolution. The four tools are:

= Divestment: This provides the resolution authority with theiop to sell all or
part of an institution on market terms and withdbe consent of the
shareholders. The sale must be to a buyer withrragreent licence to operate
such a company, e.g. another credit institutiom, #rerefore the buyer cannot
be a bridge bank.

= Establishment of a bridge bank: This provides the resolution authority with the
option to sell all or parts of an institution's eiss rights and liabilities to a
bridge bank which is wholly or partly governmentre@d and which later can
sell assets as part of an orderly resolution.

» Asset separation: This provides the resolution authority with theiop to sell
value-impaired assets to a publicly owned compasgdt management vehicle)
with a view to winding up these assets. At the saime it is important to
ensure that the surrendering institution undergoestructuring.
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= Debt write down/conversion: This provides the resolution authority with the
option to do the following, without such being siigited in the debt contracts in
advance:

. Open bank model - recapitalise an institution so that it meets the
capital requirements by converting debt to Commayuity Tier 1
capital or by writing down debt. This avoids thstitution in question
having to be wound up, as the capital base is nedt@nd the
institution can continue operations. In order tiiag recapitalisation,
there is a requirement that debt conversion orevddwn will lead to a
realistic possibility that the institution will ssequently be able to
survive in the long term. In this context a restuing plan should be
prepared and an administrator should be appoirdedrépare and
implement this plan.

. Closed bank model - write down debt or convert debt to Common
Equity Tier 1 capital (in a bridge bank) as partaofransfer of assets
and liabilities from the failing bank to a bridgartk such that the
bridge bank only takes over debt correspondindnéoreal (impaired)
value of the assets taken over.

The tools can be used singly or in conjunction,epxdor the asset separation tool,
which is to be used with one or more of the othe=olution tools. If the tools are
utilised, except for write-down of creditors or d&lonversion, there is a presumption
that the part of the institution which is not tsmtaue will be wound up. As a rule, the
resolution tools will have to be utilised beforesipossible to use public funds.

The directive on the recovery and resolution ofditrenstitutions also contains

requirements that it is possible to write down &dgitional Tier 1 capital and Tier 2

capital if the supervisory authorities assess tti@institution is no longer viable (point
of non-viability trigger). Write down cannot takéape until the institution's Common
Equity Tier 1 capital has been fully written dowhhe supervisory authorities can
decide to allocate Common Equity Tier 1 capitaih® owners of the Additional Tier 1

capital and Tier 2 capital so that the write dowtually corresponds to conversion to
Common Equity Tier 1 capital. Such a write down gubsible conversion of the
capital is a requirement for application of theota8on tools in the directive. If the

write down is sufficient to restore the institutjdhe institution will be able to continue
operations without having to be wound up.

Pursuant to the directive on the recovery and wtisol of credit institutions, there will
probably also be requirements that Additional Tierapital and Tier 2 capital must be
written down or converted to Common Equity Tierapital in the following situations:
1) the relevant authority decides that the insotutvill no longer be viable unless write
down or conversion takes place; or 2) the insbtuthas received state aid in the form
of Common Equity Tier 1 capital. The possibility f@rite down or conversion should
either be stipulated in a contract or by natioegiidlation. CRD4 is also expected to
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contain requirements for conversion or write dovirAdditional Tier 1 capital when
the level of Common Equity Tier 1 capital of thetitution falls below 5.125 per cent.

The form of the final EU regulations regarding wrdown and conversion of various
capital elements has not yet been clarified.

The European Commission's proposal extends coipetagtween the authorities with
requirements on the establishment of a resolutalege with participation from all

relevant authorities from each country in relattonmanaging a group with cross-
border activities. The resolution college will drayp a resolution plan for the group,
and it will be a forum for decisions regarding feson. In relation to resolution and
when deciding which actions to take according te fitoposal, the college must
consider preserving the value of the group as deylimiting the impacts on financial

stability in the relevant countries, and limitirigetuse of public support.

Financing resolution

The directive stipulates that national financingpagements should be established so
that the resolution authority can apply the resotutools effectively. The directive
requires that, within a 10-year period, each Mentitate builds up a resolution fund,
financed in advance, with assets of no less thaerlcent of the covered deposit. If
certain conditions are met, countries can choose ttie national deposit guarantee
scheme should also be utilised as a resolution. fumthis case there is no requirement
to build up a separate resolution fund, but thetassf the deposit guarantee scheme
must amount to 1 per cent of the covered deposits.

According to the proposed directive, the resolufiamd can be used in different ways,
including as guarantees, loans, means to purclsas¢saetc. However, according to the
proposed directive, the funds cannot be utilisetl time possibility to cover costs by

writing down shareholders' and creditors’ assets baen exhausted. With this
interpretation, it will, however, rarely be possglib utilise the fund in practice, as it
will be possible to write down unsecured creditora considerable extent.

If there are not adequate resources in the fundoteer the costs of resolution,
extraordinary contributions can be demanded froenirtistitutions in order to cover the
remaining costs. The proposal also contains pronssi that, under certain
circumstances, the funds in different countriesutthde able to borrow from each
other.

4.2.2 Developments in other countries
In the United Kingdom the expectation is that, engral, failing global SIFIs will be
managed through a write-down of creditors at thghést level in the group, even if

problems have arisen in an entity further downhi& group. The view is that this will
make crisis management more efficient and reducedamation problems with host
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countries™ It addition to this, specific legislation has beadopted on winding up
credit institutions and this entitles the centrahk to sell on all or part of the institution
to a private buyer, or transfer all or part of business to a bridge bank. The legislation
also provides for the possibility for temporary gownent ownershiff The
forthcoming ring-fencing of retail banks, cf. secti3.1.5, will also make it easier to
ensure continuation of systemic activities in aisfmanagement situation. There is
also an intention to change the creditor rankingrénchy of claims) so that the deposit
guarantee scheme is ranked in front of all otheeaared creditor¥.

