
 

 
 
 
 
 
 
 

 
 
 
 
 
 
  
 
 
 
 

 
 
 
 
 

Capital requirements 
and bank profitability  
 

MASTER THESIS WITHIN: Finance 

NUMBER OF CREDITS:  30 ECTS

PROGRAMME OF STUDY: Civilekonom

AUTHOR: Arijan Stovrag

TUTORS: Urban Österlund & Tina Wallin

JÖNKÖPING January 2017 

 

 

A comparison between the large Swedish banks 
and niche banks 
 



 

 i 

Acknowledgements 

I would like to take the opportunity to thank all the people that have been a part of the process of 

this master thesis.  

I am thankful for all of the interview respondents for their time and their willingness to share their 

valuable knowledge and expertise, which has contributed to the findings of this thesis.  

Last but not least, I would like to thank my tutors, Professor Urban Österlund and Ph.D. candidate 

Tina Wallin for their valuable feedback and comments during the entire process of writing this 

thesis.  

 

Jönköping International Business School 

Jönköping, January 2017 

 

 

Arijan Stovrag 

 

 

 

 

 

 

 

 

 

 
 
 
 
 
 
 
 
 



 

 ii 

Abstract 

Master Thesis within Finance 

Title: Capital requirements and bank profitability. A comparison between 

the large Swedish banks and niche banks.  
Author:   Arijan Stovrag 
Tutors:   Urban Österlund, Tina Wallin 
Date:    January 2017 
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Basel Committee, The Swedish Financial Supervisory Authority, 

the Riksbank 

Purpose: The purpose of this study is to describe and explain the relation of 

changes in capital requirements on the profitability of Swedish 

banks.

Method:  A mixed model approach is used. The quantitative approach is con-

ducted through the collection and analysis of statistics from Swe-

dish banks and financial institutions. The qualitative research ap-

proach is used to obtain further insights into the Swedish banking 

system and how banks are managing capital requirements. This is 

conducted through interviews with respondents from a large bank, 

a niche bank, and the Riksbank.

Analysis:  The analysis is made on yearly data from 1999 to 2015. Return on 

equity and net interest margin are individually used as dependent 

variables. The independent variables are various capital ratios 

which are defined by the Basel framework. The results from the 

quantitative analysis are in line with the findings from the qualita-

tive interviews.

Conclusion: On one hand, capital requirement ratios seem to have a negative and 

statistically significant correlation with the Return on Equity for 

both large banks and niche banks. On the other hand, capital re-

quirement ratios seem to have a positive and statistically significant 

correlation with the Net Interest Margin for niche banks.
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1 Introduction 

During the 1980’s, the Swedish banking market underwent a large deregulation which opened up 

for competition on the market. It was through this deregulation that foreign banks were permitted 

to operate on the Swedish market. Simultaneously, smaller Swedish niche banks began their entry 

in the middle of the 1980’s. The competition on the Swedish banking market increased with the 

entry of the smaller banks. The niche banks target a specific market or type of customer, and 

modify their product mix and advertising to this group’s preference (Svenska Bankföreningen, 

2006). This noticeable competition led to increased efficiency and further to pricing becoming an 

important part in the effort of attracting customers (Konsumentverket, 2009). 

The Swedish banking system is a highly concentrated structure in which the four major banks 

comprise about 75% of the market’s share (Svenska Bankföreningen, 2015). The Swedish banks 

are also large in relation to the Swedish economy which therefore, increases the systemic risk for 

the whole economy. An indication of this is that the four large Swedish banks have bank assets 

in relation to the Swedish GDP of over 350% (The Swedish Riksbank, 2016). Sweden is a small 

open economy which means that it is highly dependent on events around the world. Sweden has 

a financial market that is well integrated with international markets. In the event of a global fi-

nancial crisis, this integration will have a substantial impact on the Swedish economy which could 

be seen in the recent financial crisis (The Swedish Riksbank, 2009).    

The most recent global financial crisis started in the U.S. but quickly spread to Europe, and most 

particularly Sweden due to integrated international markets and banks. The banking sector con-

tributed to the financial crisis through excessive risk-taking which was made possible through 

weak capital regulatory laws around the world (Carlgren, 2008). As Rudd (2009) explains, the 

crisis reflects one of the greatest regulatory failures in modern history. The need for major 

strengthening of capital requirements and regulations was obvious. Capital requirements for 

banks have traditionally been regarded as one of the main tools to guarantee the financial stability 

of the banking sector. By definition, capital requirements are regulations that limit the volume of 

leverage that banks can take on, but also the volume of quality capital banks must attain (Howarth 

& Quaglia, 2013). Poor risk management and weak capital regulations, combined with too much 

leverage and insufficient liquidity buffers in the banking sector put the whole global financial 

situation at risk during the recent global crisis (Basel Committee on Banking Supervision, 2013). 

In the recent crisis, numerous weaknesses were detected in the financial regulation sector. Cec-

chetti, Domanski and Von Peter (2011) found three specific weaknesses that could be identified 

in the global banking sector. The first major flaw was the fact that the global financial market was 
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too interconnected and that problems which occurred in one or several organisations, could rap-

idly spread to other segments and parts of the financial system which drew attention to a higher 

risk in the system. The second flaw was that financial institutions had a shortage of prime-quality 

capital to manage sudden and unplanned losses. The third flaw was the insufficient liquidity and 

risk management, in combination with too small liquidity buffers, which made it impossible for 

banks to cope with the market stress that occurred during the crisis.   

1.1 Problem discussion 

The financial regulator in Europe is the European Banking Authority, whilst the Swedish Finan-

cial Supervisory Authority is setting extra requirements for Swedish banks. Since the global fi-

nancial crisis, these authorities have increased bank capital requirements. Capital requirements, 

also known as capital adequacy and regulatory capital, are the proportion of capital to risk-

weighted assets that a bank or financial institution must hold (Basel Committee on Banking Su-

pervision, 2013).  

 

According to Modigliani and Miller (1958), in a world without taxes, bankruptcy costs and con-

sidering a full symmetry of market information between companies and investors, the capital 

structure has little impact on bank lending and economic activity. The Modigliani-Miller view 

assumes that the cost of issuing equity is modest, which implies that raising equity should have a 

marginal impact on banks cost of funding. This marginal impact on funding costs would imply 

that investments and lending would not be affected (Hanson, Kashyap & Stein, 2011). In contrast 

to the Modigliani-Miller view of capital structure, Myers and Majluf (1984) states, that increasing 

equity is costly because of asymmetric information on the market for shares. An increase in capital 

requirements has the risk to decrease investments and lending which ultimately, decreases the 

profitability (Kashyap & Stein, 2004). In a paper by Fraisse and Thesmar (2015) discussing bank 

capital requirements, the two authors found out that higher capital requirements imposed on banks 

have a significant impact on their lending capacity which could, in turn, have a negative effect on 

profits. According to Goddard, Molyneux and Wilson (2004), banks holding a high proportion of 

capital are unlikely to earn high profits. In contrast to this view, Berger (1995) performed a study 

on U.S. commercial banks where he found a positive relationship between the level of capital and 

earnings in banks. Well capitalised banks face lower bankruptcy costs, which reduces the cost of 

funding and thereby increasing the profitability.  

 

In a study examined by Hakenes and Schnabel (2011), capital requirements on banks imposed by 

the Basel Committee on Banking Supervision, treat small and large banks asymmetrically. The 
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capital requirements are on the same level for both small and large banks which leads to distortion 

in the competition between the different bank categories. The reason is that the fixed costs that 

the regulations bring are the same for both type of banks. Larger banks have more internal re-

sources to handle these increased costs. In their model from data on U.S. banks, higher capital 

requirements lead to reduced market shares of small banks as their cost of funding increased. Due 

to the increased demand from shareholders for higher investment returns, this lead to an indirect 

increase in the smaller banks’ risk-taking. (Hakenes & Schnabel, 2011).  

1.2 Purpose and Research Questions 

The purpose of this thesis is to describe and explain the relation of changes in capital requirements 

on the profitability of Swedish banks.  

 

Based on the problem discussion and the purpose, these are the research questions:  

1. How are capital requirements and capital standards affecting the profitability ratios of 

Swedish banks?   

2. How do the Swedish banks manage the capital requirements set by the European Banking 

Authority and the Swedish Financial Supervisory Authority and what implications do 

they have on customers, competition and the financial stability?  

3. In the previous two questions, are there any significant differences between large banks 

and niche banks? 

Research question one will be answered through quantitative regressions whilst research question 

two will be answered mostly through qualitative interviews. Research question three will be an-

swered through the combination of the methods applied in question one and two. To my 

knowledge, no other study have answered these questions previously.   

1.3 Delimitation 

The thesis takes a perspective from Swedish banks. The thesis will include data on yearly basis 

ranging from 1999-2015. The data will consist of the four main banks in Sweden including; Han-

delsbanken, Swedbank, Nordea and SEB, together with data from four Swedish niche banks in-

cluding; Skandiabanken and Länsförsäkringar that mostly target the insurance market and hous-

ing mortgage loans market, SBAB Bank that focus on housing mortgage loans and Avanza Bank 

that concentrate on savings in shares, funds and pensions. These four were selected based on data 

availability for the time period mentioned before.  
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1.4 Methodology  

1.4.1 Abductive Approach 

In this study, I will use the abductive research approach. It is the combination of both the inductive 

and the deductive research method. Abductive reasoning can be understood as inference to the 

best explanation and, unlike deductive reasoning, the premises do not guarantee the conclusion 

(Sober, 2001). Gray (2013) explains that multiple methods are often used, having two main rea-

sons for that. One reason is that research projects usually include several different research ques-

tions. The second reason is that it enables data triangulation. Data triangulation is the collecting 

of data from different sources or different times. Methodological triangulation is also possible 

with the use of a combination of methods, since all methods have their strengths and weaknesses. 

The use of multiple methods helps to balance out possible weaknesses in each data collection 

method (Easterby-Smith, Thorpe & Lowe, 2002).  

 

The reason for choosing the abductive research approach in this study is because the research 

questions will be answered through the combination of the inductive and deductive method. First, 

I used current research to formulate the research questions. Then, I identified relevant theories 

once the empiricism had begun. After completion, the empirical data was linked to the relevant 

theories. 

1.4.2 Quantitative and Qualitative Research 

Mixed methods research finds its roots in the 1960s where researchers started combining quanti-

tative and qualitative research within the same study (Leech & Onwuegbuzie, 2009). This mixed 

approach is built on the principle that the strengths of a quantitative and qualitative approach can 

be merged within the same research method (Lopez-Fernandez & Molina-Azorin, 2011). Tashak-

kori & Teddlie (2003) explains that the results attained from the different methods combined can 

improve our understanding of the studied phenomena, and further provide us with answers that 

would be hard to obtain using just a single method.  

 

This study will apply a mixed model approach, were both quantitative and qualitative research is 

used. The quantitative research approach is carried out by the collection of already computed 

statistics from organisations, Swedish banks, financial institutions and the European Banking Au-

thority. To obtain further insight into the Swedish banking system and how banks are managing 

and working with capital requirements, the researcher must be in close attendance to the subject. 

To obtain a more credible research, a qualitative research approach is used as a compliment. This 
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is conducted through personal interviews with one large bank, one niche bank, and additionally 

with the Swedish central bank.  

1.5 Disposition 

Chapter 2: Regulations and Measures of the Financial System 

Within this chapter the regulatory framework for capital requirements will be provided. This 

chapter also includes general knowledge on how capital requirements are calculated in practice.  

 

Chapter 3: Theoretical Framework 

Within this section the reader will be given the theoretical framework and its implications on bank 

profitability.  

 

Chapter 4: Method  

In this section the research design of the thesis will be motivated. It will include the data collection 

and the choice of variables, models and interview respondents. 

 

Chapter 5: Empirical Findings 

This chapter will be divided into two main parts, the empirical findings from the regression mod-

els and empirical findings from the interviews.  

 

Chapter 6: Analysis 

In this section, I will provide an analysis and summary of the empirical findings. The regressions 

and the interview responses will be compared with the theoretical framework and previous studies 

made on this topic. Simultaneously, the differences between the large Swedish banks and the 

niche banks will be analysed. 

 

Chapter 7: Conclusion 

The final section will present the conclusions drawn from the analysis with the aim to answer the 

research questions and the purpose of the thesis. I will finally make suggestions for further re-

search.  
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2 Regulations and Measures of the Finan-

cial System 

2.1 The Swedish Financial System 

The Swedish model has been widely regarded as a successful mixture between socialism and 

capitalism and has been a historical role model as a pioneering and extensive welfare state. 

Against this background, the transformation of the Swedish financial system since the reform 

process beginning in the 1980’s has been rather intense. Prior to the reform, the Swedish financial 

system was one of the most regulated in the world. Sweden has in comparison to other developed 

countries, experienced one of the fastest market liberalisations in recent decades. The financiali-

sation process has not only been prominent, but also fuelled by a market-promoting state device 

that embraces market power. This makes Sweden an ideal country for financialisation (Stenfors, 

2014). Financialisation as such refers to the increase in importance and size of a country’s finan-

cial sector relative to the country’s overall economy (Van der Zwan, 2014). With the reform, 

Sweden has now one of the least regulated financial systems in the world with high degree of 

internationalism (Stenfors, 2014).  

 

The banking sector is large, highly concentrated and has increased in size relative to GDP. At the 

same time, several new banks and financial institutions has entered the market. There are four 

main categories of banks on the Swedish market: commercial banks, savings banks, foreign banks 

and co-operative banks. The commercial banks consist of three subgroups, the four large banks, 

namely Handelsbanken, Nordea, Swedbank and SEB, savings banks that have been converted 

into joint stock companies and other Swedish commercial banks with diverse ownership structure 

and business focus. The savings banks are numerous independent banks that are active in regional 

or local markets. Foreign banks were granted permission to open branches in 1990 and have ever 

since then increased rapidly.  In late 2014, there were 29 foreign banks with the largest one being 

Danske Bank, being the fifth largest bank in Sweden. The co-operative banks are economic asso-

ciations with the purpose to produce bank services to its members (Svenska Bankföreningen, 

2015). The distribution between the different categories of banks and their share of the total de-

posits from Swedish households can be seen in figure 1 on the next page. 
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Figure 1: Deposits from Swedish Households, Share of the Total. December 2014.  

 

Source: Svenska Bankföreningen, 2015.  

The Swedish Financial Supervisory Authority and The Riksbank, which is the Swedish central 

bank are mainly responsible to regulate the financial market and the financial institutions. The 

Riksbank is an authority with an independent status under the jurisdiction of the Swedish parlia-

ment. The Riksbank’s work entails issuing money and ensuring that they retain their value over 

time, which is known as monetary policy and the objective is to hold a stable and low inflation. 

The Riksbank’s work also involves the support of the objectives of general economic policy with 

a view to achieve sustainable growth and high employment. The Riksbank determines the level 

of its policy rate, the Repo rate, to influence inflation and economic developments. The central 

bank has the government’s mandate to promote a safe and efficient payment mechanism which 

means that the Riksbank shall act to promote stability in the entire Swedish financial system (The 

Swedish Riksbank, 2016). The Swedish Financial Supervisory Authority is a public authority 

under the jurisdiction of the Finance Ministry. The authority monitors and analyses trends in the 

financial market to assess the financial health of individual companies, sectors and the financial 

market as a whole. The authority also examines the risks and control systems of individual finan-

cial institutions. In addition to this, the Swedish Financial Supervisory Authority monitor that 

financial institutions disclose complete and clear information to the consumers and to prepare 

rules for financial reporting by the financial institutions (Swedish Financial Supervisory Author-

ity, 2016). Main tasks of both institutions are to monitor compliance with these regulations and 

to maintain financial stability. The Riksbank has an overall responsibility to promote a stable 

function of the financial system, whilst the Swedish Financial Supervisory Authority has a direct 

responsibility to supervise the individual institutions. The two authorities share the task of pro-

moting stability in the financial system (Svenska Bankföreningen, 2015).  
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17%

Nordea
14%

SEB
12% Oth. commer. banks

24%

Savings banks
7%

Foreign bank 
branches

3%

Oth. Institutions

3%
Other
13%



 

8 
 

After the recent financial crisis, the Swedish National Debt Office (Riksgälden) introduced vari-

ous programmes to protect the financial stability. The bank guarantee programme for example 

gave banks and other financial institutions between 2009 and 2011, the opportunity to cover part 

of their borrowing in exchange for a charge to the government. The last guaranteed loan expired 

in midst 2015. The capital infusion programme was aimed towards financially strong banks with 

big balance sheets but that had low levels of equity. The banks could obtain a government capital 

infusion through hybrid capital which could be accounted towards an increase in the capital re-

quirement ratios. The highest capital was allocated to Nordea, amounting to SEK 5.6 billion. 

Another security measure that was made was the introduction of the deposit insurance. If an in-

stitution goes bankrupt, the insurance compensates a customer an amount of maximum EUR 

100,000. The aim of the insurance is to protect deposits given by the public, which contributes to 

the stability of the financial system. The deposit guarantee is financed through a fee that financial 

institutions pay to the Swedish National Debt Office (Svenska Bankföreningen, 2015). However, 

the most important measure that the Swedish parliament, the Swedish National Debt Office and 

the Riksdag took to lower the risks of a future crisis, was to introduce the stability fund. Banks 

and other financial institutions pay an annual fee that amounts to 0.036 % of the institutes balance 

sheet. The total value of the fund in 2014 was SEK 53 billion. The main purpose of the stability 

fund is to finance the measures, that government go through to support the financial system and 

to help individual financial institutions in crises (Swedish National Debt Office, 2016).         

2.2 Basel I Regulations 

The Basel Committee was formed in 1975 with the main purpose of designing bank regulations 

that would improve the efficiency and supervisory. One important goal of the Committee’s work 

was to close gaps in international supervisory. (Basel Committee on Banking Supervision, 2015).  

 

In 1988, the first Basel Accord, also called Basel I, was created. It involved various regulations 

that had to be transposed into regional authorities and national law, for example in the European 

Union (Goodhart, 2011). The first countries to sign the accord in 1988 were Belgium, Canada, 

France, Germany, Italy, Japan, Switzerland, Netherlands, Sweden, United Kingdom and the 

United States. The focus of Basel I was the measurement of capital and the classification of capital 

standards. Since then, the Accord has been put in national law by many other countries (Santos, 

2001).  

 

In January 1996, The Committee developed a framework to address other risks than just the credit 

risk. With the introduction of the Market Risk Amendment, banks were allowed to use an internal 
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model with strict qualitative and quantitative standards for measuring their market risk capital 

requirements. This was designed to incorporate a capital requirement within the Basel Accord for 

the market risks arising from bank’s traded debt securities, equities, commodities, options and 

foreign exchange (Basel Committee on Banking Supervision, 1988).  

 

As it can be seen in table 1, the Basel I accord called for a minimum capital ratio of capital to 

risk-weighted assets of 8%, 4% of which should be represented by the Tier 1 core capital element 

and 4% by Tier 2 core capital element, which was set to be fully implemented by the end of 1992. 

Tier 1 capital includes permanent shareholder’ equity and disclosed reserves, whilst Tier 2 capital 

includes undisclosed reserves, asset revaluation reserves, general provisions, hybrid capital in-

struments and subordinated debt. The Basel I framework also included a risk classification sys-

tem, seen in table 2 (following page), where a bank’s assets are divided into five risk categories 

with different percentages. These categories are used to calculate the correct amount of capital 

each bank needs to reach the minimum capital ratio. This framework was not only introduced to 

the member countries, but also all countries with active international banks. In late 1993, The 

Basel Committee confirmed that the original member countries’ banks were all meeting the min-

imum requirements set out in the first Accord (Basel Committee on Banking Supervision, 1988). 

