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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 da@eats, the Danish Social-Liberal
Party, the Socialist People's Party, the Danishplen Party and Liberal Alliance,
encompassing a number of consolidation initiatigank Package 4).

The Committee was commissioned to consider critbgiawhich banks and credit
institutions should be identified as being systetycimportant financial institution

(SIFI) in Denmark, requirements that these DanistisSshould meet, and how Danish
SIFIs in distress should be handled. The termsetdrence of the Committee are
enclosed as Annex 1.

The Committee held 16 meetings during 2012 and 2&i@ 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 mageycredit institutions in Denmark.
The Committee has not considered whether finanastitutions other than credit
institutions — e.g. insurance companies or pensinds — could be SIFls in Denmark.

Against this background, the Committee has prep#ridreport for the Minister for
Business and Growth. The report includes a numberoommendations on identifying
Danish SIFlIs, requirements for Danish SIFIs, 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, atal reduce the risk of the state bearing
costs in connection with crisis management of Oan&FIs. Strong protective
measures, notably in the form of capital and ligyidequirements, combined with
intensified supervision and an effective recovdanmre to minimise the probability of
SIFIs encountering problems so serious that amsisagement is required.

I nternational developments

The Committee’s recommendations should be sedmeigdntext 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 SIFls, have not yet been finalised. Irtipalar, negotiations on the revision of
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the Capital Requirements Directive (CRB4\here a political agreement has been
reached in the beginning of March but where a teelhifinalisation 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 implenmiemaof the rules in national
legislation is not expected until 2014-15. Accoghyp it remains unclear to which
exact extent there will be flexibility at the nated level to establish specific rules for
identification of SIFls, requirements for SIFIs aadsis management of SIFls. The
Committee has therefore taken as its starting ghaproposals for future EU rules and
possible political agreements, or, when appropritite 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-caladking Union”. It has not yet
been decided whether Denmark should participata Banking Union. If Denmark
decides to participate, this may have significamsequences for the regulation of
SIFls in Denmark, including whether it will be pdsde 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 ideatibn of and requirements for
SIFIs, which are primarily linked to CRD4, coulduthbe implemented by 2014. In
contrast, because negotiations on the crisis mamaggeof financial institutions at EU
level are less advanced, a balance has to be shetvkeen implementing a crisis
management regime for Danish SIFIs as soon ashp@sand awaiting adoption of EU
rules in order to ensure compatibility with intetinaal rules.

Furthermore, requirements for the internal orgdmeaof credit institutions, and
notably, the separation of retail activities andeistment activities, are currently being
debated internationally. Specifically, such requeats have been proposed in the UK,
France and Germany, and the so-called Liikanen pmrbas proposed similar
requirements at EU lev&lThe Committee finds it appropriate to await polssfature
EU rules before deciding whether such requiremenatg be relevant for Danish SIFls.

! European Commission, "Proposal for a directivéhef European Parliament and of the Council on the
access to the activity of credit institutions ame tprudential supervision of credit institutionsdan
investment firms (COM 2011/453)” and “Proposal éregulation 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 ngsmh of credit institutions and investment firms
(COM 2012/280)".

% European Commission, “Proposal for a Council ratioh conferring specific tasks on the European
Central Bank concerning policies relating to theidamtial 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.
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The terms of reference state that, as far as gessliee Committee should strive to
ensure equal terms of competition between SIFIs atier credit institutions in
Denmark, as well as between Danish SIFIs and S$hFdsher countries. With regard to
competition between SIFIs in Denmark and SIFIs timepo 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 SIFls. 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 concer ning the regulation of SIFls

A well-functioning financial sector is an importgoterequisite for a modern economy
as it ensures financing of activity in society bgtdbuting money from those who have

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

finance their activities, and for households thantto 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. it of the Committee, it is essential
to limit the probability of a SIFI encountering ficulties, by setting a number of

additional requirements for Danish SIFls. Theseitaddhl requirements aim to

minimise the probability of SIFIs encountering peohs, and to limit the costs to
society and the state, if this should happen anywhys, additional requirements aim
at underpinning financial stability by making thestitutions more resilient, 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 requirerntse This may have a negative effect
on the entire economy.