In 2010, Germany adopted legislation to ensure gpmte management of SIFIs
which breach the capital requirements. This enalihes supervisory authority to
transfer all or part of the assets and liabilibéan institution to a third party or a newly
established company to ensure appropriate resolatiahe institution. The German
legislation also addresses the potential financomgllenges in a resolution by
establishing a restructuring fund, financed in aubeaby the financial sector. The fund
can establish a bridge bank to which assets ahidlities can be transferred, it can
purchase parts of the bridge bank, and it can gtegaclaims against the receiving
entity or recapitalise ft2

In the Netherlands, a new resolution regime entartx force in 2012, in which the
Dutch authorities (the central bank in close callation with the Ministry of Finance)
are to prepare resolution plans for the Dutch SIFke resolution plans are to enable
the Dutch authorities to continue operation of thiical functions of a SIFI while
other parts are wound up. Owners and creditorshaile losses corresponding to the
losses they would have had in an ordinary liquataprocess. The resolution regime
also gives the Dutch central bank four new resotutools which can be utilised when
a court has confirmed that the conditions necedsamesolution have been met. These
are i) transfer of the share capital of the failingtitution to another institution (and
thus the institution as a whole), ii) transfer afpdsitors to another institution, iii)
possibility to split into a healthy ("green”) andhealthy ("red") bank (i.e. possibility to
transfer assets and liabilities), and iv) estabtisht of a bridge bank which can
temporarily take over all or parts of the failintFF§ if there are no private buyef3.

In Switzerland, from 1 November 2012 the superyisauthority has been given
extended powers in crisis management of failingkbaiihese powers are in line with
the FSB's recommendations. As the resolution aityhdine supervisory authority can
now convert debt to equity in a restructuring of thstitution. Depositors will rank

before other unsecured creditors in a debt comwersCreditors cannot recall their
loans to the institution during the period in whitie restructuring is taking place. The
requirement that the Swiss SIFIs issue a specifioumt of convertible bonds, cf.

% Federal Deposit Insurance Corporation and the BahkEngland, "Resolving Globally Active
Systemically Important Financial Institutions”, D&cember 2012.

6 Banking Act 20009.

4" The so-called "depositor preference”. This issual$o being discussed in negotiations on the salpo
on recovery and resolution of credit institutions.

“8 Deutsche Bundesbank, "Fundamental features adénean Bank Restructuring Act”, June 2011.

49 De Nederlandsche Bank, "Resolution Framework foyst&nically Important Banks in the
Netherlands", 11 July 2012.
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section 3.2.2, means that the other unsecuredtoredvill be forced to convert at a
later date and to a lesser degree, as convertiidsbare converted firat.

In Sweden, the government has introduced a schemeeelyy government support, in
the form of an injection of capital, guaranteessionilar, can be given in connection
with crisis management of failing credit instituig In this context a stability fund has
been established to finance crisis management ibhdgainstitutions. The fund is
financed by the credit institutions themselves digloan annual levy of 0.036 per cent
of the total assets of the institution. The aintoisuild up the fund to 2.5 per cent of
GDP in 2023, corresponding to SEK 87brin connection with establishment of the
fund, the government injected SEK 15 bn., and tbeegiment's shareholding in
Nordea is part of the capital of the fund. The gawgent will also cover the costs of
crisis management, if there are not adequate ressun the fun& The Swedish
scheme has not been approved by the European Ceiamia accordance with state
aid rules.

4.3 Crisis management tools for Danish SIFls

There are currently no specific tools for crisisnagement of Danish SIFIs. The
regulations above are therefore the basis foraikb and mortgage-credit institutions,
including SIFIs. However, the existing winding-lggulations may be inappropriate for
resolution of SIFIs; both banks and mortgage-cnediitutions.

Therefore, it is the view of the Committee that BdPackage 3 and the existing
winding-up scheme for mortgage-credit institutiondl generally not suffice for
managing failing SIFIs. To protect the economyyiit be necessary to allow systemic
functions of a failing SIFI to keep operating, ®ththan winding up the entire
institution. Thus, the current assumption must bat tthe government could be
compelled to intervene if, in a specific situatidnis perceived that the derived effects
of a winding-up will be more harmful for the econgmncluding the government’s
finances, than if the government takes on a risielation to crisis management. This
will increase the risk of losses for public finaacghich will ultimately have to be
covered by Danish tax-payers.

On this basis the Committee recommends that atieenarisis management tools are
made available for the authorities in addition tanB Package 3 and the existing
winding-up scheme for mortgage-credit institutionsorder to give the best possible
conditions for crisis management to be conductatiout significant negative effects
on the economy and without incurring costs forgbeernment going forward.

0 Swiss Financial Markets Supervisory Authority, tance of the Swiss Financial Market
Supervisory Authority on the Insolvency of Banksl &ecurities Dealers”, 22 October 2012

°! Calculation based on Swedish GDP for 2011 of add8EK 3,500 bn.

°2 Lag (2008:814) om statligt stod till kreditinstitu
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Having the best possible conditions for crisis nggmaent of a SIFI without incurring
cost for the government also improves the inceatiee the owners and creditors. This
ensures more equal competition between SIFIs drat otedit institutions.

On this basis it is relevant to look at which aitgrve tools for the crisis management
of SIFIs both banks and mortgage-credit institigiowhich can reduce these risks
associated with the existing tool box. In this eomt the point of departure is the
various tools in the directive on the recovery assblution of credit institutions. The

crisis management authority should have the powartitise these tools. In a given

crisis management situation, there will probablyabeeed for a combination of the
different tools mentioned. The crisis managemethaity should therefore be able to
use the tools flexibly.

As described in chapter 3.2 in relation to theignsanagement buffer, the Committee
recommends introducing several possibilities farvation of the crisis management
process. For SIFls, with the recommendations of @mnmittee, the 8 per cent
requirement will thus no longer be a key elemerte Tollowing possibilities should
exist for an institution to become subject to srisianagement:

= If the institution no longer satisfies a requiremeh 10.125 per cent of total
capital in the form of the minimum requirement ©ommon Equity Tier 1
capital of 4.5 per cent, plus a small addition &1@5 percentage poirtdaid
down by the directive, as well as the crisis managg buffer of 5 per cent.

= |f the institution chooses to meet the crisis managnt buffer with Common
Equity Tier 1 capital, similarly, the limit will b&0.125 per cent of Common
Equity Tier 1 capital.

= If the institution meets the crisis management diufivith convertible debt,
breaching a limit of 5.125 per cent of Common Bgditer 1 capital will also
lead to crisis management. On the other hand, bieg¢he requirement for 5
per cent convertible debt in the crisis managerbeffer will not trigger crisis
management if the institution has adequate Comnuounitye Tier 1 capital to
cover both its total requirement for Common Equiter 1 capital and the
requirement for the crisis management buffer.

» Finally, the Danish FSA should have the power todkethat an institution has
to undergo crisis management if the institutionasviable.