 

Table 1. Basel I Timeline.  

 

Source: Basel Committee on Banking Supervision, 1988. 

 

 

 

 

 

 

 

 

 

 

 

 

Basel I End of 1990 End of 1992

Minimum Capital 7.25% of risk-weighted assets 8% of risk-weighted assets

Measurement Formula 
3.625% of Tier 1 capital and 

3.625% of Tier 2 capital

4% of Tier 1 capital and 4% of 

Tier 2 capital

Supplementary elements 

included in tier 1 capital

Maximum of 10% of tier 1 

capital (0.3625%)

None

Limit on general provisions 

reserves in supplementary 

elements

1.5% with exceptions up to 

2%

1.25% with exceptions up to 

2%

Limit on term subordinated debt 

in supplementary elements

No limit Maximum 50% of Tier 1 
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Table 2. Basel I Risk-Weights.  

 

Source: Basel Committee on Banking Supervision, 1988. 

2.3 Basel II Regulations 

The Basel II framework was initially published in 2004 and implemented in 2007 with the purpose 

to let capital requirements reflect underlying risks and the calculation of risk-weighted assets (Ba-

sel Committee on Banking Supervision, 2004).  

 

In the new Basel Accord, the Committee reinforced its emphasis on risk management by encour-

aging banks to advance their risk assessment capabilities. The Basel Committee attempts to 

achieve this by aligning capital with modern risk management practices. The new Accord is based 

on three pillars: minimum capital requirements, the supervisory review process and market disci-

pline (Tschemernjak, 2004).  

2.3.1 Pillar I 

The first pillar of Basel II is minimum capital requirements. The capital requirement that is sup-

posed to function as a buffer against possible losses is still 8%, as it was in the first Accord. In 

addition to the former requirements, Basel II added the Common Equity Capital Ratio (CET1). 

In comparison to the regular Tier 1 capital ratio, the CET1 ratio excludes all types of preferred 

stock and non-controlling interests. In the second Accord, the minimum capital requirement pro-

tects against the exposure of three main risks; credit, market and operational risk (Basel Commit-

tee on Banking Supervision, 2006). 

 

Table 3. Basel II Capital Requirements.  

 

Source: Basel Committee on Banking Supervision, 2006. 

Risk-weights (%) Asset category

0
Cash, gold bullion, claims on OECD governments such as Treasury bonds or 

insured residential morgages

20
Claims on OECD banks and OECD public sector; up to and including one 

year claims on other countries

50 Uninsured residential morgage loans

100 All other claims 

Basel II Requirements

Minimum Ratio of Total Capital 8% of risk-weighed assets

Minimum Ratio of Common Equity Capial 2% of risk-weighted assets

Minimum Ratio of Tier 1 Capital 4% of risk-weighted assets
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The Basel II Accord introduced two main methods for calculating the risk-weights of capital re-

quirements regarding credit risk. The most basic approach is the Standardised Approach, which 

uses external credit ratings to determine risk-weights for capital (Van Roy, 2005). The second 

approach is the Internal Ratings Based Approach (IRB). The IRB approach allows banks to apply 

their own internal rating for risk weighting. This approach estimates the probability of default 

associated with its own customers, although it must meet specific criteria (Van Roy, 2005). The 

criteria consist of four parameters that are associated with each loan; the probability of default, 

the loss given default, the exposure at default and the loan’s maturity (Drumond, 2009). Benink, 

Daníelsson and Jónsson (2008) raised concerns about the self-evaluation of banks and the poten-

tial for risk arbitrage under the IRB approach. Since risk-weights are based on banks private in-

formation, banks could manipulate their capital requirements based on this information.  

2.3.2 Pillar II and III 

The second pillar is the supervisory review process and its main purpose of it is to encourage 

banks to develop and use better risk management techniques in monitoring and managing their 

risks. There are four key principles regarding the supervisory process (Basel Committee on Bank-

ing Supervision, 2006). 

The first principle: “Banks should have a process for assessing their overall capital ad-

equacy in relation to their risk profile and a strategy for maintaining their capital levels.” 

(Basel Committee on Banking Supervision, 2006, p.205).

The second principle: “Supervisors should review and evaluate banks’ internal capital 

adequacy assessments and strategies, as well as their ability to monitor and ensure their 

compliance with regulatory capital ratios. Supervisors should take appropriate supervi-

sory action if they are not satisfied with the result of this process.” (Basel Committee on 

Banking Supervision, 2006, p.209).

The third principle: “Supervisors should expect banks to operate above the minimum 

regulatory capital ratios and should have the ability to require banks to hold capital in 

excess of the minimum.” (Basel Committee on Banking Supervision, 2006, p.211).

The fourth principle: “Supervisors should seek to intervene at an early stage to prevent 

capital from falling below the minimum levels required to support the risk characteristics 

of a particular bank and should require rapid remedial action if capital is not maintained 

or restored.” (Basel Committee on Banking Supervision, 2006, p.212).

In conclusion, one of the main objectives of the four principles in pillar II is to support pillar I 

and the risks that are not considered, e.g. large exposures, credit concentrations, interest rate risk 
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in the banking book, business risk, strategic risk and external factors such as business cycles. 

Another important objective is to ensure compliance with pillar I requirements. Pillar II will ena-

ble early intervention by supervisors if a bank’s capital does not sufficiently buffer the risks in-

herent in its business. (Financial Stability Institute, 2005).  

 

The third pillar is the market discipline and the purpose of the pillar is to complement the first 

two pillars. In order to achieve market discipline, the Committee will encourage it by developing 

a set of disclosure requirements, requiring banks and institutions to publish official information, 

which will allow market participants to assess key information. This information will contain the 

scope of capital, risk exposures, risk assessment processes and the total capital adequacy of the 

bank or institution (Basel Committee on Banking Supervision, 2006). 

 

The Basel Committee believes that market discipline can contribute to a safe and sound business 

manner. The disclosures of information should be made on a semi-annual basis, with the addition 

of a qualitative general summary, which should be published on an annual basis. Large interna-

tionally active banks should also disclose their Tier 1 and total capital ratios on a quarterly basis. 

The deadlines for the disclosures are set in national laws (Basel Committee on Banking Supervi-

sion, 2006). 

2.4 Basel III Regulations 

According to the Basel Committee on Banking Supervision (2011), one of the main reasons be-

hind the severity of the global financial crisis which began in 2007, was an excessive leverage. 

Bank sectors across the world had built up too much leverage both on and off the balance sheet. 

This was accompanied by a gradual decline in the quality and level of the capital which made the 

banking system unable to absorb the huge credit losses that followed the crisis. As a result of the 

financial crisis, The Basel Committee introduced Basel III in 2010, with the aim to start the im-

plementation of the framework in 2013.  

 

One of the key reforms to develop a more resilient banking sector has been the introduction of 

the Liquidity Coverage Ratio (LCR). The ratio refers to highly liquid assets held by banks to meet 

short-term obligations. These highly liquid assets should have four fundamental characteristics to 

be considered as high-quality. The assets should be low on risk, high certainty of valuation, low 

correlation with risky assets and the assets should be listed on a developed and recognised ex-

change.  The purpose of the ratio is to encourage the resilience of the liquidity risk of banks. By 

ensuring that banks have an adequate stock of unencumbered high-quality, liquid and easily con-
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vertible into cash assets, to meet the liquidity needs for a liquidity stress scenario, the Basel Com-

mittee hopes, that it will improve the banking sector’s ability to absorb shocks. The LCR is ex-

pressed as the total value of high-quality stock, divided by total net cash outflows. The standard 

will be implemented in 2015, and it requires that the value of the ratio should not be lower than 

60% in normal circumstances, and it will rise with equal annual steps to reach 100% in 2019. 

Although, during a period of financial stress, banks may use their stock of high-quality liquid 

assets as a defensive mechanism against liquidity stress (Basel Committee on Banking Supervi-

sion, 2013). The second liquidity regulation called Net Stable Funding Ratio (NSFR) was intro-

duced in Basel III and has the objective to promote resilience over a longer time horizon by cre-

ating additional incentives for banks to have more stable sources of funding on an ongoing basis. 

The stable funding includes customer deposits, long-term wholesale funding and equity. The ratio 

is calculated as available amount of stable funding divided by required amount of stable funding. 

The Committee’s intention is for the NSFR to become a minimum standard by January 2018 

(Basel Committee on Banking Supervision, 2013). 

Basel III reinforces quantity and quality of capital requirements, but also establishes mandatory 

buffers. A countercyclical buffer intended to be build up in good times and released in bad times, 

and a capital preservation buffer (Repullo & Suarez, 2013). A countercyclical buffer is being set 

for the Swedish banks quarterly by the Swedish Financial Supervisory Authority. The buffer is 

set as a percentage of a bank’s total capital to risk-weighted asset ratio. In recent years, the prices 

of the Swedish housing market have continued to rise and Swedish households are increasing 

their debt. With the help of the countercyclical buffer, the Swedish Financial Supervisory Author-

ity is trying to prepare the Swedish banks for a future bust in the economic boom that Sweden is 

currently in. A study performed by Shim (2013), offers support for the countercyclical capital 

buffer. The buffer is necessary in the banking sector to help with the performance of the real 

economy during recessions.  

The idea behind the new framework was to develop a set of tools used in the process of tracking 

and monitoring banks’ exposures to liquidity risk. These tools were combined with higher mini-

mum capital requirements which would be first implemented in 2013, and constantly increasing 

the minimum requirements until the full implementation in 2019 (Joosen, 2016). The timeline of 

the implementation of Basel III is given in table 4 (following page).  

 

The first three rows in table 4 are displaying the typical capital requirements found in both Basel 

II and I. In Basel II, the common equity capital ratio was 2%, the Tier 1 Capital Ratio was 4% 

and the total capital requirement was 8%. Both the common equity and tier 1 ratios have seen a 

gradual increase since the implementation of Basel III, however, the total capital requirement has 
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remained at 8%. The conservation buffer, also named the countercyclical buffer, is a new require-

ment introduced in Basel III and it is designed to ensure that banks build up capital buffer outside 

periods of stress and the buffer consists of common equity capital. As seen in row five and six, 

the conservation buffer and common equity capital should both equal 7%, whilst the total capital 

ratio together with the conservation buffer should equal 10,5% by the final implementation in 

2019. In row seven, we can find the leverage ratio which is a non-risk-weighted capital require-

ment. The aim of the ratio is to reinforce the risk-based requirements with a non-risk based “back-

stop” measure. It is calculated as the tier 1 capital divided by exposures included in; non-deriva-

tives, on-balance sheet, securities financing transactions and off-balance sheet items (Basel Com-

mittee on Banking Supervision, 2014). The Swedish Financial Supervisory Authority started their 

observation period in 2013 with the aim to determine which level is most appropriate for the 

Swedish banks. In 2015, all banks were obliged to publish their leverage ratio. In 2018, the full 

implementation should take place with individual requirements for each bank. In row eight and 

nine, we find the liquidity coverage ratios. As more thoroughly explained further up in the same 

chapter, these liquidity ratios are used to encourage the resilience of liquidity risks in banks. The 

Liquidity Coverage Ratio (LCR) was implemented last year with full implementation to be done 

by 2019. Same as with the leverage ratio, the Net Stable Funding Ratio (NSFR), is undertaking 

an observation period with the goal of having a full implementation by 2019. 

 

Table 4. Basel III Timeline.  

 

Source: The Swedish Riksbank, 2011. 

Basel III 2013 2014 2015 2016 2017 2018 2019

Common Equity Capital 

Ratio 

 Gradual 

Implementa-

tion 3.50%

 Gradual 

Implementa-

tion 4.00%

Final 

Implementa-

tion 4.50%

Tier 1 Capital  Gradual 

Implementa-

tion 4.50%

 Gradual 

Implementa-

tion 5.50%

Final 

Implementa-

tion 6.00%

Total Capital 

Requirements

Final 

Implementa-

tion 8.00%

Conservation Buffer 

(Countercyclical Buffer)

 Gradual 

Implementa-

tion 0.625%

 Gradual 

Implementa-

tion 1.25%

 Gradual 

Implementa-

tion 1.875%

Final 

Implementa-

tion 2.50%

Common Equity Capital 

Ratio + Conservation 

Buffer

3.50% 4.00% 4.50% 5.125% 5.75% 6.375% 7.00%

Total Capital 

Requirements + 

Conservation Buffer

8.00% 8.00% 8.00% 8.625% 9.125% 9.875% 10.50%

Leverage Ratio Observation 

period 

begins

Official 

publication 

from each 

bank

Final 

Implementa-

tion 100%

Liquidity Coverage 

Ratio (LCR)

 Gradual 

Implementa-

tion 60%

 Gradual 

Implementa-

tion 70%

 Gradual 

Implementa-

tion 80%

 Gradual 

Implementa-

tion 90%

Final 

Implementa-

tion 100%

Net Stable Funding 

Ratio (NSFR)

Observation 

period 

begins

Final 

Implementa-

tion
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2.5 Swedish Financial Supervisory Authority Capital Requirements   

In late 2011, the Swedish Financial Supervisory Authority, the Ministry of Finance and the Riks-

bank called a press conference, where the capital ratios that would be advocated for the major 

Swedish banks were published. The Swedish authorities noticed, that the global minimum re-

quirements in Basel III were set too low. The Swedish banks had the potential to retain a much 

higher capital amount and become even less risky than their European and global competitors. 

This made Sweden a pioneer in the process of higher capital standards amongst international 

banks (The Swedish Riksbank, 2011). The four large Swedish banks; Handelsbanken, Swedbank, 

Nordea and SEB should have at least 10% in common equity capital ratio from January 2013, and 

12% from January 2015. The Swedish Financial Supervisory Authority (2011) explains the four 

main reasons for higher capital requirements for the large Swedish banks. The four large Swedish 

banks are very big in relation to the Swedish economy, the four banks have a combined balance 

sheet that is several times larger than the Swedish GDP. The implicit guarantee issued by the 

Swedish government to “save the large banks” in case of a financial crisis has made the funding 

much cheaper for the Swedish banks, which means that the banks can take on higher risks. The 

Swedish banks are also highly active in different foreign markets which is positive in a range of 

aspects, but that could also lead to problems due to the higher risk. Since the Swedish banks are 

mostly funded through loans in foreign currency, unexpected adverse shocks in foreign markets 

could cause large losses for the banks, and as a result, for the Swedish economy.  

 

In 2014, the Swedish government presented a new law on strengthening capital adequacy rules. 

The law gives the Swedish Financial Supervisory Authority authorisation to decide on a number 

of issues that collectively have a large impact on the banks’ capital requirements. A systemic risk 

buffer was introduced in 2015, including 3% from common equity capital and which should be 

used in the case of an economic downfall. The Swedish Financial Supervisory Authority also 

suggests that the countercyclical buffer should be activated. It is called countercyclical since 

banks should save up a predetermined amount of capital during good times which then should be 

released in a downturn. The risk-weight floor for mortgages is also going to be raised from 15% 

to 25%. This will imply that banks must keep a higher amount of capital to meet the higher stand-

ard for mortgages. The Swedish Financial Supervisory Authority also introduced individual cap-

ital requirements for systematically important banks which will be evaluated and reapplied once 

every quarter (Swedish Financial Supervisory Authority, 2014).  
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2.6 Capital Requirements in Practice 

The balance sheet example below is from the balance sheet found in Handelsbanken’s annual 

report in 2013. The main aim of this section is to connect the balance sheet of a bank with the 

logic behind the capital requirements set in Basel III.   

Table 5. Handelsbanken Balance Sheet 2013.  

 

Source: Handelsbanken Annual Report, 2013. 

 

Handelsbanken’s simplified balance sheet can be seen in table 5 above. The capital base used to 

fulfil the capital requirements set by the Basel framework is the total equity of SEKm 111,339, 

which is also shown in the balance sheet above. In table 6 (following page), the equity is broaden 

used to calculate the common equity capital ratio, tier 1 capital ratio and the total capital ratio. 

The common equity capital consists of equity minus accrued dividend with the main deductions 

coming from goodwill, intangible assets and capital contributions in companies outside the bank-

ing group. The tier 1 capital consists of total common equity capital plus innovative tier 1 capital 

contributions and non-innovative tier 1 capital contributions.  The total Common Equity capital 

equals SEKm 89,535 whilst the tier 1 capital equals SEKm 100,137. The total capital consists of 

tier 1 capital and tier 2 capital. The tier 2 capital mostly contains subordinated loans and unrealised 

accumulated gains with the main deductions of capital contributions in companies outside the 

Consolidated balance sheet

SEK m 2013

Assets

Cash and central banks 369 954

Loans to the public 1 696 339

Loans to other credit institutions 62 898

Interest-bearing securities 121 576

Other assets 239 039

Total assets 2 489 806

Liabilities and equity

Deposits and borrowing from the public 825 205

Due to credit institutions 171 624

Issued securities 1 150 641

Subordinated liabilities 15 965

Other liabilities 215 032

Equity 111 339

Total Liabilities and equity 2 489 806
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banking group. The total capital is then SEKm 100 137 (Tier 1 capital) plus SEKm 269 (Tier 2 

capital) which equals SEKm 100 406. 

Table 6. Handelsbanken Capital Base Section of the Balance Sheet 2013.  

 

Source: Handelsbanken Annual Report, 2013. 

Capital base

SEK m 2013

TIER 1 CAPITAL

Equity, Group 111 339

Accrued dividend, current year -10 485

Deduction of equity ouside the banking group 1 727

Difference in earnings between banking group and Group -680

Minority interests, Group -2

Equity, capital base 101 899

Minority interests, banking group 602

Deducted items:

Goodwill and other intangible assets -8 296

Revaluation reserve -100

Value adjustments for positions measured at fair value -1

Deferred tax assets -58

Special deduction for IRB institutions -993

Capital contribution in companies outside the banking group -3 691

Positions in securitisations -245

Adjustments in accordance with stability filter:

Cash flow hedges 1 518

Unrealised accumulated gains, shares -1 216

Unreaslised accumulated gains/losses, fixed income instruments 116

Common equity tier 1 capital 89 535

Innovative tier 1 capital contributions 7 705

Non-innovative tier 1 capital contributions 2 897

Total tier 1 capital 100 137

TIER 2 CAPITAL

Perpetual subordinated loans

Dated subordinated loans 3 882

Additional items:

Unrealised accumulated gains, shares 1 216

Revaluation reserve 100

Deducted items:

Special deduction for IRB institutions -993

Capital contribution in companies outside the banking group -3 691

Positions in securitisation -245

Total tier 2 capital 269

Total tier 1 and tier 2 capital 100 406
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In table 7 below, the three main risks are listed: credit risk, market risk and operational risk, which 

are used to calculate the total risk-weighted assets. The risk-weighted amount in credit risk is 

calculated both through the standardised approach but also through the Internal Ratings Based 

Approach (IRB). Market risk contains five subcategories which all are calculated to get the total 

risk-weight.  

 

Table 7. Handelsbanken Capital Requirement Section of the Balance Sheet 2013.  

 

Source: Handelsbanken Annual Report, 2013. 