It is, however, the view of the Committee that th&al effect on the economy of the
proposed additional requirements will be positifestable financial sector is a basic
prerequisite for long-term growth and employmentrtikermore, possible negative
effects have been sought remedied through phasimpgiiods and non-simultaneous
implementation of the Committee’s recommendatiovisereby 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 tcetnmthe financial markets’ higher
expectations for how much capital financial ingtdns should hold. This reduces the
immediate negative effects on the sector. Furthezmthe total costs of additional
capital requirements are not necessarily largebedter capitalised institutions will
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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 ecgnofithe international capital
requirements, including the special requirements dimbal 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 likelihoda 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 viewetigimt of the Danish Bank
Package 3, which has put Denmark ahead in Europeesating a specific winding-up
model for banks where creditors and the bankintpsean help bear losses incurred in
the winding-up process. Contrary to the consequenta traditional bankruptcy, this
model ensures proper winding-up of a bank in dsstr&he European Commission’s
proposal for a directive on the recovery and ragmiuof 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 ofptltaposed write-down of creditors
will most likely not enter into force until 2018 tite earliest. It is unclear how other EU
countries will manage credit institutions in disseuntil 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 distressed SlIFIs. To protect the econatmwill be necessary to allow
systemic functions of a SIFI in distress to keeprapng, rather than winding up the
entire institution. In addition, even with competnsa from the Guarantee Fund for
Depositors and Investors, it is very uncertain \Wwhet buyer for a SIFI in distress can
be found, even if foreign buyers are a possibilltyus, the current assumption must be
that the government could be compelled to interviénen a specific situation, it is
perceived that the derived effects of a windingwili 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
participants that a SIFI will receive public suppirit is in distress, the cheaper the
institution will be able to fund itself.

® See e.g. Admati, A., DeMarzo, P., Hellwig, M. oigiBerer, P., "Fallacies, Irrelevant Facts, and héyt

in Capital Regulation: Why Bank Equity is not Expim”, 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 (BCBSA 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 finanoaitsrs.

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

° See note 1.
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The Committee therefore recommends creating apjatepprotective measures for
SIFls in order to prevent SIFls becoming distres&adce the risk of a SIFI becoming
distressed cannot be entirely eliminated in a ntarkeonomy, it is further
recommended that additional crisis management'fbate provided for the authorities
than what is included in Bank Package 3 and thstiegi winding-up scheme for
mortgage-credit institutions. Such tools aim tovle the best possible basis for
carrying out crisis management, if this should mihedess become necessary, with as
few harmful effects on the economy as possiblevaititbut costs for the state.

Criteriafor identifying SIFIs

Until now, only few countries have formally idemd their national SIFIs. The
Committee has taken note of the very differentedat and limits that have been
proposed or implemented in Sweden, the United Kangeéind 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 with short time horizon.

Specifically, it is proposed that Danish SIFIs 8entified 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 agrcentage 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 recemded 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 thee8ys Risk Council. Designation
should be re-evaluated each year. A general grgohading-in of requirements for
newly designated SIFIs over for example two yesuwsnsidered to be appropriate.

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

%In the report the term “crisis management” is istesitly used in relation to the handling of dissed
SIFIs instead of the term “resolution” which is dse relation to the handling of other credit itigions.
Similarly the terms “crisis management plans” aodsis management authority” is used instead of the
terms “resolution plans” and “resolution authority¥hen describing the proposal for an EU-directive
recovery and resolution of credit institutions tieem “resolution” is used even if the proposal also
covers SIFIs since this term is used in the propatsective.
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Table 1: Danish banks and mortgage-credit institutions which fulfil the
quantitative criteria for identification as SIFI, 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 144 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 galneand thus do not necessarily
capture all the elements that may make a crediitutien systemic, it should be
possible to include a qualitative element in theeniification, under careful
consideration. The qualitative element should alfomidentifying more institutions as
SIFIs than the institutions identified using a qitative approach, or for identifying
less institutions as SIFIs than those identifiethgia quantitative approach. In this
regard, the Committee finds it particularly relevéor the Systemic Risk Council to
consider recommending identifying DLR Kredit as i&IScased on the institution’s
large market share of lending to the agricultumdter which is difficult for other
institutions to substitute in light of the currestate of the sector.

Furthermore, it is recommended that credit ingong 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 SIFIs in the Faetskands and in Greenland is a
political one, and is related to the question oivho finance crisis management of
SIFIs in the Faeroe Islands and in Greenland.

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

Requirementsfor SIFls

The Committee recommends that Danish SIFIs becaijed to an additional capital
requirement of Common Equity Tier 1 capitalThe requirement is set on the basis of a
guantitative measure of how systemic a SIFI is.iffecentiated capital requirement of
currently 1-3.5 per cent of the risk-weighted assgtrecommended. It is furthermore

 Common Equity Tier 1 capital is the most loss-absw type of capital and is therefore seen astahpi
of the highest quality. Common Equity Tier 1 cabpiamprises e.g. shares, retained earnings etc.
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recommended that the requirement may increaseger £ent or higher, if the SIFI
becomes more systemic. The most systemic institsitwaill therefore become subject
to the highest requirements, as it is the viewhef Committee that risks increase more
than proportionally when institutions become moystemic. The capital requirement
may be adjusted by half a percentage point upwardtownwards on the basis of a
gualitative assessment. However, the capital requent may never be less than 1 per
cent of the risk weighted assets. The capital requent is to be phased-in over a
number of years until 2019.