The reason for initiating crisis management forlSkarlier than for other institutions
is to ensure that sufficient capital is availaliiehe SIFI — specifically around 10 per

3 CRD4 includes a requirement that Additional Tietapital must be written down or converted if the
institution reaches a level for Common Equity Tlecapital of 5.125 per cent. As Additional Tier 1
capital may be included in the recommended crisieagement buffer under certain circumstances, the
Committee deems it appropriate to use the limib.d25 per cent in setting the trigger for trangter
crisis management. However, there is no generalinegent in CRD4 or the proposal for a directive on
the recovery and resolution of credit institutidhat crisis management should be triggered atel lefv
Common Equity Tier 1 capital of 5.125 per cent.
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cent Common Equity Tier 1 capital — to continue thgeration of the systemic
activities of the institution and reduce furthesdes.

Despite the recommendations for a number of diffeteggers for transition to crisis
management, for reasons of simplicity, the repoitnarily works with a limit of
10.125 per cent total capital as the trigger figmanagement.

For non-SIFlIs, resolution will be triggered if bebeng the requirement for 8 per cent
total capital, as is the case today. Figure 23 shmw the trigger for transition to crisis
management for SIFls differs from resolution of f&ifls.

Figure 23: Trigger for resolution or crisis management of Danish SIFls and non-SIFls
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The Committee recommends that the crisis-managemethiority should have the
possibility of mandatory use of the crisis managemeols. Given the systemic
significance of SIFls, it should not be possible dovners of a SIFI to "threaten" to
allow the institution to go bankrupt rather thaloal themselves to be managed under a
crisis-management scheme, as a bankruptcy woule haxery negative impact on the
entire economy. The shareholders could have amiiveeto make such a threat in
order to force the government into rescuing thel.SIkis would probably be more
beneficial for shareholders than a crisis managénstuation. The European
Commission's proposed directive on the recovery rasdlution of credit institutions
also states that use of the crisis managementsbolsld be mandatory.
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Mandatory crisis management tools could, howewverplve legal challenges which
will have to be addressed, especially with regarelpropriation. If it is not possible in
the short term to deal with the legal challengesn@ndatory use of the crisis
management tools, the Committee considers thaligithe system should be based on
a voluntary scheme so that implementation of tlwbstes not delayed. In a voluntary
scheme the institution's general meeting will decidadvance that the institution, if it
fails, will accept crisis management with the arismianagement tools rather than going
bankrupt. This approach has been applied in previamk packages.

It should be noted that the recommended approacludes both a contractual
possibility to write down or convert debt in retatito the crisis management buffer and
statutory powers of write down or conversion of emsed creditors. A contractual
write down or conversion can not be expropriation.

The following description of the recommended crisignagement tools is based on a
presumption of mandatory use of the crisis managemels.

4.3.1 Crisis-management authority

It is recommended that a crisis management auyhigriestablished, which should be
given responsibility for crisis management of SJRis addition to a range of legally
established crisis management powers in relatiooreglit institutions. It should be
considered how a crisis management authority cast rappropriately be organised,
including whether this role could be given to amserg institution e.g. the Financial
Stability Company A/S.

4.3.2 Bridge bank with transfer of all or parts ofthe institution

In the proposal for a directive on the recovery aggblution of credit institutions, the
authorities, cf. section 4.2.1 will be authorisedransfer all or parts of an institution's
assets, rights and liabilities to a bridge bankchktshould be wholly or partly owned by
the state. The aim of a bridge bank is to enswauwe-preserving continuation of all or
part of the institution, including in particularelsystemic functions, with the intention
of a later sale. The directive also allows for thiesis management authority to sell
value-impaired assets to a publicly owned compaitly avview to winding up of these
assets.

In connection with establishment of a bridge bahk, institution's systemic activities,
assets with ordinary risk profiles and non-impaiess$ets can be transferred to the
bridge bank and valued under the assumption ofimmeed operation (going concern).
The corresponding liabilities are also transfetethe bridge bank. The own funds and
subordinated debt remain with non-systemic assethéd shell of the old institution,
which is wound up.
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If the assets transferred are less than the liesilithe bridge bank will also receive a
claim against the institution corresponding to théerence. The bridge bank is
capitalised using one of the other crisis managénoerts, cf. below, and subsequently
put up for sale in whole or in part at normal markenditions over a period of a few
years.

The crisis management authority should have authtariestablish and operate a bridge
bank.

4.3.3 Sale of assets to a third party

Sale of all or parts of the institution to a thipdrty could also be considered. For
example, this could be relevant if an institutiaas Isuffered a moderate loss, i.e. that it
cannot meet its capital requirement, but is stilvent. With regard to mortgage-credit
institutions, this could involve selling one or racrapital centres. A sale implies that
both liabilities to bond owners and rights to reeepayments from borrowers (incl.
access to collateral placed by borrowers) beingsteared to the buyer.

4.3.4 Debt conversion

The European Commission's proposed directive onett@very and resolution of credit
institutions also contains the option to converbtd® equity in a crisis management
situation.

Contrary to a debt write down, cf. below, in a detmiversion the institution's creditors
receive an ownership interest in the institutiorthe form of shares. Thus there is a
recapitalisation of the institution, which then caontinue all or part of its activities
with new ownership. Therefore new share capitaldded to the company in the form
of converted debt. It will probably be necessanytf@ crisis management authority or
an administrator to take responsibility of the camp until a new board of directors
has been elected by the new owners.

4.3.5 Debt write down

As described in section 4.2.1, the European Conmom'ssproposed directive on the
recovery and resolution of credit institutions @ns requirements that the authorities
be afforded general powers to write down unsecuredlitors in connection with
management of a failing institution.

The objective of the write down is to make it pbssifor the institution to be
recapitalised by reducing its debt. This means thatinstitution can be restored and
the crisis management authority or an administredor take charge of operations until
the institution can be sold. In practice, the tslobuld be applied with the bridge bank
tool and there should be a recapitalisation.
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Loans by mortgage-credit institutions are finanbgdssuing debt against collateral in
the loan granted. This type of debt can usually @twritten down under crisis
management of a mortgage-credit institution. At Hazeme time, the proportion of
subordinate and unsecured debt is relatively simatirder to utilise debt write down in
practice in crisis management of mortgage-credititution, it is important that there
are other types of debt which can be incorporated idebt write down or debt
conversion. In this connection, it should be ndteat the crisis management buffer in
itself provides increased possibilities for writeweh and conversion.

The crisis management authority should have powermsrganise such a debt write
down on the basis of the same approach as in Backage 3.

Debt write down should be regarded as a final smutvhich could likely be relevant
as a crisis management tool if the institution megative own funds, cf. section 4.4.3.

4.3.6 Stability fund

The European Commission's proposed directive onett@very and resolution of credit
institutions requires that a resolution fund bealelthed, possibly under the existing
deposit guarantee fund, cf. section 4.2.1.