 

The capital ratios are obtained by taking the total common equity capital, total tier 1 capital, total 

capital and dividing it by the total risk-weighted assets which equals SEKm 465,701 as seen in 

table 7 above. Each capital ratio according to the Basel framework for Handelsbanken in 2013 

can be seen in table 8 below. 

 

Table 8. Handelsbanken Capital Adequacy Analysis 2013.  

 

Source: Handelsbanken Annual Report, 2013. 

Capital requirement

SEK m 2013

Credit risk

Credit risk according to standardised approach 4 225

Credit risk according to IRB approach 28 015

Market risk

Interest rate risk 745

of which general risk 493

of which specific risk 252

Equity price risk 11

of which general risk 3

of which specific risk 6

of which funds 2

Foreign exchange risk -

Commodities risk 14

Settlement risk 0

Operational risk

Operational risk 4 246

Total capital requirement according to Basel 37 256

Risk-weighted assets according to Basel* 465 701

Capital adequacy analysis

% 2013
Capital ratio according to

Basel 21.6

Tier 1 ratio according to

Basel 21.5

Common equity tier 1 ratio according to

Basel 19.2

* The risk-weighted assets 

are calculated according to 

the Basel framework using 

Handelsbanken’s own inter-

nal methods and risk-

weights for each specific 

risk element. These individ-

ual risk-weights are not 

available to the public. 
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3 Theoretical Framework 

3.1 Capital Structure and Funding Costs in Banks 

The Modigliani and Miller (1958) approach is one of the most fundamental regarding the cost of 

capital structure. The theory explains that under the conditions of no taxes, bankruptcy costs and 

with full market information symmetry, the capital structure has a little impact on bank lending 

and economic activity. The theorem showed that capital structure irrelevance could be proved 

under a range of circumstances. The 1958 paper stimulated research dedicated to disproving ir-

relevance, and this research has shown that the theorem fails under a variety of circumstances 

(Frank & Goyal, 2007).  

Banks have historically had a high share of leverage in their capital structure and many researchers 

favour debt to equity in the financing of banks. A common argument raised in favour of debt is 

that the interest rates on debt are usually much lower than the rates of return on equity that is often 

required by shareholders. Between 1999-2010, the cost of equity, has been on average 8-10 per-

centage points higher than cost of debt for the Swedish banks (Juks, 2010). Another argument 

raised by researchers in favour of debt is that it helps to increase shareholders value through a 

higher return on equity. An increase in leverage ratio can increase return on equity as long as the 

return on assets is higher than the after-tax interest rate on debt. This means that in bad times, 

higher leverage decreases return on equity, but in good times, higher leverage increases return on 

equity. Since the expected return on assets is higher than the expected interest rate on debt, the 

higher leverage ratio leads to a higher expected return on equity (Juks, 2010).   

In contrast to the theory by Modigliani and Miller, Myers (1984) and Myers and Majluf (1984) 

introduced the pecking order theory. It is one of the most influential theories of modern corporate 

leverage. When it comes to funding, retained earnings have no adverse selection problem and has 

therefore lower risk than debt which in turn, has minor adverse selection problem compared to 

equity. Thus, the demand for a higher rate of return on equity is higher than for debt. According 

to the theory, a company will always fund projects using retained earnings. If the amount of re-

tained earnings is insufficient, the debt will be used. In reality, firm and bank operations are more 

complex, leading to more difficult decision-making than the pecking order (Frank & Goyal, 

2003).   

The trade-off theory on the other hand, implies that a company will choose funding by balancing 

the costs and benefits of debt and equity financing. The classical version of the hypothesis goes 

back to Kraus and Litzenberger (1973) and it is often set up as a competitor theory to the pecking 

order theory. The trade-off theory deals with two concepts, the cost of financial distress and 
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agency costs (Parrino, Poteshman & Weisbach, 2005). Existing trade-off models analyse the op-

timal amount of debt, but provide poor guidance on the optimal debt structure (Hackbarth, Hen-

nessy & Leland, 2007). With higher capital requirements from authorities, this optimal balance is 

hard to achieve (Frank & Goyal, 2007).  

In many countries, and especially in Sweden, the noticeable reason for the wide use of high lev-

erage compared to equity is the guarantees provided by the government to protect banks from 

defaults. The guarantees that the government provides makes the debt less risky and therefore, 

cheaper for the banks. However, the increase in operational risk that the higher debt involves is 

not taken into consideration, which allows them to hold lower capital ratio and still meet the 

capital requirements. This implies that banks with higher capital ratios, will experience a higher 

cost of capital after increased capital requirements (Juks, 2010). 

3.2 Negative Externalities and Market Failure 

The banks’ regulation and the setting of capital requirements is one of the most important policy 

issues in the aftermath of the latest financial crisis. In many countries around the world, large 

banks needed to be recapitalised with public funds, and in countries like Ireland or Iceland, the 

bailout was so massive that it threatened the entire country’s public finances. An important con-

cern in policy discussions is that the national setting of higher capital requirements will have a 

negative externality on the international and domestic competition between banks. This external-

ity comes in a form of diverse funding cost for different banks, which could lead to decreased or 

unfair competition. Several countries have endorsed capital requirements that exceed the Basel 

III framework. Sweden and Switzerland have been two of the countries that have set the highest 

capital requirements for their domestic banks. This shows that the policy settings in many devel-

oped countries is characterised by a “race to the top” mechanism. An asymmetry in the costs of 

equity between domestic banks and international banks may be worsen by the different capital 

requirements for countries and capital requirements that are set individually for each bank in sev-

eral countries. The asymmetry combined with higher capital requirements can cause an external-

ity in the way that some banks will exit the market, ultimately affecting the competition negatively 

(Haufler & Maier, 2016). 

 

Another example of negative externalities to banking is the case of systemic risk. The systemic 

risk represents the overall risk of an economy arising from the banking system. This risk can be 

present both domestically and internationally. The externality arises from a threat of systemic 

failure due to contagious bank runs. The failure of banks may create a further strong negative 

externality to agents in the real sectors of the economy, the sector that is actually producing goods 
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and services. This could ultimately lead to a market failure in the banking sector and other sectors, 

depending on the spread and contagion effect. Therefore, the systemic risk and the potential ef-

fects of it is the base for bank regulation, capital requirements and deposit insurance (Colwell & 

Davis, 1992).   

 

The systemic risk may cause an additional problem, a free riding externality. In the financial 

system, this is a condition where an institution or bank choose intentionally to take advantage of 

the good reputation of other banks to increase their own profitability. Many banks pursue a high 

risk-strategy, free riding on other banks that are more conservative, or on the good credit rating 

of the country it resides within. Such risky behaviour may damage the reputation of other banks, 

financial institutions and even countries. In the case of a bankruptcy among the free riding banks, 

it would cause costs to the overall economy, increased costs of funds and ultimately, market fail-

ure (Colwell & Davis, 1992).   

 

The liberalisation of capital markets and the financial globalisation has led to the vulnerability of 

financial contagion. According to Morrison and White (2004), liberalisation leaves weakly regu-

lated economies vulnerable to shocks from well-regulated economies. The confidence of an econ-

omy’s banking system is ultimately bound to the confidence of the developed countries regulators. 

The Basel framework could be interpreted in this context such as that the level of capital require-

ments should be adjusted in accordance with the needs of the weakest economy. (Morrison & 

White, 2004). The problem with the Basel framework and the individual capital requirements set 

by each country’s authorities, is that the banks and countries with weak regulations continue to 

be undercapitalised and have low profits. This affects the stability and performance of European 

banks, where well-regulated ones in the northern region of Europe have higher capital require-

ments, are more well-capitalised and have a higher profitability.   

3.3 Diversification of Bank Assets 

The diversification of a bank’s assets has become more and more important in the era of financial 

globalisation. In recent years, the increased capital requirements and the higher risk-weights have 

made it necessary for the banks to implement and to optimise their diversification strategies in 

order to minimise risk and to maintain their profitability. The experiences from global crises have 

made regulators, shareholders and bank themselves more conscious about the importance of suf-

ficient capital buffers and diversification (Shim, 2013).  
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The difficulty remains, whether banks should focus on traditional banking or if they should offer 

a wide range of services. This is a complex question with conflicting views in theory and existing 

empirical evidence. In a more recent study made on international commercial banks by Doumpos, 

Gaganis and Pasiouras (2016), the authors found evidence suggesting that diversification have a 

positive effect on the financial strength of banks. The financial strength indicator consists of the 

total capital ratio, credit losses, cost to income ratio, return on assets and the liquidity of each 

bank.  The authors also suggest that income diversification can be more beneficial for banks op-

erating in less developed economies such as South America compared to advanced economies in 

Europe and North America. The authors result also suggests that policy makers should continue 

to ensure adequate capital requirements and bank diversification, in normal times and especially 

in a financial crisis. In contrast to the beliefs that diversification only has positive effects on bank 

performance, Berger, Hasan, Korhonen and Zhou (2010) suggests, that banks tend to enjoy higher 

profits and lower risk when they apply a strategy with less diversification compared to a strategy 

of complete diversification. This study implies that niche banks who targets a specific market 

sector, can enjoy higher profits than larger banks that diversifies their operations to all bank ser-

vices.   

 

There are several issues related to Swedish banks that come from the mixed beliefs and empirical 

evidence about diversification. Do capital requirements really support diversification, or is the 

need for diversification in order to achieve capital requirements preventing banks from achieving 

highest possible performance and profitability? Do niche banks, who are often less diversified 

than larger banks, experience increased or decreased profitability due to their diversification strat-

egy? The research in this subject has not reached maturity yet and therefore, it will be hard to 

answer these questions until future research is made.  

3.4 Previous Studies on the Effects of Capital Structure on Profitability 

The earlier literature in this research field is mostly divided between data from U.S. and European 

banks. The literature consists only of a few papers referring to the effect of capital structure on 

profitability between smaller and larger banks. Most of the studies concentrate on larger banks 

and on the different capital ratios and their impact on profitability (which is often calculated as 

return on equity).  

In a recent study by Berger and Bouwman (2013) on U.S. data, they found that a higher capital 

amount helps small banks to survive and improve their market shares at all times, while a higher 

capital amount only helps to improve market shares of medium and large banks during crises.  

The authors also studied the effects of higher amounts of capital on profitability. The two main 
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findings were that higher proportion of capital improves small banks’ profitability at all times 

(normal times, market crises and banking crises), and that it enhances the profitability of larger 

banks during financial crises. Profitability was measured using the bank’s return on equity ratio. 

In another paper on U.S. data by Färe, Grosskopf and Weber (2004), the authors examined the 

effect of risk-based capital requirements on the profit performance. The authors found a positive 

correlation between larger banks and profit efficiency, but also a positive correlation between 

equity and efficiency. Bernanke, Lown and Friedman (1991) examined U.S. data and found that 

a shortage of capital reduced bank lending for smaller banks, while this link did not hold for larger 

banks. The smaller banks in the U.S. were more affected by 1990’s capital crunch.  

The research from Osborne, Fuertas and Milne (2009) analyses the effect of capital ratios on bank 

profitability using data from the U.S. banking sector. The authors found through a lag structure 

in their regression, that a deficit from the target capital ratio, is positively associated with future 

return on equity, whereas a surplus tend to be negatively associated with future return on equity. 

This is consistent with the trade-off theory which suggests that banks may be able to improve 

their profitability by increasing capital ratios under stressed conditions, and decreasing capital 

ratios below the target level under normal conditions. Berger (1995) found that capital positively 

Granger-caused earnings in the 1980’s for U.S. banks. The Granger causality implies that a time 

series is useful in forecasting another time series. The study also found that capital-asset ratio and 

return on equity are positively related, suggesting that a higher capital boosts profitability. Berger, 

Herring and Szegö (1995) suggest that risk-based capital requirements that penalise an increase 

in portfolio risk can promote efficiency. Although, imperfections in setting the level of capital 

requirements and the relative risk-weights may lead to inefficiencies and distort prices among 

banks and between banks, leading to lower earnings for U.S. commercial banks in the test.  

In a study on banks in the euro-area by Albertazzi and Gambacorta (2009), the authors found that 

bank profits are pro-cyclical in countries where banks have assets with longer duration, and that 

this effect decreases in countries with shorter asset durations. GDP is set to influence both net 

interest income and credit losses. In a different study on French loan-level figures performed by 

Brun, Fraisse and Thesmar (2013), the authors examined the impact of bank capital requirements 

on corporate borrowing and bank lending. The results include an increasing impact of higher 

capital requirements on total loan size. 

Goddard, Molyneux and Wilson (2004) found that the relationship between the capital-asset ratio 

and profitability is positive for banks in the Euro-area. The authors also found some weak evi-

dence of a significant size-profitability relationship between smaller and larger banks. Iannota, 

Nocera & Sironi (2007) examined a large sample of 181 large European banks. The authors found 
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that private banks appear to be more profitable than both mutual and public sector banks. The 

superior profit performance stems from higher net return on their earning assets rather than from 

a superior cost efficiency. The authors suggest that European banking regulators should eliminate 

the government guarantee protecting public banks, which would lead to higher solvency amongst 

bank and force them to keep risks down and increase their capital level. In a study by Ediz, Mi-

chael and Perraudin (1998) on UK banks, the authors discovered that banks adjusted their capital 

ratios mostly by increasing their capital, instead of substituting more risky assets.  

Athanasoglou, Brissimis and Delis (2008) performed a study on bank-specific and macroeco-

nomic determinants on the profitability of Greek banks. They learned, that capital is important in 

explaining bank profitability and increased credit risk lowers profit, whilst macroeconomic con-

trol variables such as inflation and cyclical output, clearly affect the performance of the banking 

sector. In contrast to Goddard, Molyneux and Wilson (2004), the authors did not find evidence of 

size-profitability relationship between smaller and larger banks. 
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4 Method 

4.1 Data Collection 

The quantitative approach in this study is based on secondary data. The qualitative approach is 

based on primary data which consists of personal interviews with knowledgeable employees at 

Swedish banks and institutions (Polkinghorne, 2005).   

4.1.1 Data 

The archival research was conducted through calculations based on records from the banks’ an-

nual reports ranging from 1999 to 2015. The data used was on yearly basis and the calculations 

were made to get the needed profitability ratios and the amount of regulated capital that each bank 

holds. The collection of macroeconomic statistics was gathered from three different organisations, 

The Swedish Riksbank, The Swedish Financial Supervisory Authority and Statistics Sweden. The 

collected data for macro indicators were the change in GDP rate, unemployment rate, Repo rate, 

inflation rate and the change in default rate.  

4.1.2 Dependent Variables 

The dependent variables used to explain the effect of capital requirements on bank profitability 

are Return on Equity and Net Interest Margin. The return on equity in this thesis has been calcu-

lated as the net income divided by bank capital in the form of average shareholders’ equity. The 

net interest margin has been calculated as the investment returns minus interest expenses divided 

by average earning assets. These two measures are primarily used by banks when they are meas-

uring their profitability. The measure to control for return on equity is well used in previous stud-

ies such as those made by Berger and Bouwman (2013), Osborne, Fuertas and Milne (2009), 

Iannotta, Nocera and Sironi (2007). On the other hand, Kashyap, Stein and Hanson (2010) use 

the net interest margin in a study on the effect of increased capital requirements.  

4.1.3 Variables of Interest 

The independent variables, which are used to measure changes in capital requirements on return 

on equity and the net interest margin are the Common Equity Tier 1 Capital (CET1 Capital Ratio) 

which is calculated as the common equity tier 1 capital divided by risk-weighted assets, the Tier 

1 Capital Ratio which is calculated as the tier 1 capital divided by risk-weighted assets, the Total 

Capital Ratio which is calculated as the total capital ratio divided by risk-weighted assets and 

finally the Total Capital Surplus which is calculated as the total capital divided by risk-weighted 

assets minus the minimum regulatory capital requirements stated by the Basel Committee. Several 



 

26 
 

of these ratios are used in studies performed by Hanson, Kashyap and Stein (2011), Färe, 

Grosskopf and Weber (2004), Brun, Fraisse and Thesmar (2013).  

The capital surplus ratio has been used as an independent variable in studies done by Angelini, 

Clerc, Cúardia, Gambacorta, Gerali, Locarno & Viček (2015) and Francis and Osborne (2009). 

The Swedish Financial Supervision Authority has also set individual capital requirement target 

for each Swedish bank. However, there is not enough yearly data available to take the individual 

capital target surplus into consideration as an independent variable. The effects on profitability 

from these capital requirement ratios varies, where some studies suggest a positive correlation 

while another suggest a negative correlation. Since the variables are obviously very correlated 

with each other, only one of them will be used for each regression.  

4.1.4 Control Variables 

The control variables that are used for the effect of capital requirements on return on equity and 

net interest margin is one bank specific variable and five macroeconomic variables. The bank 

specific variable is Loan Growth which is calculated as total loans given to the public for one 

year, divided by total loans to the public the previous year minus one to get a growth percentage. 

This variable is used in a study by Dietrich and Wanzenried (2011), and they found that it is one 

of five factors that affect a bank’s profitability the most. They also found that loan growth is 

expected to have a mostly negative correlation with return on equity and a positive correlation 

with the net interest margin. 

 

The Change in GDP rate is calculated as the total GDP in Sweden, divided by the total GDP 

previous year and subtracting one. This variable is used in several studies to control for economic 

output and estimating cyclical output, amongst them studies done by Athanasoglous, Brissimis 

and Delis (2008), Dietrich and Wanzenried (2011) and Demirgüç-Kunt and Huizinga (1999). 

They discovered that the change in GDP is expected to have a positive effect on profitability when 

it is above trend, implying good economic times, and a negative effect on profitability when it is 

below trend, implying that the economy is in a recession.  

 

The Unemployment Rate was collected from Statistics Sweden and it is used to control for loan 

demand. This variable is used as a control variable for bank interest margins and profitability in 

studies by Abreu and Mendes (2001) and Bordeleau and Graham (2010). They suggest that the 

unemployment rate is negatively correlated with profitability, since a higher level of unemploy-

ment implies a higher probability of default on loans.  
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The Repo Rate was collected from the Riksbank and it is used to control for monetary policy 

changes and it should be negatively correlated with a growth in loans. This variable is used in 

previous studies done by Bordeleau and Graham (2010) and Berrospide and Edge (2010).  The 

previous studies suggest that the repo rate, or also the federal fund rate, should be negatively 

correlated with growth in loans and the inflation rate. A higher repo rate set by the Riksbank 

should have a constraining effect on loans and should decrease the inflation. The vice versa sce-

nario applies for both effects.  

 

The Inflation Rate was also collected from the Riksbank and it is used to control for interest rates. 

It is a widely-used control variable for bank profitability and was used in studies by Athanaso-

glous, Brissimis and Delis (2008), Bordeleau and Graham (2010), Tan and Floros (2012). They 

found that high inflation rates are associated with high loan interest rates and high income. How-

ever, the effect of inflation on profitability is ambiguous. If inflation is fully anticipated and in-

terest rates are adjusted accordingly, there will be a positive impact on profitability. Unexpected 

raises in inflation could cause loan losses and costs may increase which could have a negative 

effect on profitability.  

 

The last macroeconomic variable that will be used is the Change in Default Rate which is calcu-

lated as the total defaults in Sweden, divided by the total defaults from the previous year and 

subtracting one to get the growth rate. This variable is used to control for credit losses and is 

intuitively and negatively correlated with overall profitability. The variable is used in studies 

made by Mirzaei, moore and Liu (2013) and by Bolt, De Haan, Hoeberichts, Van Oordt and 

Swank (2012).  