Moreover, the Committee recommends that all Slfksspective of how systemic they
are, establish a “crisis management buffer” of b qent 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 institon becomes subject to crisis
management. Additional Tier 1 capital (“Hybrid dapl) 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 Comiauity 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 i2020.e. when the additional capital
requirement for SIFIs has been fully phased-in.

Figure 1 shows the Common Equity Tier 1 capitalunegnent for Danish SIFIs and the
overall capital requirement for Danish SIFls (Conmtequity Tier 1 capital plus the
crisis management buffer). The figure comparesehairements for Danish SIFls 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 SIFIs of 9.5 pent Common Equity Tier 1 capital
and 13 per cent total capital. Furthermore, a coispa is made with the capital
requirements for SIFIs in the few European coustvigaich 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)
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Note: The capital requirements for the most systemic SIFls 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 requirenen@démmon Equity Tier 1 capital as
well as the total capital requirement for the megtemic Danish SIFI will be above
the international minimum requirements for the nmoatemic global SIFls. The total
capital requirement for the most systemic Danidhl $f 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 vélldwver 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.

12 The individual solvency need is set by each initin in order to cover individual risks which aret
covered within the minimum capital requirement. Dhenish FSA can set a higher individual solvency
requirement. In this report the term “pillar Il regement” is used in relation to the individual\sahcy
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&Si8hcan decide which type of capital the specific
institution shall use to fulfil the pillar Il req@ment. It is stated in the comments to the law tha
Danish FSA shall make an individual assessmertietircumstances of the specific institution bt th
the starting point will be that the Danish FSA vdimand that the pillar 1l requirement is fulfilldxy
Common Equity Tier 1 capital. It is supplementaated in the comments that Additional Tier 1 orrTie
2 capital which automatically converts to Commonruig Tier 1 capital or is written down if the
solvency need or a relevant Common Equity Tier ifjgar is breached can also be taken into
consideration.
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The Committee also recommends a strengtheningeopdlwvers 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 <
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Total capital requirement
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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 onlTiastruments. 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 @mnmittee, 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 capiaich 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 futhile pillar Il requirement.

At the latest, the recovery phase will commencéhd institution breaches the SIFI
capital requirement. The Committee recommends #iaSIFls prepare individual
recovery plans which at the latest are to be implaed if the institution breaches the
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SIFI capital requirement. The recovery plans havbd approved by the Danish FSA.
Following the recommendations of the Committee, rtieest systemic institutions will
enter the recovery phase, and will at the latege @ 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 requirememhe least systemic SIFIs will enter the
recovery phase at a level of total capital of Jj8e6 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 II
requirement, the Danish FSA should be able to \meteg more directly in order to
ensure that further steps are being taken to redineinstitution. The Danish FSA
should have the authority to convene the generaitingg of the institution, to replace
members of the management board and board of alisg@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 Equiltier 1 capital of 4.5 per cent plus
the Common Equity Tier 1 capital which the instdat uses to fulfil the pillar I
requirement.

Further to the requirement for Danish SIFIs to dgyeecovery plans, the Committee
also recommends that crisis management plans areloped for all SIFIs. Crisis

management plans contribute to effective and ap@tepcrisis management of the
institution in distress. Crisis management plans tr be 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 ietelyention 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 issgihan 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 stemgniinom for example retail customers
and market funding with a maturity of more than ge@r as a per cent of the total
loans of the SIFI. When implementing this requiratmepecial consideration should be
given to the mortgage credit activities of the SIFI

10
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In relation to corporate governance it is recomneenithat the requirements include fit
and proper requirements for managerial staff, msnagement functions and the IT
area. Such requirements are to contribute to erguresponsible and effective
operation of the institutions.

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

Crisis management of SIFIs

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

Figure 3 shows the composition of the capital resqaent for SIFls and non-SIFIs and
illustrates that different approaches are recommeérfdr when SIFIs and non-SIFIs
should be subject to crisis management or resaolutio