The Committee recommends setting up a stabilitg fiimanced by the Danish SIFIs to
ensure a contribution from the financial sectotthte crisis management of SIFIs. A
stability fund can be phased in from 2020, aftdérghasing-in of the additional capital

requirement for SIFIs. When setting up the fundgrmational developments should be
taken into consideration, including in relationthe@ phasing-in of the fund and the size
of the fund as well as the possibilities to useftimel in practice.

It is not certain that such a fund will be abled¢place the proposed resolution fund, as
it will not fulfil some of the current requiremenis the proposal, including that all
market players are to make payments to the fundommection with implementation of
the directive, it will be important to assess wieetlt is relevant to establish such a
fund, including whether it can and should be esthbt separately from the existing
guarantee fund for depositors and investors andthehethe guarantee fund for
depositors and investors can act as the resoldtiod required in the directive for
credit institutions which are not SIFls.

The idea behind establishing a stability fund f&¥ISis to build up funds which can be
utilised to finance crisis management of SIFIswilt be appropriate to establish one
joint stability fund for mortgage-credit institutis and banks. The fund could be
utilised in conjunction with the other crisis maeagent tools and could be used to
support the liquidity of an institution during desmanagement by guaranteeing assets
or liabilities, granting loans or buying assetsthw fund could be used to recapitalise a
bridge bank. The stability fund should be estallishas a self-governing public
institution in which the crisis management authyoo&n decide how the resources of
the fund are to be spent.
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It is proposed that the assets of the fund be hpilas fixed annual contributions from
the SIFIs based on the risk-weighted assets ofrtéutions. The contribution from
the individual institution should be based on hare of the total risk-weighted assets
of the SIFIs at the end of the previous year. Basiontributions to the fund on the
institutions' risk-weighted assets is an attemptat@ into account different business
models. It should not be possible to demand exdiaary contributions in the event
that withdrawals are made from the fund, as thisld/@esult in the risk of contagion
between SIFls. As the fund will only have to cdmiite to crisis management of SIFIs,
only Danish SIFls should make payments to the fund.

The establishment of a stability fund ensures titafinancial sector in connection with
using the crisis management tools makes a coniwiotd crisis management of Danish
SIFIs and there will always be some resourcesnantie crisis management of Danish
SIFIs. On the other hand, a certain amount of ahmtbound outside the institutions
and this will limit the flexibility of the institubns. Furthermore, the fund will
presumably have to be large in order to be abtdribute significantly to financing
crisis management of one of the larger Danish SIFIs

4.4 Examples of recovery and crisis management off3s

In order to illustrate the relevance of the varioesovery and crisis management tools,
specific examples have been listed below of regoaead crisis management of a SIFI,
respectively.

The recovery example is a situation in which thstifation is not yet failing. The crisis
management examples deal in part with a situatiomhich the institution is to a lesser
degree in breach of the capital requirement, anplaim with a situation in which the
institution has negative own funds. Figure 24 tiates how the three examples fit into
the recovery and crisis management process.
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Figure 24: Examples of recovery and crisis management
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In all of the examples it is relevant to seek tstoee the viability of the institution in
order to ensure that the systemically importantfioms primarily the capacity to lend
is carried on without material impact on the ecopi@nd financial stability.

4.4.1 Example 1: Recovery

The first example is a situation in which a SIFinghe recovery phase but not failing.
Specifically it is assumed that the SIFI has beesdensubject to limitations in
connection with breaching the capital conservahofier without being able to secure
recovery of the situation. Therefore the SIFI isvradso in conflict with the SIFI capital
requirement and possibly also with the pillar ueement and therefore it has entered
the recovery phase.

The background for the current problems facing $iEl could be weak earnings,
increasing write downs and uncertainty regardirgglitrquality. The SIFI will probably
move into crisis management unless there is arnvenéon.

As the SIFI is in conflict with the SIFI capitalgq@irement, the institution's recovery
plan will have to be activated. Figure 25 illustsathe process.
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Figure 25: Recovery of a SIFI
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If the Committee's recommendations for recoverynglare followed, cf. above, when
exactly the recovery plan is activated will be spedor the individual institution.
However, the plan must be activated no later thhanathe breach of the SIFI capital
requirement occurs. Similarly the elements in teeovery plan will vary from
institution to institution. Specifically, a recoyemplan could include reduction or
hedging of risks, increase in capital, divestmdnégal entities or business areas, etc.

If the recovery plan cannot adequately ensure eagowf the institution, and the
institution also breaches the pillar Il requirementvill be relevant for the Danish FSA
to order the institution to take further initiats/éo ensure recovery, in addition to those
in the recovery plan. The Danish FSA will have estee powers in this situation, but
specific initiatives could be to demand changesha board of directors or board of
management, sale of assets, or similar.

In a crisis situation in which the credit institutiis in the recovery phase, but moving
into crisis management phase or at risk of doingfs® institution may have problems
in financing itself, for example as a result ofdaaf confidence in the institution or

because of negative developments in the financelkets. However, with suitable

collateral, solvent but non-liquid institutions vide able to borrow from Danmarks

Nationalbank (the central bank).
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4.4.2 Example 2. Crisis management after a small bach of the capital
requirement

In this example the institution could have beerotigh the recovery phase without
being able to secure recovery of the instituti@alpital position. Due to continuously
weak earnings, considerable write-downs on thedgatfolio and generally negative
economic trends, the institution will e.g. breakh total capital requirement of 10.125
per cent, cf. Figure 24 above.

When crisis management is activated, the instigiarisis management plan will be
applied. This will be specific for the institutiobut the following illustrates how crisis
management could take place. The object of crisisagement will be to recapitalise
the institution so that it is again viable as tikes#ng legal entity and satisfies all the
capital requirements.

The first step in crisis management will be to\ate the crisis-management buffer of 5
per cent so that the debt items are converted ton@mn Equity Tier 1 capital or
written down. Therefore, when the crisis managenbegins, the institution will have
Common Equity Tier 1 capital of approx. 10 per c&gure 26 illustrates the process.

Figure 26: Crisis management of a failing SIFI - small breach of capital
requirement
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The crisis management buffer can contribute to mmguhat there are assets in the
institution to minimise losses for other partiesconnection with crisis management.
However, there will be a need for further capitaéhsure recapitalisation of all or parts
of the institution.
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Such additional capital could for example be fobgdhe crisis management authority
having the board of directors of the institutionl $lee whole institution, or the most

important parts of the institution, to a subsidi&oy which the institution is the sole

shareholder on establishment. The crisis manageawtnority can then have the board
of directors of the institution execute an increaseapital in the subsidiary through a
rights issue for shareholders in the parent comp&iyen that there is still share

capital in the institution at this time, the exigtishareholders will have an incentive to
subscribe to the new shares in order to proteat ¢hesting shares.