 

The macroeconomic control variables used in the regressions will be tested with a yearly delay. 

This is based on previous studies where the effects often cannot be seen until the year after. For 

example, the effects of the Repo rate and the unemployment rate cannot be seen until the next 

period.  

4.1.5 Descriptive Statistics and Correlation Matrix 

The descriptive statistics for the two dependent variables, the bank specific loan growth variable 

and capital requirement ratios for the larger Swedish banks can be seen in table 9 (following 

page). The return on equity has been fairly stable with a standard deviation of 0.05292 and a mean 

of 14.44%. The mean value is in line with the required return on equity, which the larger banks 

have from their shareholders. The net interest margin change has been more volatile with a stand-

ard deviation of 0.14446. The mean value has been negative with a value of -1.32% which implies 
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that the net interest rate margin has been decreasing. The capital requirement ratios have been 

above the legal minimum on average, which the total capital surplus ratio also implies with a 

mean value of 6.57%. The capital requirement ratios have also been stable with a standard devi-

ation of between 0.04 to 0.05. The loans to the public have also grown which can be seen by the 

mean value for loan growth. The loans have grown on average with approximately 8.90% for the 

large Swedish banks, even though the loan growth have been fairly volatile with the standard 

deviation value of 0.14524, which is the highest standard deviation of all variables.  

 

Table 9. Descriptive Statistics for Handelsbanken, Nordea, Swedbank and SEB.  

 
 

The descriptive statistics for the two dependent variables, the bank specific loan growth variable 

and capital requirement ratios for niche banks can be seen in table 10 (following page). The return 

rate for the four niche banks has been a lot more volatile than the return for the larger banks. This 

is mostly due to Avanza’s volatile period between 1999 and 2001, where the banks experienced 

up and downs both for the return on equity, but also for the net interest margin change. The mean 

value of the return on equity is 10.70% which is lower than for the larger banks. The net interest 

margin change is on the other hand positive for the niche banks with a mean value of 4.30% and 

a high standard deviation of 0.80725. The capital requirement ratios had a mean value which has 

been higher for the niche banks, expect for the tier 1 capital ratio which has a mean value of 

9.69%. The capital requirement variables for the niche banks have also been slightly more volatile 

than for the larger banks with a standard deviation value between 0.05 and 0.13. The loans to the 

public have grown more for the niche banks with an average growth rate of 20.22%. This is in 

line with the interview respondent suggestion that the niche banks have grown more in proportion 

to the larger banks. The loan growth has also been fairly volatile with a standard deviation of 

0.43934 which is understandable since the niche banks have grown their loan base more than the 

larger banks.  

Large Banks N Minimum Maximum Mean Std. Deviation

Return on Equity 68 -0.13 0.25 0.1444 0.05292

Net Interest Margin 64 -0.56 0.74 -0.0132 0.14446

CET1 Capital Ratio 33 0.08 0.24 0.1452 0.04145

Tier 1 Capital Ratio 68 0.06 0.27 0.1178 0.05486

Total Capital Ratio 68 0.09 0.3 0.1457 0.05257

Total Capital Surplus Ratio 68 0.01 0.22 0.0657 0.05257

Loan Growth 68 -0.1 0.89 0.0889 0.14524
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Table 10. Descriptive Statistics for Avanza, Skandiabanken, SBAB and Länsförsäkringar. 

 

 

The correlation matrix for the five macroeconomic control variables in lagged form can be seen 

in Table 11 (following page). The correlation matrix is important to analyse since the correlation 

between the control variables will determine which variables can be used in the same regression 

model. If the variables are highly correlated and significant at the 0.01 level, it means that they 

have moved together and will show an unfair explanation to the dependent variable. The conclu-

sions which can be made from the matrix are, that the change in GDP rate has a significant, neg-

ative and highly correlated relationship with the change in default rate of -0.718. The unemploy-

ment rate is highly correlated with the Repo rate and they have a significant and negative rela-

tionship of -0.804. The Repo rate is also fairly correlated with the inflation rate with a positive 

and significant relationship of 0.598. This implies that the Repo rate cannot be used in the same 

regression model as the unemployment rate and the inflation rate, whilst the change in GDP rate 

cannot be used in the same model as the change in default rate. To further validate the correlation 

matrix, I checked for multicollinearity by estimating the variance inflation factor (VIF). When 

the above-mentioned control variables were used in the same regression, the estimated VIF values 

were above 3.5. The rule of thumb in regressions with over 100 observations is that a value of 

above 4 should be of concern (O’brien, 2007). Since this thesis has less than 100 observations in 

the regressions for large banks and niche banks separately, the VIF values of above 3.5 support 

the findings from the correlation matrix.   

 

 

 

 

 

 

Niche Banks N Minimum Maximum Mean Std. Deviation

Return on Equity 68 -0.9 0.46 0.107 0.17377

Net Interest Margin 64 -0.69 6.21 0.043 0.80725

CET1 Capital Ratio 22 0.11 0.3 0.1592 0.05449

Tier 1 Capital Ratio 68 0,00 0.37 0.0969 0.07956

Total Capital Ratio 68 0.08 0.99 0.1749 0.13244

Total Capital Surplus Ratio 68 0,00 0.91 0.0949 0.13244

Loan Growth 68 -0.96 2.51 0.2022 0.43934
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Table 11. Correlation Matrix for the Macroeconomic Control Variables in Lagged Form.  

 

 

4.1.6 Estimated Models 

The estimated models are based on previous studies and literature, whilst the control variables are 

chosen both according to previous studies and by analysing the correlation matrix. These four 

regression models are the main models, however, the capital requirement ratios will all be tested 

individually for each model. The four models will also be tested for the larger banks and the niche 

banks separately. 

 
 
 
 
 
 
 

Change in GDP 

rate (t-1)

Unemployment 

Rate (t-1)

Repo Rate       

(t-1)

Inflation Rate 

(t-1)

Change in 

Default Rate   

(t-1)

Change in GDP 

rate (t-1)

Pearson 

Correlation 1 -0.273 * 0.405 ** 0.195 -0.718 **

Sig.             

(2-tailed)
0.024 0.001 0.112 0.000

N 68 68 68 68 68

Unemployment 

Rate (t-1)

Pearson 

Correlation -0.273 * 1 -0.804 ** -0.457 ** -0.082

Sig.             

(2-tailed)
0.024 0.000 0.000 0.507

N 68 68 68 68 68

Repo Rate                  

(t-1)

Pearson 

Correlation 0.405 ** -0.804 ** 1 0.598 ** -0.098

Sig.             

(2-tailed)
0.001 0.000 0.000 0.427

N 68 68 68 68 68

Inflation Rate                

(t-1)

Pearson 

Correlation 0.195 -0.457 ** 0.598 ** 1 0.193

Sig.             

(2-tailed) 0.112 0.000 0.000 0.115

N 68 68 68 68 68

Change in 

Default Rate (t-1)

Pearson 

Correlation -0.718 ** -0.082 -0.098 0.193 1

Sig.             

(2-tailed) 0.000 0.507 0.427 0.115

N 68 68 68 68 68

Correlation Matrix

*. Correlation is significant at the 0.05 level (2-tailed)

**. Correlation is significant at the 0.01 level (2-tailed)
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The regression of the effect of capital requirements on return on equity for all banks:  

 

1. 𝑅𝑒𝑡𝑢𝑟𝑛 𝑜𝑛 𝐸𝑞𝑢𝑖𝑡𝑦𝑖

=  𝛿0 +  𝛽1  𝑇𝑜𝑡𝑎𝑙 𝐶𝑎𝑝𝑖𝑡𝑎𝑙 𝑅𝑎𝑡𝑖𝑜 +  𝛽2  𝐿𝑜𝑎𝑛 𝐺𝑟𝑜𝑤𝑡ℎ

+  𝛽3  𝑅𝑒𝑝𝑜 𝑅𝑎𝑡𝑒𝑡−1 +  𝛽4 𝐶ℎ𝑎𝑛𝑔𝑒 𝑖𝑛 𝐷𝑒𝑓𝑎𝑢𝑙𝑡 𝑅𝑎𝑡𝑒𝑡−1

+  𝑢𝑖 

 

2. 𝑅𝑒𝑡𝑢𝑟𝑛 𝑜𝑛 𝐸𝑞𝑢𝑖𝑡𝑦𝑖

=  𝛿0 +  𝛽1  𝑇𝑜𝑡𝑎𝑙 𝐶𝑎𝑝𝑖𝑡𝑎𝑙 𝑅𝑎𝑡𝑖𝑜 +  𝛽2  𝐿𝑜𝑎𝑛 𝐺𝑟𝑜𝑤𝑡ℎ

+  𝛽3  𝐼𝑛𝑓𝑙𝑎𝑡𝑖𝑜𝑛 𝑅𝑎𝑡𝑒𝑡−1 +  𝛽4  𝐶ℎ𝑎𝑛𝑔𝑒 𝑖𝑛 𝐺𝐷𝑃 𝑅𝑎𝑡𝑒𝑡−1

+   𝛽5  𝑈𝑛𝑒𝑚𝑝𝑙𝑜𝑦𝑚𝑒𝑛𝑡 𝑅𝑎𝑡𝑒𝑡−1 +  𝑢𝑖  

 

The regression of the effect of capital requirements on net interest margin for all banks:  

 

3. 𝑁𝑒𝑡 𝐼𝑛𝑡𝑒𝑟𝑒𝑠𝑡 𝑀𝑎𝑟𝑔𝑖𝑛𝑖

=  𝛿0 +  𝛽1  𝑇𝑜𝑡𝑎𝑙 𝐶𝑎𝑝𝑖𝑡𝑎𝑙 𝑆𝑢𝑟𝑝𝑙𝑢𝑠 +  𝛽2  𝐿𝑜𝑎𝑛 𝐺𝑟𝑜𝑤𝑡ℎ

+  𝛽3  𝑅𝑒𝑝𝑜 𝑅𝑎𝑡𝑒𝑡−1 +  𝛽4 𝐶ℎ𝑎𝑛𝑔𝑒 𝑖𝑛 𝐷𝑒𝑓𝑎𝑢𝑙𝑡 𝑅𝑎𝑡𝑒𝑡−1

+  𝑢𝑖 

 

4. 𝑁𝑒𝑡 𝐼𝑛𝑡𝑒𝑟𝑒𝑠𝑡 𝑀𝑎𝑟𝑔𝑖𝑛𝑖

=  𝛿0 +  𝛽1  𝑇𝑜𝑡𝑎𝑙 𝐶𝑎𝑝𝑖𝑡𝑎𝑙 𝑆𝑢𝑟𝑝𝑙𝑢𝑠 +  𝛽2  𝐿𝑜𝑎𝑛 𝐺𝑟𝑜𝑤𝑡ℎ

+  𝛽3  𝐼𝑛𝑓𝑙𝑎𝑡𝑖𝑜𝑛 𝑅𝑎𝑡𝑒𝑡−1 +  𝛽4  𝐶ℎ𝑎𝑛𝑔𝑒 𝑖𝑛 𝐺𝐷𝑃 𝑅𝑎𝑡𝑒𝑡−1

+   𝛽5  𝑈𝑛𝑒𝑚𝑝𝑙𝑜𝑦𝑚𝑒𝑛𝑡 𝑅𝑎𝑡𝑒𝑡−1 +  𝑢𝑖 

 

4.1.7 Interview selection 

To achieve deeper insight and first-hand information on the effects of capital requirements on 

banks, I performed interviews with representatives from one large bank and one niche bank. To 

get further insights in how the Swedish banking sector are managing these capital requirements 

from a national point of view, an interview with a representative from the Riksbank was also 

conducted. The presented large bank is Handelsbanken and their respondent is working in the 

regional office in Malmö. The respondent is a controller at the capital unit in the financial depart-

ment. The presented niche bank is Skandiabanken and their respondent is working at their head 

office in Stockholm as the Chief Financial Officer (CFO). Both respondents have a lot of 
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knowledge in this area, as they both hold positions, where they face capital requirements on a 

daily basis. They also have a good overview of the Swedish banking sector and I could make 

conclusions on the general differences between larger banks and smaller banks to a greater extent 

thanks to the interviews. Through the interviews, I also gained further insights into Sweden’s 

financial stability, the future of capital requirements and the threats to the economy.  

4.1.8 Interview Respondents  

Tomas Edlund, adviser at the financial stability department, was the interview respondent from 

the Riksbank. He has a PhD in mathematics and he mainly works with enquiries regarding capital 

and banking regulations. Since Stefan Ingves, the governor of the Riksbank, is the chairman of 

the Basel Committee, Tomas Edlund and his colleges are very involved in the Basel Committee’s 

work. The respondent is being employed by the Riksbank since 2011, and previously he worked 

for the Swedish Financial Supervisory Authority.  

 

Anders Jonasson was the interview respondent from Handelsbanken. He is a controller at the 

finance department at the regional head office in Malmö. One of his main tasks is to perform 

various capital calculations and since Handelsbanken is so decentralised, he also helps the local 

branches with their calculation needs in more complicated cases as well. Anders Jonasson has 

been working full time in the bank since 1996 and he has been working for the finance department 

since 2002.  

 

Lennart Erlandson was the interview respondent from Skandiabanken. He is the chief financial 

officer (CFO) of Skandiabanken and his main responsibilities is the overall finance function and 

the overall profitability of the bank. The respondent has been the CFO since October 2015 and he 

worked previously as the CFO of SEB Kort group.  

4.1.9 Interview Execution  

The interviews were conducted using the semi-structured approach. This approach is flexible and 

the questions remain open which gives the respondent the freedom to answer in their own terms 

and show their full knowledge (Schmidt, 2004). Since the purpose of this study is to describe and 

explain the relation of changes in capital requirements on the profitability of Swedish banks, a 

semi-structured interview approach with open-end questions allows the respondent to share in-

formation in the most suitable way.  
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I performed the interviews with each bank’s representative personally. A structured interview 

guideline was established to answer the research questions, where the questions were partly de-

rived from the theoretical framework and the capital regulation framework. To prepare the re-

spondents, the interview questions were sent three days in advance to the interviewees which 

made it possible for them to prepare and to answer precisely and give more details. The questions 

and the interviews were carried out in Swedish, since the native language would reduce the risk 

of misunderstanding between the respondents and me and it would give the respondents more 

freedom to express themselves. The question guideline for all three interviews is placed in the 

appendix.  
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5 Empirical Findings 

5.1 Results from Regressions 

5.1.1 Capital Requirements and Return on Equity 

The Tier 1 Capital Ratio and the Total Capital Ratio are all negatively correlated with the Return 

on Equity for regressions including all banks, large banks and niche banks separately.  

 

The results from the regressions of the capital requirement ratios, bank characteristics and macro 

characteristics on the return on equity are presented in Table 12 and Table 13 for all banks, large 

banks and niche banks separately.  

 

Table 12. Regression Model 1 on Capital Ratios and Return on Equity.  

 

 

In Table 12 above and Table (following page), in regressions 1.2-1.3 and 4.2-4.3 for all banks, 

the tier 1 capital ratio and the total capital ratio all indicate a negative and statistically significant 

relationship between the dependent variable and the independent capital requirement variables. 

The CET1 capital ratio in regression 1.1 and 4.1 indicate a very small and negative relationship, 

however, the coefficients are insignificant. This is most likely due to the few number of observa-

tions, since many of the banks did not start to publish their CET1 capital ratios before year 2008. 

The results from the regressions for all banks suggest that the return on equity will decrease as 

the banks increase their capital requirement ratios. When the total capital ratio is used as the in-

dependent variable (regression 1.3 and 4.3), the coefficient is -0.316 (-0.309). This indicates that 

if one of the banks increase their total capital ratio with one percentage point, the return on equity 

will decrease with 0.316 (0.309) percentage points. When the tier 1 capital ratio is used as the 

independent variable, the coefficient is -0.327 (-0.344) for regressions 1.2 and 4.2. These ratios 

have a very low significance at the one percent level. According to the pecking order theory by 

Variables

1.1     

Return On 

Equity - All 

Banks

1.2     

Return On 

Equity - All 

Banks

1.3     

Return On 

Equity - All 

Banks

2.1     

Return On 

Equity - 

Large 

Banks

2.2     

Return On 

Equity - 

Large 

Banks

2.3     

Return On 

Equity - 

Large 

Banks

3.1     

Return On 

Equity - 

Niche 

Banks

3.2     

Return On 

Equity - 

Niche 

Banks

3.3     

Return On 

Equity - 

Niche 

Banks

Capital Requirement Ratios

CET 1 Capital Ratio -0.060 0.180 -0.044

Tier 1 Capital Ratio  -0.327 *  -0.342 **  -0.355 *

Total Capital Ratio  -0.316 *  -0.262 ***  -0.276 **

Bank Characteristics

Loan Growth 0.389  -0.326 *  -0.296 * 0.518 -0.084 -0.070 0.478  -0.386 * -0.339 *

Macro Characteristics

Repo Rate -0.308  -0.248 *  -0.173 ** -0.136 -0.115 -0.065 -0.438 -0.315 * -0.217 ***

Change in Default Rate -0.274 -0.086 -0.085 *** -0.167 -0.530 * -0.539 * -0.263 0.092 0.016

Adjusted R Square 0.136 0.156 0.171 0.212 0.318 0.291 0.116 0.200 0.169

F-Test 0.023 0.000 0.000 0.029 0.000 0.000 0.199 0.001 0.003

Number of Observations 54 134 134 32 66 66 21 67 67

Number of Banks 8 8 8 4 4 4 4 4 4

 0.01 > *, 0.05 > **, 0.10 > ***
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Myers and Majluf (1984), capital of higher quality is more expensive compared to the lower qual-

ity one. The coefficients for the tier 1 capital ratio is higher than for the coefficient for the total 

capital ratio validates the pecking order hypothesis. Since the CET1 capital ratio is insignificant 

due to an insufficient amount of observations, it is hard to tell if this ratio would contradict the 

hypothesis.  

 

In Table 12 (previous page) and Table 13 below, in regressions 2.2-2.3 and 5.2-5.3 for large 

banks, the tier 1 capital ratio and the total capital ratio all indicate a negative and statistically 

significant relationship between the return on equity and the independent capital requirement var-

iables. However, compared to the regression on all banks, the ratios in regression 2.2, 5.2 and 5.3 

have a significance at the five percent level whilst the significance for regression 2.3 is at the ten 

percent level. The CET1 capital ratio is also insignificant in these regressions. The results from 

the regressions for large Swedish banks suggest that the return on equity will decrease as the 

banks increase their capital requirement ratios. When total capital ratio is used as the independent 

variable (regression 2.3 and 5.3), the coefficient is -0.262 (-0.297). This indicates that if one of 

the large banks increase their total capital ratio with one percentage point, the return on equity 

will decrease with 0.262 (0.297) percentage points. The results on the tier 1 capital ratio also 

validates the pecking order theory by Myers and Majluf (1984). Their coefficient is -0.342 (-

0.373) for regression 2.2 and 5.2 which shows that the tier 1 capital ratio affects the return on 

equity more than the total capital ratio does.  

 

Table 13. Regression Model 2 on Capital Ratios and Return on Equity.  