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. Thisaiso the case today. For SIFIs, 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 CRDA4,
and the crisis management buffer of 5 per cent. cFlses management buffer will be
converted into Common Equity Tier 1 capital wheisisrmanagement commences. If
the institution chooses to fulfil the crisis manawgst buffer with Common Equity Tier
1 capital, the trigger for crisis management wil b0.125 per cent Common Equity
Tier 1 capital. If the institution fulfils the ciss management buffer with convertible
debt instruments and breaches a threshold of 5pgE25ent Common Equity Tier 1
capital this will also be a trigger of crisis maeragent. Furthermore, the Danish FSA
should have the power to decide that an institutia® to undergo crisis management if
the institution is not viable. The reason for wiitng crisis management for SIFIs earlier
than for other institutions is to ensure that sugft capital is available in the SIFI —
specifically around 10 per cent Common Equity Tlercapital — to continue the
operation of the systemic activities of the ingidn 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
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 auyhsriestablished, which should be
given responsibility for crisis management of SJRis addition to a range of legally
established crisis management powers in relatiooredlit institutions. It should be
considered how a crisis management authority cast @ppropriately be organised,
including whether this role could be given to amserg institution e.g. the Financial
Stability Company A/S. The crisis management autyhhashould have a range of
alternative tools available to conduct the crisenagement of SIFIs.

The Committee recommends that the crisis manageraatitority is given the

possibility of mandatory use of the crisis manageineols when managing distressed
SIFls. This is contrary to the tools of the prewobank packages, which all are
voluntary. The need for a mandatory approach fdflsSIs based on the potential
adverse effects on the economy if a SIFI decidesptofor bankruptcy instead of the
proposed crisis management regime. A mandatoryoappris also included in the
proposal for a directive on the recovery and rasmiuof 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 approactudes 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.
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The specific crisis management tools should incidepower to transfer all or parts of
an institution’s assets, rights and liabilitiesatbridge bank which is wholly or partly
owned by the state. The aim of a bridge bank iensure that all or parts of the
functions of the institution are continued in auepreserving manner. In particular,
systemic functions should be carried on with thiention of later sale. The crisis
management authority should be given the poweretbvalue-impaired assets to a
publically owned company, with the intention to diop these assets. More generally,
the crisis management authority should have thesptovsell assets to a third party.

As a final measure, and after shareholders andrdimated capital have taken losses, it
should be possible for the authorities to convenvote down unsecured creditors of
the SIFI, in order to recapitalise or re-establkgtfuilibrium in the balance sheet of
institutions. A write down will reduce the liabies 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 fiecessary to make the institution
viable going forward. Contrary to a write down igellf, 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 retasation of the institution is ensured

through a conversion, and the institution can ecwiall or parts of the business with
new ownership.

Finally, it will be relevant to set up a stabilifynd financed by Danish SIFIs and
possibly SIFIs from Greenland and the Faroe Islatalensure a contribution from the
financial sector to the costs of crisis managenwngIFls. A stability fund can be

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

SIFIs. When setting up the fund, it is recommented international developments be
taken into consideration, notably regarding thespiwin 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 tgedah additional capital in the
institution particularly in the recovery phase, lwia view to avoiding significant
dilution or write-downs of shareholder capital isrégsis management situation.

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

Summary

The Committee’s recommendations regarding the remqénts for and crisis
management of SIFIs include a number of differel@ments which have been
described above. Taken together, these elemen&itcb® a system with the aim of
preventing that SIFIs get distressed and for theiscmanagement of SIFIs if they
nevertheless become distressed. Figure 4 givesvarview of this system for the

13 A state owned temporary institution similar to timstitutions set up by the Financial Stability
Company A/S.
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regulation of SIFIs. The complete recommendatidriti® Committee are listed in Box
1.

Figure 4: Overview of recommendations from the Committee in relation to
requirements for and crisis management of SIFls

Total capital requirement » Capital conservation | SIFI-requirement Pillar Il Crisis management | Common Equity Tier 1
buffer (2.5 pct.) (1-3.5 pct.) (Individual) buffer (5 pct.) (4.5 pct.)
Capital conservation Recovery trigger Crisis management trigger
trigger (10.125 pct.)
| | |
Prevention iCapitaI conservationi Recovery Crisis management

Conversion of crisis management buffer
(5 pct.) to Common Equity Tier 1

Capital requirements Capital conservation:

i
i
I
i
i
!
Convocation of |
|
i
i
i
i
|
i

: plan : general meeting Launch of crisis management plan and
o . . . ; commencement of crisis management
Liquidity requirements | I i Repl £
Limitationon ; Replacement o
| | g
Recovery plans i dividends | i members of the The crisis management authority takes
[ i e ';nan:gerzezt control and ownership and management
- | Limitationon | ; boardand the is partly or fully replaced
Crisis management plans : : . :
[ EES ! ' board of dlrectors!
' ' I Tools:
Corporate governance ; A : -005:
: Limitation on : ) tL'm'ttat'O" L . : Bridge bank
I | interest payments!
Strengthened supervision jINterest payments on; o T’i)eryz- i Sale of assets
Tier 1-instruments | i Debt write down

instruments Debt conversion

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.
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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 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.

SIFls 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 SIFl 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 SIFls 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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