After the increase in capital, the subsidiary wabntinue operations with a new
management and possibly new shareholders. As agots will have to be prepared,
there will be a need for a subscription guarantegeture confidence in the institution
up to completion of the capital increase. The ehpiicrease could be guaranteed by a
possible stability fund.

If some assets with a high risk profile are nohsfarred to the subsidiary, these assets
could either remain in the parent company or besfeared to a separate subsidiary. In
this case, capital is kept in the parent compangotcer the risk in the relevant assets.
Liquidity for this could come from a possible csismnanagement authority, stability
fund or the subsidiary which continues the previactsvities of the institution.

If such a capital increase in a subsidiary is nmicessful, it may be possible to raise
further capital by applying other crisis managemtais. Debt conversion could be
relevant in this context.

The recapitalisation should be adequate to ensatettie subsidiary with the systemic
and healthy parts of the institution is viable nmgyiforward. There will be a
requirement that the management of the institusaeplaced and that the institution is
restructured in the crisis management process.

4.4.3 Example 3: Crisis management for significantoreaches of the capital
requirement

It is not very likely that a SIFI will suddenly hato undergo crisis management with
negative own funds. It must be expected that theltebe a gradual process in which

the Danish FSA and the crisis management authoatgtantly monitor the SIFI and

initiate crisis management as soon as the ingiutireaks the requirement for
Common Equity Tier 1 capital or is assessed byDiweish FSA to no longer be viable,
cf. example 2.

However, it cannot be wholly ruled out that, on thesis of sudden losses, e.g. as a
result of operational risks (IT break-down or semjlor a large isolated loss on very

risky or possibly unauthorised trading activitiasSIFI can suddenly enter a situation in

which all its capital is lost.

In this case it will be necessary rapidly to iseltte systemic parts of the SIFI in order
to continue these parts without large losses irvéhee of assets and without significant
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losses in lending capacity. The systemic and heagtthrts of the institution can
therefore be transferred to a bridge bank, whikedther activities of the institution are
left in the shell of the old institution and wouag.

The crisis management process will primarily cqooesl to the description in example
2. Figure 27 illustrates the process.

Figure 27: Crisis management of a failing SIFI - significant breach of the capital
requirement
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If there is a breach of the capital requiremerg, itistitution's crisis management plan
will be activated. First there will be conversionvarite down of the crisis management
buffer in order to realise the first level of CommBquity Tier 1 capital to cover the

losses and contribute to recapitalisation of thdder bank. Because of the large loss,
however, there could be situations in which, takintp account an assessment of
possible consequences for society, the crisis neaneagt authority could choose to
complete a write down or conversion of the insiitois unsecured creditors. A possible
stability fund could contribute to recapitalisingetinstitution. The interplay between

contributions from a possible stability fund andoassible debt write down and/or

conversion will have to be examined more closelyp & ensure equal treatment of
creditors and consistency with the coming EU retiha

The recapitalisation should be adequate to enkatdhe bridge bank with the systemic
and healthy parts of the institution is viable gpfarward. It will be a precondition that

the management of the institution is replaced &wad the institution is restructured in
the crisis management process.
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4.4.4 Summary

It is the view of the Committee that Bank Packagan@ the existing winding-up
scheme for mortgage-credit institutions will getigraot suffice for managing failing

SIFIs. To protect the economy, it will be necessarallow systemic functions of a
failing SIFI to keep operating, rather than windimg the entire institution. Thus, the
current assumption must be that the governmentidmeicompelled to intervene if, in a
specific situation, it is perceived that the dedivaffects of a winding-up will be more
harmful for the economy, including the governmefiteinces, than if the government
takes on a risk in relation to crisis managemehis Will increase the risk of losses for
public finances which will ultimately have to bevered by Danish tax-payers.

Therefore the Committee recommends that alternatigs management tools are
made available for the authorities in addition tanB Package 3 and the existing
winding-up scheme for mortgage-credit institutionsorder to give the best possible
conditions for crisis management to be conductatiout significant negative effects
on the economy and without incurring costs forgbeernment going forward.

The alternative crisis management tools and thdraefocus on continuing the
systemic activities of the SIFI can contribute éducing the negative affects of a crisis
in a SIFI. The purpose of the crisis managemenfebaind a possible stability fund is
to contribute to ensuring adequate resources inSiké in connection with crisis
management in order to cover losses and recapitéifis continuing parts of the
institution, without the crisis management haviigngicant negative consequences for
society.

The possibilities to establish a bridge bank andbiay assets should give the crisis
management authority flexibility to continue thestgmic parts of the institution as
efficiently as possible.

The competences of the authorities to be able i@ \down or convert the creditors of
the institution should help ensure that financiag be realised to cover losses and for
recapitalisation, including in cases where the SiBbk suffered large losses. The
possibility for debt write down is deemed only te televant in a situation with very
high losses in the institution.

4.5 Crisis management of the foreign activities dbanish institutions

For a group with cross-border activities, regulampesvision is coordinated in
accordance with the relevant EU regulations in pestsory college set up by the
authority in the home country of the parent insittn with supervision responsibility at
group level. In addition to the group supervisapexvisory authorities from the host
countries for the subsidiaries or significant bizest of the group parent institution as
well as EBA are members of the supervisory colledecording to the current
regulations, the supervisory authorities in theesuigory college must jointly assess
the risks of the group and the individual group pamies, and make a joint decision on
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the capital need. Moreover, the supervisory autiesrishould work together in the
event of a critical development in the group's ticial position and in the event of
actual crisis management.

The European Commission's proposed directive onett@very and resolution of credit
institutions extends cooperation between the aittb®mwith requirements to establish
resolution colleges of all relevant authoritiesnfreeach country to manage a cross-
border group. The resolution college will draw ugesolution plan for the group, and it
will be a forum for decisions regarding resoluti®ihen implementing and deciding
actions, according to the proposal, the collegetromssider preserving the value of the
group as a whole, limiting the impacts on finangtlbility in the relevant countries,
and limiting use of government support.

With regard to Danish SIFIs with significant acties in other EU countries in the form
of subsidiary banks or significant branches, supery management of a recovery
must already be coordinated and implemented imaloofiation with the supervisory
authorities in the supervisory college. The san@iep for Danish SIFIs which are part
of a foreign-based group.