 

 

Variables

4.1           

Return on 

Equity - All 

Banks

4.2           

Return on 

Equity - All 

Banks

4.3           

Return on 

Equity - All 

Banks

5.1           

Return on 

Equity - 

Large 

Banks

5.2           

Return on 

Equity - 

Large 

Banks

5.3           

Return on 

Equity - 

Large 

Banks

6.1           

Return on 

Equity - 

Niche 

Banks

6.2           

Return on 

Equity - 

Niche 

Banks

6.3           

Return on 

Equity - 

Niche 

Banks

Capital Requirement Ratios

CET 1 Capital Ratio -0.024 0.095 -0.019

Tier 1 Capital Ratio  -0.344 * -0.373 ** -0.338 *

Total Capital Ratio -0.309 * -0.297 ** -0.266 **

Bank Characteristics

Loan Growth 0.356 -0.323 * -0.299 * 0.502 0.039 0.051 0.439 -0.354 * -0.340 *

Macro Characteristics

Inflation Rate -0.408 -0.030 -0.066 -0.301 -0.420 * -0.449 * -0.517 0.100 0.072

Change in GDP rate 0.198 -0.020 0.020 0.136 0.326 * 0.347 * 0.169 -0.158 -0.114

Unemployment Rate -0.035 0.219 ** 0.116 0.095 0.095 0.026 -0.123 -0.263 *** 0.155

Adjusted R Square 0.151 0.138 0.145 0.257 0.334 0.315 0.044 0.172 0.146

F-Test 0.022 0.000 0.000 0.021 0.000 0.000 0.356 0.005 0.011

Number of Observations 54 134 134 32 66 66 21 67 67

Number of Banks 8 8 8 4 4 4 4 4 4

 0.01 > *, 0.05 > **, 0.10 > ***
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In Table 12 and Table 13 (previous page), in regressions 3.2-3.3 and 6.2-6.3 for niche banks, the 

tier 1 capital ratio and the total capital ratio all indicate a negative and statistically significant 

relationship between the return on equity and the independent capital requirement variables. In 

comparison to the regressions for large banks, the ratios in 3.2 and 6.2 have a significance at the 

one percent level whilst regressions 3.3 and 6.3 have a significance at the five percent level. This 

indicates that the independent capital requirement variables of niche banks are more significant 

for explaining the dependent variable, compared to the larger banks. When the total capital ratio 

is used as an independent variable (regression 3.3 and 6.3), the coefficient is -0.276 (-0.266) which 

is in between the coefficients of the large banks using the same models. This implies, that if one 

of the niche banks increase their total capital ratio with one percentage point, the return on equity 

will decrease with 0.276 (0.266) percentage points. When the tier 1 capital ratio is used as an 

independent variable, (regression 3.2 and 6.2) the coefficient is -0.355 (-0.338). As seen in the 

previous regressions on all banks and larger banks, the regressions on niche banks also validate 

the pecking order theory that capital of higher quality is more expensive than capital of lower 

quality.   

 

The results from the regressions of capital requirement ratios on return on equity are in line with 

the findings from Osborne, Fuertas and Milne (2009). The authors found that a capital require-

ment ratio below target is positively correlated with the return on equity, and that a capital re-

quirement ratio above target is negatively associated with the return on equity. This is consistent 

with the trade-off theory by Kraus and Litzenberger (1973), which suggests that banks may be 

able to improve their profitability by increasing capital ratios under stressed conditions, and de-

creasing capital ratios below the target level under normal conditions. 

5.1.2 Capital Requirements and Net Interest Margin 

The Tier 1 Capital Ratio and the Total Capital Surplus Ratio are all positively correlated with 

the Net Interest Margin for regressions including all banks, large banks and niche banks sepa-

rately. 

 

The results from the regressions of the capital requirement ratios, bank characteristics and macro 

characteristics on the net interest margin are presented in Table 14 and Table 15 for all banks, 

large banks and niche banks separately. 
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Table 14. Regression Model 3 on Capital Ratios and Net Interest Margin.  

 

 

In Table 14 above, in regressions 7.2-7.3 for all banks, the tier 1 capital ratio and the total capital 

surplus ratio all indicate a positive and statistically significant relationship between the dependent 

variable and the independent capital requirement variables. In Table 15 (following page), in re-

gressions for all banks, only the total capital surplus ratio (regression 10.3) yield a positive and 

statistically significant relationship between the dependent variable and the independent variable. 

The results from the regressions for all banks suggest that the net interest margin will increase as 

the banks increase their capital requirement ratios. When the regression models main capital re-

quirement ratio, the total capital surplus ratio is used as the independent variable (regression 7.3 

and 10.3), the coefficient is 0.235 (0.210). This indicates that if one of the banks increase their 

total capital surplus ratio with one percentage point, the change in net interest margin will increase 

with 0.235 (0.210) percentage points. The total capital surplus ratio has a very low significance 

at the one percent level for both regressions. When the tier 1 capital ratio is used as the independ-

ent variable, only regression 7.2 is significant (at the ten percent level). The coefficient for the 

variable is then 0.161, which indicates that the tier 1 capital ratio has less of an impact on net 

interest margin when looking at data for all banks. The CET1 capital ratio is insignificant in both 

regressions due to an insufficient amount of observations.  

 

In Table 14 above and Table 15 (following page), in regressions 8.1-8.3 and 11.1-11.3 for large 

banks, the CET1 capital ratio, the tier 1 capital ratio and the total capital surplus ratio all indicate 

a positive but statistically insignificant relationship between the net interest margin and the inde-

pendent capital requirement variables. The regressions on the tier 1 capital ratio and the total 

capital surplus ratio also have a p-value of the F-statistic of above ten percent which suggests that 

Variables

7.1               

Net Interest 

Margin - 

All Banks

7.2               

Net Interest 

Margin - All 

Banks

7.3               

Net Interest 

Margin - All 

Banks

8.1               

Net Interest 

Margin - 

Large 

Banks

8.2               

Net Interest 

Margin - 

Large 

Banks

8.3               

Net Interest 

Margin - 

Large 

Banks

9.1               

Net Interest 

Margin - 

Niche 

Banks

9.2               

Net Interest 

Margin - 

Niche 

Banks

9.3               

Net Interest 

Margin - 

Niche 

Banks

Capital Requirement Ratios

CET 1 Capital Ratio 0.308 0.412 0.297

Tier 1 Capital Ratio 0.161 *** 0.275 0.144

Total Capital Surplus 0.235 * 0.253 0.229 **

Bank Characteristics

Loan Growth -0.236 0.586 * 0.582 * -0.130 0.183 0.178 -0.322 0.636 * 0.633 *

Macro Characteristics

Repo Rate 0.336 0.124 0.097 0.690 0.235 0.209 0.095 0.123 0.087

Change in Default Rate -0.052 -0.016 0.012 -0.213 -0.120 -0.117 0.155 -0.109 -0.070

Adjusted R Square 0.093 0.313 0.348 0.242 0.036 0.035 0.008 0.335 0.372

F-Test 0.064 0.000 0.000 0.018 0.188 0.192 0.415 0.000 0.000

Number of Observations 54 127 127 32 63 63 21 63 63

Number of Banks 8 8 8 4 4 4 4 4 4

 0.01 > *, 0.05 > **, 0.10 > ***
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capital requirement ratios do not have an impact on the net interest margin for large Swedish 

banks. The low adjusted R square value also indicates the low impact of capital requirement ratios 

on net interest margin. As the Handelsbanken’s respondent clarified in the interview, the large 

banks are more or less forced to keep the same net interest margin, since if they increase them by 

just ten points, they will many clients, which could be a potential explanation to the fact that 

capital requirement ratios have not had a direct impact on the net interest margin. These are 

Kashyap, Stein and Hanson disoveries (2010), where the authors did not find a significant rela-

tionship between increased capital requirements and the net interest margin for large financial 

institutions. 

 

Table 15. Regression Model 4 on Capital Ratios and Net Interest Margin.  

 

 

In Table 14 (previous page) and Table 15 above, in regressions 9.1-9.3 and 12.1-12.3 for niche 

banks, the CET1 capital ratio, the tier 1 capital ratio and the total capital surplus ratio all indicate 

a positive relationship between the net interest margin and the independent capital requirement 

variables. However, only the total capital surplus ratio indicates a statistically significant relation-

ship with a significance at the five percent level. When the total capital surplus ratio is used as 

the independent variable, (regression 9.3 and 12.3) the coefficient is 0.229 (0.207). This indicates 

that if one of the niche banks increase their total capital surplus ratio with one percentage point, 

the change in net interest margin will increase with 0.229 (0.207) percentage points. The regres-

sions on the tier 1 capital ratio and the total capital surplus ratio all have a p-value of the F-statistic 

at the one percent level which suggests that capital requirement ratio actually do have an impact 

on the net interest margin for niche banks. The adjusted R square is between 0.335 and 0.404 

(regressions 9.2-9.3 and 12.2-12.3) which indicates a rather high impact of capital requirement 

Variables

10.1               

Net Interest 

Margin - 

All Banks

10.2               

Net Interest 

Margin - All 

Banks

10.3               

Net Interest 

Margin - All 

Banks

11.1            

Net Interest 

Margin - 

Large 

Banks

11.2            

Net Interest 

Margin - 

Large 

Banks

11.3            

Net Interest 

Margin - 

Large 

Banks

12.1           

Net Interest 

Margin - 

Niche 

Banks

12.2           

Net Interest 

Margin - 

Niche 

Banks

12.3           

Net Interest 

Margin - 

Niche 

Banks

Capital Requirement Ratios

CET 1 Capital Ratio 0.244 0.288 0.344

Tier 1 Capital Ratio 0.104 0.005 0.078

Total Capital Surplus 0.210 * 0.166 0.207 **

Bank Characteristics

Loan Growth -0.194 0.591 * 0.597 * 0.135 0.284 ** 0.208 -0.308 0.651 * 0.669 *

Macro Characteristics

Inflation Rate 0.315 -0.068 -0.049 0.43 0.241 0.254 0.382 -0.184 -0.16

Change in GDP rate 0.124 0.132 *** 0.122 0.273 0.062 -0.136 -0.165 0.235 ** 0.222 **

Unemployment Rate 0.106 0.000 0.012 0.099 0.271 -0.260 0.223 0.001 0.026

Adjusted R Square 0.074 0.314 0.348 0.177 0.050 0.042 0.013 0.364 0.404

F-Test 0.119 0.000 0.000 0.065 0.157 0.190 0.420 0.000 0.000

Number of Observations 54 127 127 32 63 63 21 63 63

Number of Banks 8 8 8 4 4 4 4 4 4

 0.01 > *, 0.05 > **, 0.10 > ***
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ratios on net interest margin for niche banks compared to the larger banks. These are the outcomes 

by Berger and Bouwman (2013), where higher proportion of capital improves profitability of 

small banks at all times, whilst it only improves the profitability of larger banks during financial 

crises.  

5.1.3 Control Variables 

None of the control variables are consistently statistically significant throughout the regressions. 

This could be because of the short time horizon and few observations of the sample (Francis & 

Osborne, 2009). However, the bank specific variable, loan growth, is the variable that is statisti-

cally significant in most regressions.  

5.1.4 Regressions on Return on Equity 

In the regressions of the impact on capital requirement ratios on return on equity, some variables 

often yield significant results. The variable loan growth is negatively correlated and statistically 

significant with the return on equity in regressions 1.2-1.3 and 4.2-4.3 for all banks and regres-

sions 3.2-3.3 and 6.2-6.3 for niche banks. The results from the regressions for all banks, and for 

niche banks separately, suggest that the return on equity will decrease as the banks loans to the 

public grow. The variable loan growth for the above regressions is substantial with a significance 

at the one percent level. The coefficient is between -0.296 and -0.386. These results support the 

finding of Dietrich and Wanzenried (2011), who discovered that loan growth is one of five factors, 

which affect a bank’s profitability the most. The authors also learned that the loan growth is ex-

pected to be negatively correlated with return on equity and positively correlated with the net 

interest margin. The difference between large banks and the niche banks is caused by the fact, 

that most smaller banks are more dependent on loans to the public, whilst larger banks have a 

more diversified portfolio of products and will therefore, experience less of an impact of loan 

growth.  

 

Looking at the Repo rate, the variable is also negatively correlated and statistically significant 

with the return on equity in regressions 1.2-1.3 for all banks, and regressions 3.2-3.3 for niche 

banks. The results from the regressions for all banks, and for niche banks separately, suggest that 

the return on equity will decrease as the Repo rate increases. The variable Repo rate for the re-

gressions 1.2-1.3 is statistically significant at the one percent level. The regressions 3.2-3.3 has a 

significance at the one percent level when the tier 1 capital ratio is used as an independent varia-

ble, and a significance at the ten percent level when the total capital ratio is used as an independent 

variable. The coefficients are between -0.173 to -0.248 for all banks, and between -0.217 to -0.315 
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for niche banks. However, since the Repo rate is negative in Sweden, it is difficult to draw con-

clusions of the real impact that it has on the profitability of Swedish banks. As the respondent 

from Skandiabanken explained, it is hard to say exactly how the negative Repo rate affects the 

Swedish banks since there are no books or researches made to cover a negative Repo rate.  

 

The inflation rate is only statistically significant with the return on equity for large banks in re-

gressions 5.2-5.3. The variable inflation rate is negatively correlated with return on equity and 

has a significance at the one percent level and coefficients of -0.420 and -0.449. This indicates 

that if the inflation rate increases, the return on equity will decrease. The result back the results 

of Athanasoglous, Brissimis and Delis (2008), Bordeleau and Graham (2010), Tan and Floros 

(2012) researches. They found that an increased inflation could cause loan losses which could 

have a negative effect on the profitability. However, it is difficult to conclude why the inflation 

rate affect larger banks more than niche banks. 

 

The change in GDP rate variable is only statistically significant with the return on equity for large 

banks (regressions 5.2-5.3). The variable is positively correlated with return one equity and has a 

significance at the one percent level with coefficients of 0.326 and 0.347. This indicates that if 

the GDP rate is positive and increases, the return on equity will increase. The result of a positive 

correlation between change in GDP and return on equity is described in the researches done by 

Athanasoglous, Brissimis and Delis (2008), Dietrich and Wanzenried (2011) and Demirgüç-Kunt 

and Huizinga (1999). They found that the change in GDP is expected to have a positive effect on 

profitability when there are good economic times, and a negative effect on profitability when the 

economy is in a recession. The inflation rate and the change in GDP seem to have a bigger impact 

on the larger banks return on equity, implying that the banks are more vulnerable to macroeco-

nomic externalities. As the respondent from the Riksbank suggested, the larger banks are a little 

bit more vulnerable in this perspective than smaller niche banks that have a lower level of external 

market funding.   

 

The change in default rate is also statistically significant with the return on equity for large banks 

(regression 2.2-2.3). The variable is negatively correlated with the return on equity and has a 

significance at the one percent level with coefficients of -0.530 and -0.539. This indicates that if 

the change in default rate decreases, the return on equity will increase. These findings are in line 

with the studies done by Mirzaei, moore and Liu (2013) and by Bolt, De Haan, Hoeberichts, Van 

Oordt and Swank (2012). They suggest that the variable change in default rate is negatively cor-

related with overall profitability, since increased defaults lead to increased credit losses, which in 

turn affects the profitability negatively.  
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The unemployment rate on the other hand is only significant in regression 4.2 on all banks and 

6.2 on niche banks. It has a positive correlation with return on equity, however, the significance 

level of the variable is only between five and ten percent. This implies that the unemployment 

rate has been less successful in explaining the return on equity than the other macroeconomic 

control variables. The positive correlation with return on equity also contradicts previous studies 

by Abreu and Mendes (2001) and Bordeleau and Graham (2010), which suggest that the unem-

ployment rate is negatively correlated with profitability.  

5.1.5 Regressions on Net Interest Margin 

In the regressions of the impact of capital requirement ratios on net interest margin, only the 

variable loan growth often produces significant results. Loan growth is positively correlated and 

statistically significant with the net interest margin in regressions 7.2-7.3 and 10.2-10.3 for all 

banks, regression 11.2 for large banks and regressions 9.2-9.3 and 12.2-12.3 for niche banks. The 

results from the regressions suggest that the net interest margin will increase as the bank’s loans 

continue to grow.  The variable loan growth for the above regressions is statistically significant 

at the one percent level for the regressions on all banks and niche banks separately, and at the five 

percent level in the regression for large banks. The coefficient is between 0.582 and 0.597 for all 

banks, 0.178 and 0.284 for large banks and between 0.633 and 0.669 for niche banks. These dis-

coveries were made by Dietrich and Wanzenried (2011), who found, that the loan growth is ex-

pected to be positively correlated with the net interest margin. From these results, one can clearly 

see that the growth in loans affects the net interest margin of niche banks more than the large 

banks.  

 

The Repo rate is positively correlated with the net interest margin, however, the variable is insig-

nificant in all regressions on the net interest margin. This implies that the Repo rate has not had 

any real impact on the net interest margin for the Swedish banks. One reason can be the fact, that 

Sweden has experienced a negative Repo Rate in the last couple of years. 

 

The inflation rate produces some mixed results. The variable is negatively correlated with all 

banks and niche banks separately, while it is positively correlated with the large banks. However, 

the variable is insignificant in all regressions on the net interest margin. According to Athanaso-

glous, Brissimis and Delis (2008), Bordeleau and Graham (2010), Tan and Floros (2012), antici-

pated inflation rates can have a positive impact on profitability, whilst unexpected raises in infla-

tion could have a negative impact on profitability. This indicates that the large banks might be 

better than niche banks in anticipating raises in inflation.   
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The change in GDP rate variable is statistically significant with the net interest margin for all 

banks in regression 10.2 and niche banks in regressions 12.2-12.3. The variable is positively cor-

related with the net interest margin and has a significance at the five percent level for niche banks 

and below ten percent for all banks. These outcomes support the findings of Kashyap, Stein and 

Wilcox (1996). The authors learned that GDP is positively correlated with interest rates on loans, 

since better economic conditions increase the number of profitable project and hence, increase 

the demand for credit, which gives banks the incentive to increase the margins.   

 

The change in default rate is negatively correlated with the net interest margins for large banks 

and niche banks separately. However, the variable is statistically insignificant with all regressions 

on the net interest margin. The unemployment rate has some mixed results with the net interest 

margin but it is also statistically insignificant in all regressions. This implies that the change in 

default rate and the unemployment rate has no significant effect on the net interest margins for 

Swedish banks during the time period of 1999-2015.  

5.1.6 Robustness Checks – Changing Variables 

To validate the results from the regressions, two types of robustness tests were performed. The 

first approach was to change a set of control variables. This was performed by swapping the 

lagged Repo rate and the lagged change in default rate, with the other control variables including 

lagged inflation rate, lagged change in GDP rate and lagged unemployment rate. This can be seen 

in the changes made from regression model 1 to regression model 2 for return on equity, and 

regression model 3 to regression model 4 for net interest margin.  The change of control variables 

can be seen throughout Table 12 to Table 15, and through regression 1.1 to 12.3. The control 

variables in the different models were chosen both according to previous studies and by analysing 

the correlation matrix.  

 

Regressions on return on equity for all banks, yielded the same results. In regression 1.2-1.3 and 

4.2-4.3 for the independent capital requirement ratios, all variables remain negative and statisti-

cally significant. In the regressions on return on equity for large banks, the independent variables 

give approximately the same result. The only variable that changed was the total capital ratio in 

regression 5.3 which went from significance at the five percent level to a significance at the ten 

percent level in regression 2.3. In the regression on return on equity for niche banks, the inde-

pendent variables remained statistically significant at the same percent level.  

 

The regressions on net interest margin for all banks, brought approximately the same results when 

changing control variables. The regressions 7.3 and 10.3 remain the same whilst the tier 1 capital 
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ratio becomes insignificant in regression 10.2 compared to in regression 7.2 where it is statisti-

cally significant at the ten percent level. In the regression on net interest margin for large banks, 

all regressions remain statistically insignificant. In the regression for niche banks, changing con-

trol variables gives the same results. The total capital surplus is still statistically significant at the 

five percent level whilst the tier 1 capital ratio still is insignificant. Overall, the conclusion reached 

of the impact of capital requirement ratios on the profitability ratios, return on equity and net 

interest margin remains the same. 

5.1.7 Robustness Checks - Winsorise Dependent Variables 

The second approach in order to validate the regression results is to winsorise both dependent 

variables (return on equity and net interest margin) at the 1.54 percent level. The approach of 

winsorising was first introduced in an article by Tukey (1962). Winsorisation is the transformation 

of some data to limit extreme value and to reduce the effect of some extreme outliers. Avanza had 

outliers in both the data for return on equity and the net interest margin, both recorded for the year 

2001. Swedbank on the other hand, had one outlier in the data for return on equity recorded in 

2009, and two outliers in the data for net interest margin, recorded in 2005 and 2006. Due to the 

number of observations available in the dataset, the winsorisation was performed at the 1.54 per-

cent level which means that all data below the 0.77 percentile and above the 99.26 percentile, 

would be set to the 0.77 percentile and 99.26 percentile respectively. The results from the winso-

risation are presented in Table A1 to Table A8. The winsorisation process was only performed on 

data sets on large banks and niche banks separately. The common equity tier 1 ratio (CET1 capital 

ratio) was removed from the winsorisation process due to the few observations obtained from the 

banks.   

 

The results in the winsorised regressions on return on equity for large banks, improves the signif-

icance level in the regressions when the tier 1 capital ratio is used in 13.1 and 14.1, and when the 

total capital ratio is used in 13.2. In regression 14.2, the significance level remains the same. For 

niche banks, the regressions remain the same when the tier 1 capital ratio is used as an independent 

variable, whilst the total capital ratio becomes statistically insignificant. This suggests that the tier 

1 capital ratio is better at projecting the return on equity than the total capital ratio is at a the 1.54 

percent level.  

 

The results in the winsorised regressions on net interest margin for large banks, improves the 

significance level in regressions 15.1 and 15.2 while it remains the same in regressions 16.1 and 

16.2. For niche banks, the regressions 19.1 and 19.2 becomes statistically significant when the 

tier 1 capital ratio is used as an independent variable, whilst the total capital surplus ratio becomes 
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statistically insignificant when it is used as the independent variable. This suggests that the tier 1 

capital ratio is better at projecting the net interest margin for niche banks, while this value remains 

the same for the large banks.  

5.2 General Challenges of Capital Regulations 

5.2.1 The Riksbank Interview Response 

The respondent explains that one of the most important functions of capital regulations is that the 

capital requirements exist in general. One of the reasons for that is to protect the taxpayers from 

bank bailouts. The bank’s equity is used as a buffer to protect the depositors, it is the banks equity 

that should be used in harsh times and not the depositors and taxpayer’s money. 

 

The Swedish banks got the permission to use the Internal Ratings Based Approach (IRB) early. 

This has made it possible for them to decrease their risk-weighted assets heavily which has meant 

that they have always coped with the international capital requirements. The IRB approach allows 

banks to apply their own internal rating for risk weighting. This approach estimates the probability 

of default associated with its own customers. The Basel framework sets capital requirements as a 

percentage of risk-weighted assets, but since Sweden probably have the lowest risk-weighted as-

sets in the world, the capital requirements measured in Swedish kronor becomes very low. There-

fore, the Swedish Financial Supervisory Authority tries to compensate for that by having higher 

capital requirements for Swedish banks.  

 

The capital requirements by Basel III and by the Swedish authorities have certainly implied in-

creased costs for the banks. Nowadays, the banks need to have a large number of employees that 

only works with the reporting to the Swedish Financial Supervisory Authority and with the com-

pliance of capital regulations, which definitely is pricey and time consuming. The four large Swe-

dish banks and two niche banks, SBAB and Länsförsäkringar have permission to use the IRB 

approach. This method implies much higher compliance costs than the Standardised Approach 

but also gives the advantage to banks to calculate their own risk-weights, which often is lower 

than it would have been during the Standardised Approach. Other smaller banks like Avanza and 

Skandiabanken, which use the Standardised Approach, have significantly less staff working with 

these queries and therefore, lower compliance costs than the banks using the IRB approach. How-

ever, they have higher risk-weights compared to the larger banks, implying that they must retain 

higher capital amounts. Looking at it from a national economic perspective, the costs are not that 

high compared with the benefits that these regulations contribute with.   
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The respondent explains that the Riksbank sees deficiencies with the capital regulations today and 

in particular, the implementation of internal calculation models in Sweden. For the time being, 

banks are calculating their capital requirements by themselves. The Riksbank would like to have 

security stops, so that the risk-weighted assets cannot drop below a certain level. Another issue is 

caused by the internal models, which are triggering a competitive advantage for the banks that are 

allowed to use the IRB approach. When the large banks are lending money to businesses, they 

only have to keep one third of the capital with the IRB method, whilst niche banks that use the 

Standardised Approach have to keep a lot more. 

5.2.2 Handelsbanken Interview Response  

The respondent explains that the hardest part of the introduction of Basel III was the timeline. 

The challenge and the issue caused by it, is that Handelsbanken has already started to take height 

for these requirements, even though the official timetable is not in place. The equity, that needs 

to be put into higher capital levels could have been used in more profitable ways. The tricky thing 

is that Handelsbanken do not know how much it is going to affect them compared to other banks. 

Ultimately, this complicates the pricing mechanism.  

 

Anders Jonasson suggests that there have been both positive and negative effects of the increased 

capital requirements. Handelsbanken have almost doubled their revenue, but at the same time 

they are required to hold at least twice as much capital as before. Banks usually compare them-

selves with other banks through the return on equity, and even if Handelsbanken have doubled 

their profits, the equity has increased twice in size as well which gives Handelsbanken the same 

return on equity rate. The costs of the capital requirements come through the increased work force 

that must do all the calculations and reports to the Swedish Financial Supervisory Authority.  

 

Handelsbanken were very positive about leaving Basel I. In Basel I, all credits were treated the 

same and had to have the same risk-weights, even though some customers were much more secure 

than the others. Throughout the years, Handelsbanken always had the safest credit stock which 

can be seen by looking at the history of credit losses. Anders Jonasson was happy about the in-

troduction of Basel II since the actual risk would reflect how much capital each bank should hold. 

However, with the introduction of capital floors on risk-weights in Basel III, Anders Jonasson 

feels like they are going back to the framework of Basel I. Now, really good customers have the 

same risk-weight associated with their loans, as mediocre customers. The banks that have lower 

risk-weights among their clients from the beginning, will suffer more from the new framework. 
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5.2.3 Skandiabanken Interview Response  

Lennart Erlandson has been in the banking business for quite a few years, and in his opinion, the 

transition between Basel II and Basel III was not particularly special. It was really just a continu-

ation of the existing regulatory framework. Sweden is highly regulated compared to other coun-

tries and the new capital requirements have generally implied an increased workforce to comply 

with the regulations.  

 

From a rating perspective, the increased capital that the banks have to keep is positive since banks 

can give a signal effect to the market, which makes them able to finance themselves cheaper. 

However, in terms of pricing, it is bad for the customers since banks will keep their margins. The 

Swedish politicians and the Swedish Financial Supervisory Authority have discussed the margins 

on the housing mortgages. They think that the risk-weights are too low and that the margins banks 

are charging to their customers are too high. On the other hand, banks think that they have very 

high risk-weights today which requires more capital that costs more money.  

 

Lennart Erlandson does not see any major positive effects of the increased capital requirements, 

except the signal effect to the market. An increased capital base generally means a higher required 

return, if one considers dividends to shareholder as an expense, it is an increased cost of having a 

larger capital base. In addition to that, the increased administration, reporting and monitoring of 

capital requirements have also increased the overall costs.   

5.3 Capital Requirements and Capital Ratios 

5.3.1 The Riksbank Interview Response 

The main Swedish banks’ gross solidity ratio have been around four percent from a historic per-

spective, which is extremely low compared to other companies. Generally, the smaller the bank, 

the better they comply with the capital requirements and the more excess capital they have. How-

ever, smaller banks often do not have a well accomplished risk control function. The respondent 

clarifies that the banks should keep capital ratios at a respectful distance to the minimum require-

ments. If the banks were just on the edge to satisfy the requirements and suddenly made losses, 

different recovery plans would be activated and this is an unwanted scenario. 

 

Tomas Edlund explains, that in the Riksbank’s opinion, the individual capital requirements on 

each Swedish bank set by the Swedish Financial Supervisory Authority are too low. The Riksbank 
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desires higher requirements, especially for the four large banks. They believe that it is economi-

cally most suitable to have higher proportions of equity. When banks make losses, the Riksbank 

wants a proper airbag of capital so that the bank managers take the hit and not the society.  

 

When it comes to the countercyclical buffer, the respondent feels that the requirement is too low 

in Sweden compared to other requirements set by the Swedish authorities. That means that they 

countercyclical buffer probably has not made a huge impact on the banks, except for a small 

impact on the banks margin. The buffer is only 2% of risk-weighted assets which often means 

that the banks already meet the requirements through their safety buffers. However, the introduc-

tion of the stability fund has probably had a larger impact on the banks. The Riksbank believes 

that the fee paid to the government is reasonable from a social perspective.  

5.3.2 Handelsbanken Interview Response  

The Swedish Financial Supervisory Authority examines each bank and in late September, they 

did their latest judgement including the new increased requirements. Handelsbanken were sup-

posed to hold 21.1% total capital to risk-weighted assets and in Handelsbanken’s latest report, 

they have a ratio of 24%. Handelsbanken have decided that they want to have an airbag of capital 

of 1% to 3%, and they are keeping that percentage as it is now. Anders Jonasson feels that the 

Swedish Financial Supervisory Authority have not set reasonable capital requirements on Han-

delsbanken. When Handelsbanken measure the risk-weights themselves through the Internal Rat-

ings Based Approach (IRB), they suggest that they should have much lower capital. Their mort-

gage portfolio should have a risk-weight of only 6% when they calculate it themselves, but the 

capital floor has been raised to 25% which is more than four times the actual risk-weights that 

Handelsbanken have measured. The banks with large mortgage portfolios like Handelsbanken 

and Swedbank have suffered the most from this increase according to Anders Jonasson. This is 

also one of the biggest flaws with the current framework, that the actual risk of each individual is 

not taken into account anymore.   

 

Handelsbanken has the best rating of all banks. With a better rating, you can borrow cheaper 

money. A better rating is gained through higher capital ratios which implies an advantage of 

keeping a higher ratio. However, the advantage of this has a limit, keeping too much capital will 

make the cheaper borrowing less worth since the cost of keeping that amount of capital will be 

higher. The disadvantage of holding a too high capital level is ultimately the return.  

 

The disadvantage that the larger banks have in comparison to the niche banks is that they have 

higher individual capital requirements. At the same time, there are many other regulations and 



 

48 
 

protocols that need to be fulfilled within the compliance area. The size of the bank can be a prob-

lem since a niche bank need to have the same functions as the larger banks, which equals a higher 

percentage cost of dealing with these regulations.  

 

The respondent explains that the introduction of the Liquidity Coverage Ratio (LCR) and the Net 

Stable Funding Ratio (NSFR) has made the overall funding more expensive. Banks must have 

larger buffers and it takes a lot of staff to deal with these ratios. Handelsbanken feel that the 

implementation of the new regulation is positive in a way, that everyone must fulfil the ratios. 

Same story also holds for the introduction of the countercyclical buffer. Handelsbanken are pos-

itive with the implementation, since all banks must comply with the buffer. However, the re-

spondent explains that the countercyclical buffer is not considered as a single ratio, rather it is a 

part of their airbag of 1% to 3%. This implies that the buffer has not caused any extra costs, but 

if the requirement was decreased, the airbag would probably decrease as well.  

5.3.3 Skandiabanken Interview Response  

Skandiabanken has a capital ratio of approximately 19% with a minimum limit from the board of 

directors of 13% to 14%. The capital requirements have been easy to fulfil according to Lennart 

Erlandson. A high capital ratio is important from a funding perspective. Previously, Skan-

diabanken was mostly funded through the public’s deposits, now about 30% through external 

capital market financing. This gives them a value of having a higher capital ratio since this will 

lead to a higher credit rating, and ultimately, lower funding costs. Lennart Erlandson explains 

further that it is unbearable to keep a capital ratio just above the minimum level. Skandiabanken 

is a fast-growing bank, the balance sheet has grown with about 10% to 12% during the first three 

quarters of 2016. If Skandiabanken would have started with minimum capital levels, the bank 

would have triggered recovery plans. 

 

Looking at the individual requirements from the Swedish Financial Supervisory Authority in-

stead, they have not been reasonable according to the CFO. Comparing the niche banks with the 

four large banks in Sweden, the respondent suggests that the increased capital requirements are 

going to have a negative impact in the long run for the niche banks. The reason behind is the fact, 

that the larger banks had an easier time attracting capital through history, so from a competitive 

situation, the niche banks will be negatively affected. 

 

When it comes to the Liquidity Coverage Ratio (LCR) and the Net Stable Funding Ratio (NSFR), 

the respondent clarifies that Skandiabanken has worked with these ratios even before they became 

official. The LCR is important based on how Skandiabanken structure the capital available and 
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the NSFR is important based on how Skandiabanken can achieve this in the long run. The ad-

vantage is, that the Swedish Financial Supervisory Authority has made it more clear, what Skan-

diabanken can have in their portfolios to fulfil these capital ratios.  

 

The introduction of the countercyclical buffer has meant that Skandiabanken needed to restructure 

their capital base. It was good in a way, because Skandiabanken needed to start a dialogue on how 

they structure their capital. The higher capital requirements implied by the countercyclical buffer 

has affected Skandiabanken’s required return. In the long run, it will affect customers through 

more expensive mortgages since banks always push these costs towards the customers. The sta-

bility fund fee is another fee that is affecting the customers through higher prices.  

 

The respondent explains, that Skandiabanken sees a lot of flaws with the current framework. 

When the Basel Committee introduced pillar I and II in Basel II, the first pillar was supposed to 

be regulatory driven whilst the second pillar was supposed to be about information and assess-

ment. However, in the new framework, a lot of the stuff that were in pillar II have been transferred 

into pillar I which means more fixed limits. It is a flaw on the basis that Skandiabanken want a 

regulatory framework, which is dynamic and that will build stable banks. The gross solidity ratio 

that has been discussed will only hurt the Nordic banks. A bank like SEB has been working very 

hard with operational risks, capital allocation and risk-weight minimisation, will lose the entire 

benefit of their advanced measurement approach (AMA). 

5.4 Profitability  

5.4.1 The Riksbank Interview Response 

It is difficult to estimate how the capital requirements have affected the profitability of banks. 

Many banks have a goal to have a return on equity of 15%, which in comparison to other compa-

nies is a very high return. The question is, what would have happened if the capital requirements 

would be lower or higher. Would their equity decrease or would the banks charge the customers 

even more to be able to achieve the goal of a return on equity of 15%? In general, the banks try 

to reach their return targets by increasing their margins, which ultimately means that they charge 

their customers a higher price.  

 

In this current regulatory atmosphere, the Riksbank does not consider the capital requirements to 

have a large impact on the net interest margin. For example, if the authorities would make a huge 

raise in the capital requirements, so that half of the liability side would consist of equity capital 

and half would be borrowing, presumably the borrowing cost would then decrease drastically. It 

would be more safe to lend but the return on equity would also drastically drop. However, the 
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banks would probably still keep the interest rates to customers and thus, the margin would in-

crease.  

 

Swedish banks are still profitable and have good profit margins. It is mainly the lack of credit 

losses in good economic times, which Sweden is experiencing now, that has made them so prof-

itable. Today, the credit losses account for 0.1% of the bank’s portfolio on an annual basis, which 

is nothing compared to what it is in a recession.  

 

If a bank is highly dependent on market financing, then it is much more vulnerable to credit losses 

compared to a small local niche bank that only have deposits from the community. If things start 

to go bad, the state deposit insurance will increase the likelihood of us keeping deposits in the 

bank. A larger bank must issue bond papers and must give them out again to re-finance their debt, 

otherwise it is game over for them. From this perspective, the larger banks are a little more vul-

nerable. 

5.4.2 Handelsbanken Interview Response  

The respondent explains that the primary measure used in banks to calculate profitability is the 

return on equity. Generally, Handelsbanken has kept a return of 15% over a very long time but as 

soon as the Basel II framework was introduced, the risk-weights dropped and banks could keep 

lower capital which led to a small rise in the return on equity. However, with the introduction of 

Basel III and the gradual increase in capital requirements, the return has started to decrease. The 

new requirements have also led to an increase in prices with 25 to 30 point that customers must 

pay. In Handelsbanken’s last measurement, the return on equity was 14% and for the first time in 

many years, not the highest among the four large banks.  

 

Looking at the net interest margin instead, Handelsbanken has experienced both decreases and 

increases in the last couple of years. With Basel I, the net interest margin was higher but with the 

implementation of Basel II, the risk-weights decreased and Handelsbanken only had a 40 points 

net margin. With the introduction of Basel III, the margin has increased again. Anders Jonasson 

explains that the capital requirements have always had an indirect impact on the net interest mar-

gin. 

 

The increased capital requirements have not had a direct impact on the banks profitability. The 

earnings have doubled, but at the same time, the bank holds much more equity than before so the 
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total profitability is the same looking at it percentage wise whilst the gross margins have in-

creased. However, the banks are charging their customers higher prices to compensate for the 

costs that capital requirements are causing. 

5.4.3 Skandiabanken Interview Response  

Skandiabanken had a pretty poor profitability in the past. The new capital requirements have in-

creased the capital base, which led to a decrease in the return on equity. When the capital base is 

growing, the return on equity drops automatically. In Skandiabanken’s case, the capital base has 

grown more than the banks revenue itself.  

 

The net interest margin on the other hand has not been affected directly if you factor in the cost 

of equity, but if you do not do that, then the gross margin would be increased. The Swedish Fi-

nancial Supervisory Authority is discussing the issue, that banks have never had such high gross 

mortgage margins. However, they do not consider that the required return from the shareholders 

have increased which has forced the banks to increase their margins. Looking at the total profita-

bility of Skandiabanken, the net profitability has not increased since it has just been a parallel 

shift to higher customer prices, but the gross profitability has increased. 

 

The CFO suggests, that the variables, which have the greatest impact on profitability is the volume 

and costs of borrowing since the bank survives through its net interest income. A macro econom-

ical variable that has affected Skandiabanken is definitely the negative Repo rate. The negative 

Repo rate has both positive and negative effects, depending on how you look at it. Skandiabanken 

has only 30% external capital funding which has become a lot cheaper since Stefan Ingves initi-

ated his experiment with negative interest rates. The banks that have more than 50% external 

capital market financing, have gained the most from the negative Repo rate. The respondent ex-

plains that the bank would want the Riksbank to increase the Repo rate as it would be the best for 

the whole economy. However, it is hard to say exactly when that is going to happen and until 

then, we are going to continue to live in an extraordinary world since there are no books or re-

search that has been done about a negative Repo rate.  