In order to implement the initiatives in the 2008r&pean cooperation agreement on
cross-border financial stability, in 2010 the auities in the Nordic and Baltic
countries established a cooperation agreementass-tiorder financial stability, crisis
management and crisis managenm@érithe objective of the agreement is to enhance
cooperation on prevention and crisis managemeatass-border financial companies.
The agreement is not legally binding, but it ddsesi practical procedures for
information sharing and coordination. A Nordic-Bakoordination group has been set
up in order to implement the plan.

Under the directive on the recovery and resolutiboredit institutions it is likely that
the Danish authorities will have to include thebgisy considerations of foreign
authorities to a greater extent in managing crssisations in Danish cross-border
groups and institutions which are part of foreigmmk groups. Danish implementation
of methods for crisis management of SIFIs which arewill be, part of cross-border
groups can therefore not be regarded in isolatiomplementation in other countries.

In connection with crisis management of a failingISvith cross-border activities, it
may be relevant to consider whether the group strecof the SIFI is significant for
how crisis management should proceed. Specificdlgre may be a difference
between how a SIFI should be managed, dependinghether the SIFI is organised
with branches or subsidiaries abroad. If the SI&$ Bignificant foreign activities in
branches, there will be a need to coordinate amsisagement with foreign authorities,
including with regard to allocating financing ofyalosses. On the other hand, a branch
structure will have the advantage that the autiesritof the home country are
responsible for crisis management. If subsidiaaiesused, there may be a challenge in

** "Cooperation agreement on cross-border finant¢adikity, crisis management and resolution between
Ministries, Central Banks and Financial SupervisaAnthorities of Denmark, Estonia, Finland, Iceland,
Latvia, Lithuania, Norway and Sweden”, 17 Augusi@0
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coordinating crisis management initiatives betweka different authorities in the
countries in which the SIFI has subsidiaries.

4.6 Summary

Today there are no specific tools for recovery amsis management for Danish SIFls.
Given the special challenges in managing SIFIdudiog the need to preserve lending
capacity in society, it will be relevant to expahe toolbox of the crisis management
authority to include, in addition to the existingols, alternative tools which are
particularly relevant for the recovery and crisigmagement of SIFIs.

It must be clarified how the crisis managementdpmicluding especially in relation to
debt write down and debt conversion, can be impigatkin a legally appropriate way
in Denmark.

The specific recommendations in relation to recp\ad crisis management of SIFls
are stated in box 7.

Box 7: The Committee's recommendations for recovery and crisis management of
failing SIFls

It is recommended that:

=  The trigger point for beginning crisis management of a SIFl is set at 10,125 per cent total capital.
This is in contrast to the trigger of 8 per cent for other credit institutions. Furthermore, the
Danish FSA can decide to begin crisis management if the institution is no longer viable.

= A crisis management authority is established, and made responsible for crisis management of
Danish SIFls. It should be considered how a crisis management authority can most appropriately
be organised, including whether this role could be given to an existing institution e.g. the
Financial Stability Company A/S.

= |t is made possible to make the use of the crisis management tools mandatory, contrary to the
existing voluntary schemes.

=  Alternative crisis management tools are introduced, providing the possibility of:
- Establishing a bridge bank,

= Selling assets,
= Write-down of debt,
. Debt conversion.

A stability fund financed by Danish SIFls and possibly SIFIs from Greenland and the Faroe Islands is
established, and phased in from 2020. When setting up the fund, international developments should
be taken into account.
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Annex 1: Terms of reference of the Committee

Committee on Systemically Important Financial Insttutions in
Denmark

Background

In October 2011, the Financial Stability Board (FS#d the Basel Committee on

Banking Supervision (BCBS) adopted internationahdards on managing the global
systemically important financial institutions (S$fl In November 2011, the G20

endorsed these standards. In spring 2012, the §$8RBpiected to present proposals for
applying these standards to regional or nationalsSI

The standards relate to (i) criteria for identityi®IFIs, (i) the special requirements
applicable to SIFIs, and (iii) the instruments te kbpplied if SIFIs encounter
difficulties.

Some European countries (Switzerland, the Unitedy#om and Sweden) have already
declared that nationally they have systemicallyangnt financial institutions and they
have indicated the requirements they will impose¢hase.

There are credit institutions in Denmark which amportant enough for the Danish
economy to be systemic and must therefore be dulgjex special set of rules, cf. the
political agreement of 25 August 2011 on a seriesamsolidation initiatives (Bank

Package 4).

The Minister for Business and Growth has theregaeup a committee of experts to
look into criteria applicable for being identifie a systemically important financial
institution (SIFI) in Denmark, how the internatibrraquirements for SIFls are to be
implemented in Denmark, as well as how SIFIs wtaokounter difficulties are to be
managed.

The tasks of the Committee

The tasks of the Committee shall be as follows:

1) Criteria for being designated as a SIFI

The Committee shall draw up recommendations faera suitable to determine which
credit institutions are systemically important @ation to the Danish financial markets.

In this context, the following criteria included ihe standards issued by the FSB and
the BCBS shall be incorporated: (i) the size ofitilatitution, (ii) the connectedness of



the institution with the rest of the system, (tile possibilities for substitution of the
role of the institution in the system, and (iv) t@mplexity of the institution (business,
structural and operational). The Committee shalb @ssess whether there is a need to
include other, including qualitative, criteria ttentify SIFIs.

The Committee shall consider all types of creddtitntion and if necessary it can
propose differentiated requirements for differgmiets of institution.

The Committee shall also consider whether the resended criteria are robust in
relation to future developments in the sector anthis is not the case, the Committee
shall draw up recommendations for how the criteaa best be adapted over time.

Finally, the Committee shall assess whether thezeS#FIs in Greenland and on the
Faeroe Islands, and if so it shall draw up recondagans for the criteria to be applied
to identify Greenlandic and Faeroese SIFls, respaygt

2) Requirements for SIFls

On the basis of experience from the current fir@naiisis and in the standards from
the FSB and the BCBS as well as legislation incinentries which have established a
formal set of rules for SIFIs, the Committee sttathw up recommendations on the
additional requirements to be imposed on SIFisluting whether there should be
differentiated requirements for different instituts.

In this work, the Committee shall investigate hovhigher capital requirement for
SIFIs can be implemented in Denmark, including vikipes of capital are necessary to
meet the requirement, and what sanctions are & ertb force in the event of failure
to meet the requirement.

The Committee shall also assess whether and ifoso dther types of requirements
should be imposed on SIFls, e.g. corporate govemaisk management, liquidity etc.

The Committee shall also assess what stricter gigp@n of SIFIs could entail.

In its deliberations, as far as possible the Comemitshall strive to ensure equal
competition between SIFIs and other credit insong in Denmark, and between
Danish SIFIs and SIFIs in other countries.

Finally, the Committee shall consider how to enghe the requirements for SIFIs are
robust against future developments in the sector.

3) Instruments for SIFIs which could encounter diffculties

On the basis of standards from the FSB and the B&8%ell as legislation in the
countries which have established a formal set [&sréor managing failing SIFIs, the
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Committee shall investigate how SIFIs which coulitaunter difficulties can be
managed so that harmful effects on the macro ecgraoelimited as far as possible.

Therefore the Committee shall draw up recommendstfor tools to be included in a
regime to manage SIFIs which may encounter diffies] and as far as possible
without involving public funds, including whethehe SIFls could be split up,
requirements on preparation of recovery and reisolyglans, etc.

Composition of the Committee

The Committee shall be constituted as:

- One Chairman,

- Three expert members,

- One representative nominated by Danmarks Nationk|ba

- One representative nominated by the Danish FSA,

- One representative nominated by the Danish Ministifyinance,

- One representative nominated by the Danish MinstiBusiness and Growth,

The Minister for Business and Growth shall apptietmembers of the Committee.

The secretariat of the Committee shall be the Nipief Business and Growth, with
assistance from the Ministry of Finance, the Da®SH and Danmarks Nationalbank.

The Committee may involve external expertise if t@emmittee considers this
necessary.

The Committee shall report to the Minister for Biess and Growth before the end of
2012.
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Annex 2: Overview of classes of capital

Below is a description of the various classes gfiteh as well as what can be
recognised under the different classes. The indalidlements are reviewed below.

Common Equity Tier 1 capital - CET1

Common Equity Tier 1 capital has the greatest tghiti absorb losses and therefore it
is seen as being of the highest quality. Commornitizqier 1 capital primarily includes
paid-up share capital, guaranteed capital and catpe capital, i.e. capital which
either shareholders, guarantors or holders of catipe shares have paid to the
institution.

In addition to paid up capital, Common Equity Tikrcapital also includes share
premium as well as retained profits/losses. Shaemjpim is the amount paid in

connection with a new issue of shares which excéslsiominal value of the shares.
Retained profits/losses are composed of the imistitls annual results retained in the
income account and transferred to the balance .sBeatmon Equity Tier 1 capital can

also include the current year's profit, if this leen confirmed by an external auditor,
and expected dividends and other predictable dusise been deducted. Finally, the
Common Equity Tier 1 capital comprises other reserwhich may be various

provisions, e.g. provisions from surpluses in saoiasidiaries. Various items should be
deducted when calculating Common Equity Tier 1 tedpincluding any current losses,

proposed dividends, intangible assets and deféaredssets etc.

Tier 1 capital — Additional Tier 1 capital

Tier 1 capital is composed of Common Equity Tierabital, as described above, and
Additional Tier 1 capital. In the calculation ofeFil capital, further items are deducted.
Additional tier 1 capital is a hybrid between Conmmiequity Tier 1 capital and debt, as
the instruments have characteristics reminisceriioth. Additional tier 1 capital can
comprise 50 per cent of tier 1 capital after deidunst

According to the current Danish regulations, Addial Tier 1 capital must meet the
following conditions:

=  Minimum 30-year term

» Redemption at the initiative of the institution végs approval by the Danish
FSA and can usually only take place after more tfina years from initial
deposit

» If a repayment date has been stipulated, this dhoot be combined with an
incentive to redeem.

= If there is no repayment date, incentives to redskauld only take effect after
10 years
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» The claims of the lender should be subordinate lltataer debt, including
subordinate loan capital

= Claims by the lender should not be covered by tmidh

= Interest payments should cease if the institutiailts fto meet its capital
requirement, if the institution deems that it icessary for the health of the
institution, or if the Danish FSA deems it necegdacause of the financial or
solvency situation of the institution

= |t should be possible to write down the Additioi@r 1 capital if the solvency
ratio or the Additional Tier 1 capital ratio falielow a previously set threshold
value

= |t should also be possible to convert the Additiomeer 1 capital to share
capital or similar if the institution fails to me#te capital requirement or is
failing in some other way.

With implementation of CRD4, a further tighteninftbe requirements for Additional
Tier 1 capital is expected, including that the riastent may not include a repayment
date and that there should never be an incentivedem.

Tier 2 capital

The sum of the institution's Tier 1 capital (CommBquity Tier 1 capital and
Additional Tier 1 capital) and Tier 2 capital makep the capital base as various
deductions are made in the calculation.

Tier 2 capital is primarily composed of subordindt@an capital, but revaluation
reserves and Additional Tier 1 capital not includedTier 1 capital can also be
included. Revaluation reserves arise when certsata are revalued to fair value.

According to the current Danish regulations, subw@i® loan capital must meet the
following conditions:

= The borrower's claim is subordinated all other saberdinated debt

» Redemption before due date cannot be at the ingiatf the lender or without
approval from the Danish FSA.

» The institution must be able to write down the sdbwate loan capital and
unpaid interest if equity is lost.

= Payment of interest may be postponed if the cap#égke does not exceed the
capital requirement

With implementation of CRD4, a further tightenin§ the requirements for Tier 2
capital is expected, including that the initiainbemust be at least five years.
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Annex 3: Existing regulations on resolution for mortgage-credit
institutions

A Danish mortgage-credit institution has neverlyetn declared bankrupt, but there is
detailed legislation on how a bankruptcy shoulthianaged if this were to happen. In
general, mortgage-credit institutions are compaseseveral different capital centres
(series with series reserve fursfrom which bonds are issued in series, as el a

remainder known as the "rest of the institutiomdn which loans and bonds are also
issued. The main elements of the resolution proaesglustrated in figure 28.

Figure 28: Distribution of funds on the bankruptcy of a mortgage-credit institution

Step 1: Capital centre

Expenses for managing the estate in bankruptcy,

2. Claims from mortgage credit bonds (RO)/ covered bonds (SDO)/ covered
mortgage credit bonds (SDRO) and financial instruments,

3. JCB,
Surplus funds are transferred to the bankruptcy estate.

Step 2: The "rest of the institution"

1. Expenses for managing the estate in bankruptcy,

1. Claims from mortgage credit bonds (RO)/ covered bonds (SDO)/ covered
mortgage credit bonds (SDRO) and financial instruments, (but max.
mortgage deeds + 8 per cent of the risk-weight of the mortgage deeds),

2. JCB,

3. Surplus funds are transferred to the bankruptcy estate.

Step 3: The bankruptcy estate

The ranking according to Part 10 of the Bankruptcy Act

1. Expenses for managing the estate in bankruptcy,

1. Claims from mortgage credit bonds (RO)/ covered bonds (SDO)/ covered
mortgage credit bonds (SDRO) and financial instruments which have not
been satisfied by a capital centre or the "rest of the institution",

2. Simple claims (including junior covered bonds (JCB) which have not been
satisfied by a capital centre or the "rest of the institution"),

3. Capital base,

Share capital.