5.5 Customers, Society and Competition  

5.5.1 The Riksbank Interview Response 

It is hard to estimate how the increased capital requirements have affected customers according 

to the respondent. Many variables control what the customers must pay for their banking services. 

The Riksbank have decreased the Repo rate the last couple of years, which has had a far greater 

impact on the price the banks’ customers must pay for their bank services. The low Repo rate has 
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lowered the interest rate that customers have to pay for mortgages and other services, but simul-

taneously banks have raised their margins to cope with the costs that the higher capital require-

ments have implied. Overall, the customers have experienced lower costs even though the banks 

have increased their margins. The respondent says that according to The Riksbank’s analysis, 

higher capital requirements nowadays are of benefit to the economy. Everyone included in Swe-

den’s economy that do not want to be a part of bank losses, will benefit from this.  

 

Tomas Edlund enlightens, that there are many banks in the market. However, the market is clearly 

dominated by the four large banks. According to the respondent, there is a competition problem 

between large banks and niche banks caused by capital requirements. Large banks have an ad-

vantage through the Internal Ratings Based Approach (IRB) where they have lower risk-weights, 

and as a result, lower capital requirements compared to niche banks using the Standardised Ap-

proach. There is certainly a lot more that affects the competition negatively, but in conclusion, 

the difference between niche banks and the four large banks should not be as big as it is today. 

5.5.2 Handelsbanken Interview Response  

Anders Jonasson describes the effects, that the increased capital requirements have had on cus-

tomers. The main direct effect were increased margins and a higher price that the customers have 

to pay. However, since the Repo rate has been decreasing and the interest rates have fallen, the 

customers have experienced an overall decrease in prices. A few years ago, the customers had to 

pay 5% on a mortgage, and now they have to pay 1.5%. If it was not for the higher capital re-

quirements, they would probably only pay 1%. Ultimately, customers have experienced a de-

crease in prices, even though the banks are charging a higher margin to compensate for the in-

creased costs caused by higher capital requirements.  

 

When it comes to customers within different segments, those who are affected the most by the 

new regulations are those, who had low risk-weights and a good credit rating, which has mostly 

affected the real estate clients. To keep the same return for the shareholders, Handelsbanken need 

to raise the prices of the new offers which has to be explained to the customers since the interest 

rates have not increased. The former minister of finance, Anders Borg, thought that the banks 

should lower their required return goals since the banks had more capital and were considered 

safer. 

 

The respondent explains, that the competition for business clients is very tough. Many people 

think that the four large banks have an oligopoly, but there are many niche, local savings and 

foreign banks, which compete for the same customers. Looking at the market for private clients, 
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Handelsbanken feels that there are a bit more even prerequisites. All banks operating in Sweden 

are more or less forced to keep the same margins, if one bank would go ten points higher than the 

rest, they would lose many clients, and same goes for vice versa. The market for private clients is 

much like a normal demand and supply market. Compared to other countries in Europe, the Swe-

dish banks have one of the lowest prices. Anders Jonasson suggests that future effects from capital 

requirements will also be seen in the competition. Since every bank will have individual capital 

requirements, their price setting will be more individual as well.  

5.5.3 Skandiabanken Interview Response  

The risk-weight changes and the increased demand for equity financing and higher margins will 

definitely make it more expensive for the customers. Skandiabanken only has private clients, so 

the segment of customers that the increased capital requirements will have the greatest impact on 

is the housing mortgage customers. However, since the interest rates are very low today in com-

parison to what they were a couple of years ago, customers still pay a lower price, even though 

banks charge higher margins. Overall, it has become cheaper for the customers because the inter-

est rates have decreased, but it would have been even cheaper if it were not for the capital require-

ments that has raised the margins banks are charging.  

 

Lennart Erlandson further talks about the competition which he thinks is insufficient if you look 

at how customer are changing banks, it is simply a low interest product. What happened in the 

last couple of years is, that the housing mortgages have become a generic product, a form of 

commodity. Customers change mortgage lending institutions quite often, implying that the com-

petition for mortgages has increased but not the competition for transaction services. Niche banks 

like Nordex and Marginalen Bank have entered an intermediate segment of bank loans and have 

earned a lot of money. The niche bank Bluestep has also gained a lot of customer that a bank like 

Skandiabanken has not taken. The CFO suggests, that some segments of the banking industry 

have experienced increased competition, but altogether he thinks that the competition is inade-

quate.  

5.6 Financial Stability and Future 

5.6.1 The Riksbank Interview Response 

The Riksbank does not believe that the increased capital requirements will prevent potential future 

financial crises. The capital requirements are important to have once we get a financial crisis, but 

to avoid the crisis through higher capital requirements is difficult, global crises will affect Sweden 

regardless. The respondent is worried about the Swedish household debt which is increasing rap-

idly. He explains that it will have a severe impact on the Swedish economy when the housing 
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bubble bursts, although it is very difficult to say how close we actually are to that scenario. It may 

burst in one year or in five years and the Riksbank have warned about this problem since 2010.  

 

The biggest threat to the financial stability in Sweden today is the combination of the increasing 

household debt and that the Swedish banking system is so interconnected. If one large bank falls, 

the likelihood that the other major banks fall increases. The large banks are on the same markets, 

they lend money to each other, they own each other’s security bonds and they borrow a lot of 

money abroad. The interconnected banking system is also the reason why a crisis in the world 

would spread so easily to Sweden. The large banks borrow a lot of money in dollars and euros 

which makes them exposed to currency risks. The larger banks also have clients that are interna-

tionally active. If IKEA, Ericsson and ABB would start losing customers, then the banks would 

start to suffer as well. 

 

The Repo rate in Sweden is exceptional today, during the Riksbank’s 350 years as a central bank, 

Sweden has never had a negative rate before. It is an extreme situation and it is difficult to say 

how long it will last. The Riksbank make regular forecasts, and according to the latest forecast, 

the rate will be raised in about one and a half year but it is unknown by how much. The main 

reason for keeping the low rate is because the Riksbank is trying to increase the inflation. The 

Swedish parliament have decided on an inflation of about 2%. However, the implication of the 

low Repo rate is that it becomes cheaper to borrow money from the banks, and when it is cheaper, 

people tend to borrow even more which builds up problems in other places such as the mortgage 

market. The Riksbank want the politicians to abolish the interest deduction, start building more 

homes and to introduce and increase the real estate tax again.  

 

Tomas Edlund adds that a lot of work is put to revise the capital requirements at an international 

level. The Basel Committee will in the near future, decide exactly how they will build upon, and 

how they will revise the Basel III framework. For instance, a gross solidity demand will be intro-

duced and the internal calculation methods that the banks are using will be limited through some-

thing called a capital floor. This means that the banks will continue to calculate the risk-weights 

themselves, but they cannot drop below a certain level. This new regulatory framework will def-

initely be better than the previous one but it is too early to speculate exactly how good it will be. 

5.6.2 Handelsbanken Interview Response  

To prevent a future financial crisis through increased capital requirements, is something Anders 

Jonasson thinks will be very difficult. It is more about lowering the risk of a financial crisis and 

to lower the effects of it, than to prevent it from happening. There is plenty of psychology involved 
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in the matter of financial stability. If the market senses that the banks are stable and have a lot of 

capital, there is no need to speculate against them.  

 

Anders Jonasson explains further, that the part which probably has decreased the impact a crisis 

would have on the Swedish financial system the most, is the stability fund. All banks are required 

to pay a fee to the Swedish government and Handelsbanken pays about ten points of its entire 

lending part of the balance sheet as a fee. The capital requirements together with the stability fund 

have reduced the risk of future crises in Sweden according to Anders Jonasson. However, Sweden 

is still not protected against giant global financial crises, and will probably never be. Although, if 

it does occur, the banks have a greater chance of surviving it. The fee to the stability fund, which 

could be considered as a tax, has the same impact on the pricing to customers as the other capital 

requirements.  

 

The respondent clarifies that Handelsbanken is positive to the Basel regulations in general. Han-

delsbanken’s trademark has been financial stability and they feel that they as an individual bank 

are well prepared for a future financial crisis. However, they are concerned about the new regu-

lations in Basel III, which do not reflect the real risks as they did in Basel II. The new directives 

from the Swedish Financial Supervisory Authority about introducing a gross solidity ratio is a 

step back to Basel I, which will affect Handelsbanken negatively since they see themselves as the 

bank with lowest risk already.  

 

When it comes to the global financial stability, Anders Jonasson says that the biggest threat is the 

budget deficit that almost every European country and the US is accumulating. From the Swedish 

perspective, a big threat to the economy is the housing bubble. The private income has only in-

creased by 3% a year, whilst the mortgages have increased by 6% to 7%. The reason is because a 

lot of rental apartments have been converted in to co-operative apartments. This implies that a 

private person borrows the money instead of a real estate firm. If the interest rate would increase 

suddenly, it would become a total stop in the economy. However, as long as the interest rates are 

low, the bubble wont burst.  

 

Anders Jonasson thought that the Riksbank would increase the Repo rate a long time ago. He 

explains further, that all the previous rules have been side-lined and it is not the market that con-

trols them anymore, instead it is the politicians and the central bank. Sweden is experiencing a 

great economic growth right now, from this state it should get worse, which means that the interest 

rates should decrease. However, Sweden has put itself in a situation where it is very difficult to 

raise the rates even though they should have done it a long time ago.  
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5.6.3 Skandiabanken Interview Response  

Lennart Erlandson explains, that he does not believe, that the increased capital requirements will 

prevent a future crisis. The requirements can possibly mitigate an ongoing crisis but that depends 

entirely on the triggering effect and what contagion effects arise. What the increased capital re-

quirements imply is that banks might not be knocked down as quickly as they would have been 

with lower capital levels.  

 

The respondent suggests that the biggest threat to the financial stability today, is the fact, that 

there are many banks and institutions that are chasing returns in a non-sustainable way. These 

banks and institutions are perhaps unregulated and they dare to take a lot of risks, which Skan-

diabanken have to compete against. The financial system forgets easily what happened a couple 

of years ago (The Global Financial Crisis). Lennart Erlandson states that the regulators have to 

think about how they can allow this to continue, but also what is going to happen if the Riksbank 

keeps the negative interest rate. We are straining the system extremely the longer we keep the low 

interest rates and there is a risk that we get stuck in a too low interest rate environment with 

continued low inflation.  

 

In contrast to what many others are suggesting, Lennart Erlandson does not think that Sweden 

has a housing bubble. Instead, he thinks that Sweden has an excess supply or excess demand. If 

the economy would experience a heavy setback, Sweden would experience a horrible situation 

with a lot of people being unable to pay back their loans. However, the respondent clarifies that 

it does not mean that we have a housing bubble in Sweden. 
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6 Analysis 

6.1 Effects of Capital Requirements on Profitability  

There are limited theories regarding the effects of capital requirements on profitability of banks. 

The research on this topic has not reached its maturity and this can be seen from the various results 

that different studies have brought to the research. From the empirical findings on regressions for 

Swedish banks, there are some similarities in the result between large banks and niche banks, but 

also some important differences. This section will be divided between the effects of capital re-

quirements on return on equity and the effects of capital requirements on the net interest margin. 

6.1.1 Effects of Capital Requirements on Return on Equity 

In the regressions with return on equity as the dependent variable and the capital ratios as the 

independent variables, the results suggest that the return on equity will decrease as the banks 

increase their capital requirement ratios. These findings are in line with the findings from Os-

borne, Fuertas and Milne (2009). The authors found that a capital requirement ratio above target 

is negatively correlated with the return on equity. Both the large Swedish banks and the niche 

banks have capital requirement ratios above target, which implies that they should have a negative 

relationship between capital requirement ratios and return on equity. All three respondents have 

also validated these capital ratios above target in the interviews.  

 

The results from the regressions on return on equity also support the pecking order theory by 

Myers and Majluf (1984), that capital of higher quality is more expensive compared to capital of 

lower quality. The coefficients in the regressions are higher for the tier 1 capital ratio compared 

to the total capital ratio which validates the theory. The results from the regressions also suggest 

that the increased capital requirements have a greater impact on the return on equity for niche 

banks. The coefficients for both large and niche banks are approximately the same, but the inde-

pendent capital requirement variables have a stronger significance level for niche banks, indicat-

ing that capital requirement ratios are more significant in explaining the dependent variable for 

niche banks. This can be explained by the fact, that the larger banks have been adapting to the 

new capital requirement regulations very early. As the Handelsbanken’s respondent Anders 

Jonasson explained, the adaption process for Basel III began already before the new framework 

was implemented, which validates the outcomes that capital requirements have less of a negative 

effect on return on equity for larger banks.  

 

The difference between niche banks and larger banks in the regressions is in contradiction to the 

study made by Berger and Bouwman (2013). The authors found that higher proportion of capital 
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improves the return on equity of small banks at all times, whilst if enhances the return on equity 

of large banks only during financial crises. However, in a study performed by Bernanke, Lown 

and Friedman (1991), the authors found that the profitability of smaller banks are in general more 

affected by increases and decreases of capital.  

6.1.2 Effects of Capital Requirements on Net Interest Margin 

In the regressions with the net interest margin as the dependent variable and the capital ratios as 

the independent variables, the results suggest that the net interest margin will increase as the banks 

increase their capital requirement ratios. The results on niche banks suggest that the total capital 

surplus ratio have a positive and statistically significant relationship with the net interest margin. 

This indicates that if one of the niche banks increase their capital ratio, the net interest margin 

will also increase. However, the results for the large banks are statistically insignificant which 

suggests that capital requirement ratios do not have a direct impact on the net interest margin.  

 

These discoveries are in line with the findings of Kashyap, Stein and Hanson (2010), where the 

authors did not find a significant relationship between increased capital requirements and the net 

interest margin for larger banks and financial institutions. This has also partially been validated 

by the Handelsbanken’s respondent Anders Jonasson, who claimed that capital requirements do 

not have a direct impact on the net interest margin, but rather an indirect impact. This is much 

due to the fact that large banks are more or less forced to keep the same net interest margins, since 

if they increase them by just a few points, they will lose a lot of clients. These conclusions are 

also in line with the findings by Berger and Bouwman (2013). They found that higher proportion 

of capital improves profitability and net interest margin of small banks at all times, whilst it only 

improves the profitability of larger banks during financial crises. Skandiabanken’s respondent, 

the CFO Lennart Erlandson suggests that the variable, which probably have affected the net in-

terest margin of smaller banks the most, is the increased volume of loans to the public. Since 

niche banks have experienced a larger growth rate than the large Swedish banks, this could have 

affected them more according to the respondent. The loan growth rate for niche banks and the 

large banks separately can be seen in Graph 7 in the appendix. This point of view is reinforced by 

the findings of Dietrich and Wanzenried. The authors found that loan growth is one of the five 

factors that affect a bank’s profitability the most, and that it has a positive correlation with the net 

interest margin.  



 

59 
 

6.2 Swedish Banks and Capital Requirements  

From the interviews, there are some similarities in the views between the three respondents on 

how Swedish banks manage capital requirements and how these requirements affect the banks. 

However, there are also some major differences. This section will follow the same structure as 

the interview rubrics to analyse how the Swedish banks are managing capital requirements and 

the difference amongst them.  

6.2.1 General Challenges of Capital Regulations 

All three respondents agree that the need to have a large number of employees working with the 

reporting, monitoring and the compliance of capital regulations stipulated by the Basel Committee 

and the Swedish Financial Supervisory Authority, has been the biggest general challenge of cap-

ital regulations. However, this issue has affected the niche banks more since they have had less 

developed risk and capital control departments than the larger banks. This implies that the costs 

have been proportionally larger for the niche banks, since they have had to acquire more skilled 

staff to comply with all the new regulations. The Riksbank also suggests that the use of the Inter-

nal Ratings Based Approach (IRB) has caused additional differences between the large banks and 

niche banks. The model is causing a competitive disadvantage for the niche banks. There are 

mostly large banks that use the IRB approach, and it benefits them in the sense that they can 

calculate their own risk-weights, and therefore keep lower capital levels compared to the niche 

banks using the Standardised Approach. This is in line with the views of Benink, Daníelsson and 

Jónsson (2008). They raised concerns about the self-evaluation of banks and the potential risk 

arbitrage under the IRB approach.  

 

Both Handelsbanken’s respondent and Skandiabanken’s respondent agrees that the introduction 

of Basel III is a step back in the development of capital regulations. Basel III has introduced risk-

weight minimums which will affect the banks with the safest credit stock the most. Handels-

banken’s respondent claims that this will have a great impact on the large banks since their credit 

stock is often more safe than the niche bank’s credit stock. However, Skandiabanken’s respondent 

disagrees and suggests that the niche banks who have not adopted the IRB approach yet will still 

have higher risk-weights than the large banks.  

6.2.2 Capital Requirements and Capital Ratios 

Both Skandiabanken’s and Handelsbanken’s respondent suggests that the individual capital re-

quirements set by the Swedish Financial Supervisory Authority are too high. The implication of 
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higher individual capital requirements could cause a negative externality on the domestic compe-

tition between banks, since the individual requirement would lead to different cost of funding and 

essentially, an unfair competition according to Haufler and Maier (2016).  Both respondents be-

lieve that the individual capital requirement will have the largest negative impact on their type of 

bank. Handelsbanken’s respondent claims that larger banks have even higher individual capital 

requirements than niche banks which leads to a disadvantage. In contrast to this view, the CFO 

of Skandiabanken claims that increased capital requirements are going to have a negative impact 

on niche banks since larger banks had an easier time attracting capital through history. On the 

other hand, the respondent from the Riksbank disagrees totally. He suggests that the capital re-

quirements set by the Swedish Financial Supervisory Authority are too low, and that the Riksbank 

believe that it would be economically most suitable to have even higher capital requirements. The 

Riksbank’s main solution is the introduction of a gross solidity requirement and the increase of 

the countercyclical buffer requirement.  

6.2.3 Profitability 

The Riksbank suggests that the Swedish banks have high returns in comparison to other compa-

nies. The respondent explains that banks try to reach their return target by increasing their mar-

gins, which ultimately means that they charge their customers a higher price. Swedish banks are 

very profitable and have good profit margins according to the Riksbank. However, with the in-

creased capital requirements in the recent years, Handelsbanken have experienced a decreasing 

return on equity which Skandiabanken also experienced. Since the capital base has grown through 

higher capital requirements, the return on equity has decreased automatically.  

 

Handelsbanken has experienced both decreases and increases in their net interest margin over the 

last couple of years according to the respondent. This claim holds also for Swedbank which can 

be seen in Graph 2 in the appendix, whilst Nordea and SEB have experienced a mostly decreasing 

net interest margin since the millennium, which can be seen in Graph 1 and Graph 3 in the appen-

dix. However, Skandiabanken’s respondent suggest that capital requirement has not had any di-

rect effects on the net interest margin, although, the gross margin has increased. Since 2011, all 

niche banks in the study except Avanza have experienced both increased capital requirement ra-

tios, and an increased net interest margin. This can be seen in Graph 4, Graph 5 and Graph 6 in 

the appendix. This is also in line with the regressions, where the results suggest that capital re-

quirements and net interest margin have a positive and statistically significant relationship for 

niche banks.       
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The CFO of Skandiabanken suggests, that the two variables, which had the greatest impact on 

profitability for the smaller banks were the volume of loans and the negative Repo rate. This 

suggestion is something Handelsbanken’s respondent did not confirm. The results from the re-

gressions suggest that the volume of loans truly has a greater impact on niche banks, whilst the 

Repo rate produced insignificant results. Handelsbanken’s respondent explains that the lower 

Repo rate has made the funding cheaper. Banks that are highly dependent on market financing as 

the larger banks are in general, have gained most from this. Skandiabanken has for example only 

30% external market financing whilst larger Swedish banks have over 50%. However, the Riks-

bank adds that the banks that are highly dependent on market financing, are also much more 

vulnerable to credit losses compared to smaller niche banks that are mostly funded through de-

posits.  