% The legislation only uses the term series or gsafpseries with series reserve funds. Mortgagdicre
institutions use the term capital centre for suehies. Therefore capital centres are series witlese
reserve funds.
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If a mortgage-credit institution is declared bantruhe relevant legislation states how
the creditors are covered (the bankruptcy hiergrchy

Step 1: Initially all revenues from borrowers ased as well as other funds in a given
series (capital centre) to pay the expenses foragiag the estate in bankruptcy. After
this all holders of mortgage-credit bonds, covebexids (SDO), covered mortgage
credit bonds (SDROj (and other securities such as commercial papeichvere used
to finance mortgage-credit loans) in the serieguastion as well as claims for accrued
interest on these. Counterparties to financialrimsents (derivatives) established to
hedge the risks in the series are equal in bankydptv to holders of mortgage-credit
bonds, covered bonds (SDO) and covered mortgagi-cdbends (SDRO) in the
relevant series. After this junior covered bondsE) are covered’ Surplus funds are
transferred to the bankruptcy estate.

The series (capital centre) is not liable for tiabilities which other capital centres or
the "rest of the institution" have accepted, arikilly they are wound up separately.

Step 2: In a bankruptcy, the same approach andripgial ranking is applied for the
"rest of the institution” as for the capital cestref. above. In many respects the "rest of
the institution” is itself a capital centre. Howewvihe assets bond holders have superior
claims to in a bankruptcy situation can, in thestref the institution”, amount to a
maximum of the mortgage deeds corresponding tobtireds as well as an amount
corresponding to 8 per cent of the risk-weightetueaof the mortgage deeds. This
means that there is a limit for the amount of assetthe "rest of the institution” to
which bond holders have a superior claim. The 8 et limit corresponds to the
minimum solvency requirement applicable for morgagedit institutions in the
Danish Financial Business Act. Such a limit doesapply for capital centres for which
all funds in the capital centre can be utiliseddwer bond holders.

One can say that in the resolution situation Clangalls are established between the
individual capital centres in the institution (inding the "rest of the institution"),
which are then wound up separately. During windipgof the individual capital
centre, all senior creditors are satisfied (i.e.OSDSDROs, ROs and JCBs, but not
ordinary simple and subordinated creditors).

Step 3: Surplus funds at the capital centre andrést of the institution”, after senior
creditors have been repaid, are included in thekrogitcy estate for distribution to

*6 Mortgage-credit bonds do not fulfil all the saneguirements as covered bonds (SDO) and covered
mortgage credit bonds (SDRO) and therefore theyhted.2 in the capital adequacy statement when
financial undertakings invest in them. SDOs and SBRsatisfy the requirements of the EU Capital
Requirements Directive and therefore they weightif.the capital adequacy statement when financial
undertakings invest in them. SDROs satisfy bothrégrilations applying for mortgage-credit bonds and
the regulations applying for SDOs. The biggestedéhice is that SDOs and SDROs must monitor that
the lending limit is always observed, and if iebceeded supplementary collateral must be providésl.
not necessary to provide supplementary collaterairfortgage-credit bonds, irrespective of whether t
lending limit is subsequently exceeded, e.g. a&salr of a fall in property prices.

>" Junior covered bonds (JCB) are senior debt isBuedder to place supplementary collateral in cpit
centres for covered bonds (SDO)/covered mortgag@itdbonds (SDRO), or for other purposes such as
maintaining a rating.
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other creditors. Amounts due to holders of mortgagelit bonds, covered bonds
(SDO) and covered mortgage-credit bonds (SDRO) @hdr securities as well as
claims for accrued interest, which have not begaickin the capital centre or the "rest
of the institution", are paid from the bankruptcstage before payment of ordinary
unsecured creditors. Owners of junior covered b¢d@8) have a simple claim on the
bankruptcy estate.

At the request of the Danish FSA, the bankruptayricdecides whether an institution

(in this case a mortgage-credit institution) isb® declared bankrupt or taken under
financial reconstruction. In bankruptcy situationke bankruptcy court appoints a
liquidator to manage the bankruptcy proceedings ianctconstruction situations the

bankruptcy court will appoint a reconstructor.

Funds cannot be transferred between capital ceatrdsthe "rest of the institution”
after notification of reconstruction or issuing thankruptcy notice. This binding
applies until cessation of the reconstruction. Bankruptcy, the surplus funds are
included in the bankruptcy estate, cf. above.

For both bankruptcy and reconstrucignas far as possible the institution must
continue to honour its payment liabilities. In tlewent of a bankruptcy or a
reconstruction, with the consent of the liquidaegbnstructor, the institution can
establish agreements on financial instruments ahkeé up loans to pay investors.
Finally, the liquidator/reconstructor can issuenaficing bonds in the relevant series if,
after the issue, it is likely there will be sufiait funds to pay claims from bond
investors and claims from the financial counteiiparin the capital centre.

Refinancing bonds have corresponding collaterakirgnas the bonds they replace.
Refinancing bonds can only be issued by a liqurdataeconstructor to the extent they
deem that it is necessary to utilise such bond®tore the assets in the series or group
of series, if this is in the interests of all threditors (bond investors).

The revenues from the issue of refinancing bondsocdy be utilised to redeem bonds
that expire. The liquidator or reconstructor casoatake out loans (except for
refinancing bonds) to satisfy payment of liabiktiée.g. interest payments) and thus
provide collateral in the first mortgage instalméoin the borrowers on the mortgages.
With consent from the reconstructor and permisiom the Minister, the liquidator or
the institution can agree to transfer all of aeseor group of series with a series reserve
fund (capital centre) to another mortgage-credititation.

Issuing a bankruptcy notice to a mortgage-credititution cannot be applied by bond
investors or holders of junior covered bonds (J&Bjustify premature redemption of
payment liabilities. Neither does issuing a bankecymotice deny borrowers their right
to carry out part or full redemption of mortgagedit loans in accordance with the
terms of redemption applicable for the loan. Bomosvcan therefore still buy and

%8 In accordance with the relevant regulations inBaekruptcy Act, reconstruction makes it possilole f
insolvent, but viable companies to survive, pogsibla new form.
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surrender underlying bonds to redeem the loan beroise redeem the loan in
accordance with the agreement.
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