6.2.4 Customers, Society and Competition 

The Riksbank have decreased the Repo rate the last couple of years, which has had an impact on 

the price the banks’ customers must pay for bank services according to the Riksbank’s respondent. 

The low Repo rate has lowered the interest rate, which customers have to pay for mortgages and 

other services, but simultaneously, the banks have raised their margins to cope with the costs that 

the higher capital requirements have implied. Overall, the customers have experienced lower costs 

even though the banks have increased their margins. Handelsbanken agrees with this view that 

the increased capital requirements have increased the costs of funding for banks which has led to 

higher prices for the customers. The customers that have been affected the most, according to 

Handelsbanken’s respondent are those that have low risk-weights and a good credit rating.  

 

In the market for private clients, Handelsbanken’s respondent believes, that there are a bit more 

even prerequisites. All banks operating in Sweden are more or less forced to keep the same mar-

gins, if one bank would go ten points higher than the rest, they would lose many clients, and vice 

versa. The CFO of Skandiabanken agrees that some segments of the banking industry have expe-

rienced increased competition, but altogether, all three respondents share the view, that the com-

petition is inadequate.  

 

The competitive advantage for large banks compared to niche banks have been the funding. The 

larger Swedish banks are more stable which makes the funding cheaper than for the niche banks. 

The niche banks have funded themselves more through compelling deposit rates. However, with 

the new capital regulations, it is more difficult for them to fund themselves. The larger banks also 

have a broader branch network in Sweden while many niche banks are only available digitally. 

Skandiabanken’s respondent summarises the increased capital requirements with the suggestion 
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that the niche banks are negatively affected in a wider perspective compared to the larger banks. 

Studies made by Bernanke, Lown and Friedman (1991), Berger and Bouwman (2013) suggest, 

that the effect of capital requirements and capital structure is stronger for niche banks.  

6.2.5 Financial Stability and Future 

All three respondents do not believe that the increased capital requirements will prevent potential 

future financial crises. The capital requirements are important in lowering the risk of a financial 

crisis and to lower the effects of it, but to avoid the crisis through higher capital requirements is 

difficult, global crises will affect Sweden regardless. This view is shared by the Riksbank (2009), 

who published a document regarding the integration of the Swedish financial market with inter-

national markets and the substantial impact a global financial crisis would have on the Swedish 

economy.  

 

The biggest threat to the financial stability according to the Riksbank is the housing bubble caused 

by the increasing household debt, and the interconnected Swedish banking system. The intercon-

nected banking system is also the reason why a crisis in the world would spread so easily to 

Sweden. This is also the so-called systemic risk, which arises from the threat of systemic failure. 

If banks would start to fail it would lead to a market failure in both the banking and in other 

sectors of the economy (Colwell & Davis, 1992). The larger banks are according to the Riksbank, 

more exposed to currency risk due to their heavy involvement in international business both di-

rectly, but also through their big clients. In agreement with the Riksbank, Handelsbanken’s re-

spondent suggest that the housing bubble is a serious threat to the Swedish economy and that 

something has to be done. In contrast to this, the CFO of Skandiabanken does not believe that 

Sweden has a housing bubble. Instead, he thinks that Sweden has an excess supply or demand in 

the market. Instead, the respondent suggests, that the biggest threat to the financial stability, is 

that there are many banks and financial institutions that are chasing returns in a non-sustainable 

way. This phenomenon is called the free riding externality and it appears when banks and finan-

cial institutions pursue a high risk-strategy, free riding on other banks that are more conservative, 

or free riding on the good reputation that the country it resides with has (Colwell & Davis, 1992).    

 

The low Repo rate in Sweden has caused an extreme situation. The Riksbank is keeping the Repo 

rate low in an attempt to increase the inflation. However, both the Repo rate and the inflation rate 

are at the zero level or below the zero level which can be seen in Graph 8 in the appendix. Han-

delsbanken and Skandiabanken agrees that the negative Repo rate is straining the financial system 

and that the rate should have been raised a long time ago.  
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6.3 Practical and Theoretical Implications   

There are limited theories and previous researches made regarding the effects of capital require-

ments on profitability of banks on an international level. When it comes to Swedish banks, there 

is even less research done. Researchers have achieved various results, with one study often con-

tradicting the study done previously. This thesis can therefore complement previous research and 

contribute future research with findings that suggest differences in the effects of capital require-

ment and profitability between large banks and niche banks.  

 

The practical implications of this thesis mostly regard the regulators. The Basel Committee and 

the Swedish Financial Supervisory Authority are the ones, who designed the framework for cap-

ital requirements, but also the ones that revise it. The interview respondents brought up several 

flaws with the current framework, amongst them were the risk-weights and the internal calcula-

tion methods. This thesis suggests that the regulators should take the individual risk-weights of 

each bank and the bank’s size into consideration when implementing new capital requirements. 

Additionally, this thesis advises, that the internal calculation models are causing deficiencies in 

the competition between large banks and niche banks. Regulators should therefore design a frame-

work that not only strengthens the stability of banks, but that also enhances the competition be-

tween banks.  
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7 Conclusion 

The purpose of this thesis was to describe and explain the relation of changes in capital require-

ments on the profitability of Swedish banks. Capital requirement ratios seem to have a negative 

and statistically significant relation with the Return on Equity for both large Swedish banks and 

niche banks. On the other hand, capital requirement ratios seem to have a positive and statisti-

cally significant relation with the Net Interest Margin for niche banks only.  

The findings of this thesis suggest that Swedish banks have adapted to the increased capital re-

quirements stipulated by the Basel framework. The Swedish banks also hold a capital ratio above 

the individual requirements set by the Swedish Financial Supervisory Authority. Capital require-

ments ratios seem to affect both the large Swedish bank’s and the niche bank’s return on equity. 

The findings suggest that the return on equity will decrease as the banks increase their capital 

requirement ratios. This finding is in line with previous research that found that a capital ratio 

above target is negatively correlated with the return on equity. The results also suggest that capital 

of higher quality have a greater impact on the return on equity, which is in line with the pecking 

order theory. Another finding is that higher capital requirements seem to have a greater impact 

on the return on equity for niche banks. According to Handelsbanken’s respondent, this could be 

due to the early adaption process by the large banks. However, capital structure cost of funding 

and size of the bank could also influence the effect capital requirements have on the return on 

equity. The difference between niche banks and larger banks is in contradiction to a previous 

study, but in line with another study.  

The results of this thesis also suggest that the total capital surplus ratio have a positive and statis-

tically significant relationship with the net interest margin for niche banks. This implies that the 

net interest margin will increase as a niche bank increase their total capital ratio above target 

which is in line with previous research. This effect is insignificant for the large banks which is in 

line with previous findings. Larger banks seem to be forced to keep the same net interest margins, 

whilst niche banks seem to increase their margins when the cost of increased capital requirements 

increases. This finding has been validated by all three interview respondents. 

The interview respondents suggest the need to have a large number of employees working with 

the compliance of capital regulations has been the biggest general challenge for the banks. How-

ever, since niche bank have less developed risk and capital control departments than the larger 

banks, this issue has implied higher proportional costs. Another finding is that the Internal Ratings 

Based Approach (IRB) seem to cause competitive disadvantages for the niche banks, since they 

must keep a higher amount of capital using the Standardised Approach, which matches previous 
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views from researchers. The individual capital requirements set by the Swedish Financial Super-

visory Authority also seem to cause implications on the domestic competition between banks 

according to the respondents. This disturbance in the competition will mostly impact the cost of 

funding for each bank. The larger banks have been more stable through history which has granted 

them an advantage with cheaper funding than for the niche banks.  

The implications of increased capital requirements for bank customers have been modest. Ac-

cording to all three respondents, Swedish banks have raised their margins to cope with the costs 

that the higher capital requirements have implied. However, since the Repo rate has been on a 

very low level the last couple of years, customers have experienced lower costs even though the 

banks have increased their margin.  

There are both pros and cons referring to the increased capital requirements. The positive aspect 

is that it shows that the Swedish economy is in good health and that all Swedish banks have 

adapted to the new regulations. However, the increased capital requirements are not believed to 

prevent future financial crises. The three interview respondents suggest instead that capital re-

quirements will lower the risk of a financial crisis and mitigate the effects of it. The discoveries 

made in this thesis suggests that the two biggest threats to the Swedish economy is the increased 

household debt and the housing bubble that it has created, and the negative Repo rate, which is 

straining the Swedish financial system. The negative aspect of the increased capital requirements 

is that banks are parallel shifting the increased costs to the customers, implying that the society 

are paying for the increased financial stability and not the banks. 

The main conclusion reached from the regressions and the interviews in this thesis, is that capital 

requirements set by the Basel framework and the Swedish Financial Supervisory Authority seem 

to have a greater impact on a niche banks operations and profitability compared to a large banks.  

7.1 Limitations and Future Research  

In this thesis on how increased capital requirements affect bank profitability, the time period is 

from 1999-2015. The Basel II regulations were replaced by the Basel III regulations in 2013 and 

the individual capital requirements on each Swedish bank were implemented by the Swedish Fi-

nancial Supervisory Authority in the last few years. A first suggestion for further research is to 

expand the research by increasing the time period and by increasing the number of niche banks, 

given access to required dataset. Performing a similar study in the near future when the Basel III 

regulations are measureable in a more extensive way, could capture the effect of change from the 

old framework to the new one. In this case, it would be interesting to see whether an extended 
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time period would bring different results. Additionally, increasing the number of niche banks 

would possibly alter the result and give a more specific conclusion on how capital requirements 

affect the niche bank segment. Another positive improvement which could be made by increasing 

the time period, is to capture the implications of significantly increased levels of common equity 

Tier 1 capital ratio, as this study does not contain enough observations to shine a light on the real 

impact of it. This thesis did not have access to internal capital target levels and individual capital 

requirements on all banks set by the Swedish Financial Supervisory Authority. Access to a full 

dataset would highly substantiate the conclusion reached in this thesis, and the differences be-

tween banks caused by the individual requirements would be simpler to unfold.  

Furthermore, in order to fully comprehend the implications of capital regulations, a suggestion is 

to investigate the effects on profitability of other capital requirements stated in the thesis. The 

newly established, but not fully implemented liquidity requirements would be interesting to study 

in the future when data becomes available. The liquidity ratios have been one of the key reforms 

with the new Basel III framework. They are developed to increase the stability of a banks funding, 

both the short-term funding but also to promote resilience over a longer time period. These re-

quirements would therefore be interesting to study since Swedish banks have been highly depend-

ent on short-term funding in the past. 

The results of this study suggest some differences between the large banks and niche banks.  How-

ever, some conclusions were drawn from the interviews, which only represented one large Swe-

dish bank, one niche bank and the Swedish central bank. By increasing the number of respondents 

in both bank segments, would possibly bring different answers which would either strengthen or 

weaken the conclusions made from the interviews. The banking sector is profit-oriented which 

might have implied biased answers from the two bank respondents. The Swedish Financial Su-

pervisory Authority would have probably generated the best interview answers, however, they 

unfortunately declined the interview request with the reasoning that they did not have enough 

resources to perform an interview. In a future study, an interview with the institution would 

strengthen the results and give deeper understanding on the reasoning behind the individual cap-

ital requirements for Swedish banks.  

Finally, a study with a more in-depth focus on how Swedish banks adjust their investments and 

capital to fulfil capital regulations would be interesting. The results of this thesis would be ex-

plained further by understanding if banks adjust their capital by modifying their level of risk-

weighted assets through the different calculation models, or by increasing the level of equity. 

How banks choose to reach the required capital requirement ratio, have an impact on various 

stakeholders and customers. A suggestion for further research is to extensively study the effect of 

capital requirements on the different stakeholders and customers that a bank have.  
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Figures 
 
Historical Development of Capital Ratios and Profitability Ratios 

Graph 1: Capital Ratios with Net Interest Margin of Nordea 

 

Graph 2: Capital Ratios with Net Interest Margin of Swedbank 
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Graph 3: Capital Ratios with Net Interest Margin of SEB 

 

Graph 4: Capital Ratios with Net Interest Margin Skandiabanken 
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Graph 5: Capital Ratios with Net Interest Margin of SBAB 

 

Graph 6: Capital Ratios with Net Interest Margin of Länsförsäkringar 
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Historical Development of Loan Growth and Macroeconomic In-
dicators in Sweden 

Graph 7: Average Loan Growth for the Large Banks and Niche Banks 

 

Graph 8: Unemployment Rate, Inflation Rate & Repo Rate 
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Tables 

Table A1: Regression model 1 on Capital Ratios and Return on Equity - 
Winsorised at 1.54 Percent Level 
The control variables used in the winsorisation are Loan Growth, lagged Repo Rate and lagged Change in Default Rate.  

 
 

Table A2: Regression model 2 on Capital Ratios and Return on Equity - 
Winsorised at 1.54 Percent Level 
The control variables used in the winsorisation are Loan Growth, lagged Inflation Rate, lagged Change in GDP Rate 

and lagged Unemployment Rate. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Variables

13.1                  

Return On 

Equity - Large 

Banks

13.2           

Return On 

Equity - Large 

Banks

14.1             

Return On 

Equity - Niche 

Banks

14.2           

Return On 

Equity - Niche 

Banks

Winsorised Capital Requirement Ratios

Tier 1 Capital Ratio -0.393 * -0.449 *

Total Capital Ratio -0.280 ** -0.155

Number of Observations 66 66 67 67

Number of Banks 4 4 4 4

 0.01 > *, 0.05 > **, 0.10 > ***

Variables

15.1            

Return On 

Equity - Large 

Banks

15.2            

Return On 

Equity - Large 

Banks

16.1             

Return On 

Equity - Niche 

Banks

16.2           

Return On 

Equity - Niche 

Banks

Winsorised Capital Requirement Ratios

Tier 1 Capital Ratio -0.431 * -0.459 *

Total Capital Ratio -0.311 ** -0.147

Number of Observations 66 66 67 67

Number of Banks 4 4 4 4

 0.01 > *, 0.05 > **, 0.10 > ***
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Table A3: Regression model 3 on Capital Ratios and Net Interest Margin - 
Winsorised at 1.54 Percent Level 
The control variables used in the winsorisation are Loan Growth, lagged Repo Rate and lagged Change in Default Rate.  

 
 

Table A4: Regression model 4 on Capital Ratios and Net Interest Margin - 
Winsorised at 1.54 Percent Level 
The control variables used in the winsorisation are Loan Growth, lagged Inflation Rate, lagged Change in GDP Rate 

and lagged Unemployment Rate. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
 
 

Variables

17.1                

Net Interest 

Margin - Large 

Banks

17.2                 

Net Interest 

Margin - Large 

Banks

18.1                

Net Interest 

Margin - Niche 

Banks

18.2                

Net Interest 

Margin - Niche 

Banks

Winsorised Capital Requirement Ratios

Tier 1 Capital Ratio 0.540 * 0.343 **

Total Capital Surplus 0.476 * -0.115

Number of Observations 63 63 63 63

Number of Banks 4 4 4 4

 0.01 > *, 0.05 > **, 0.10 > ***

Variables

19.1                

Net Interest 

Margin - Large 

Banks

19.2                

Net Interest 

Margin - Large 

Banks

20.1                

Net Interest 

Margin - Niche 

Banks

20.2                

Net Interest 

Margin - Niche 

Banks

Winsorised Capital Requirement Ratios

Tier 1 Capital Ratio 0.201 0.314 **

Total Capital Surplus 0.221 -0.136

Number of Observations 63 63 63 63

Number of Banks 4 4 4 4

 0.01 > *, 0.05 > **, 0.10 > ***
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Appendix  

Interview Questions – The Riksbank 

About the respondent 

1. What is your position and what are your main responsibilities?  

2. How long have you been working at the Riksbank? Where/which department did you 

work for when the Basel III framework was implemented? 

General questions 

3. What are the main features that the capital requirements from Basel III and the Swedish 

Financial Supervisory Authority brings? How has the implementation process been for 

the Swedish banks? Have the larger banks succeeded better or worse compared to the 

niche banks? 

4. What has been the banks biggest challenges with the introduction of Basel III and the 

increased capital requirements from the Swedish Financial Supervisory Authority?   

5. What positive and negative effects has the capital requirements had on the bank’s activ-

ities? What costs have these rules implied for the banks? 

Capital requirement regulations  

6. How do the Swedish banks manage the capital requirements today? Is there any differ-

ence between the large banks and niche banks? 

7. Do you think that the Swedish Financial Supervisory Authority has set reasonable capi-

tal requirements on the banks? Are the requirements stricter for the larger banks in com-

parison to niche banks? 

8. What advantages and disadvantages are there to maintain a higher capital requirements 

ratio than the legal minimum?  

9. Do you recognise any flaws with the regulatory framework today? Any flaws regarding 

to the competition between the large banks and niche banks?  

Capital ratios 

10. What has the introduction of the countercyclical buffer meant for the banks? What 

measures and costs has the countercyclical buffer implied? 

11. What has the introduction of government’s stability fund meant for the banks? What 

measures and costs has the stability fund implied?  
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Profitability 

12. How have the banks return on equity (ROE) been affected by the new capital require-

ments? Differences between the large banks and niche banks? 

13. How have the banks’ net interest margin been affected by the new capital requirements? 

Differences between the large banks and niche banks? 

14. In what way has the banks’ profitability and profit margins been affected by the higher 

capital requirements?  

15. What other variables and events have had the greatest impact on the banks profitability? 

Variables that has affected the large banks/niche banks more?  

Customers & society 

16. What impact has the increased capital requirements had on the banks customers?  

17. Have the increased capital requirements had any benefit for the society, the economy 

and individual customers? What are the social benefits in comparison to social costs?  

Competition  

18. What are your thoughts about the competition in the banking market today? What as-

pects of the increased capital requirements have had the greatest impact on competition?  

19. What advantages and disadvantages do the larger banks have in comparison to niche 

banks?  

20. Do you believe that capital requirements have affected larger banks positively/nega-

tively in comparison to niche banks?  

Financial stability and the future 

21. Do you believe that the increased capital requirements will prevent a future financial 

crisis? 

22. In what way do capital requirements promote Sweden’s financial stability? 

23. What do you think is the biggest threat to the financial stability today? 

24. What do you think of the interest rates in Sweden today? How long will the Repo rate 

be kept on a low level? What are the implications and costs for the government of hav-

ing the Repo rate at such a low level? 

25. Is there anything you would like to add that we have missed to discuss? 
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Interview Questions – Handelsbanken 

About the respondent 

1. What is your position and what are your main responsibilities?  

2. How long have you been working in the bank? Where/which department did you work 

for when the Basel III framework was implemented? 

General questions 

3. What has the biggest challenges been with the introduction of Basel III and the in-

creased capital requirement regulations by the Swedish Financial Supervisory Author-

ity?  

4. What positive/negative effects have capital requirements had on your business? What 

costs have these rules meant for the bank?  

Capital requirement regulations 

5. How do you manage the capital requirements today? 

6. Do you think that the Swedish Financial Supervisory Authority has set reasonable indi-

vidual capital requirements on your bank?  

7. What advantages and disadvantages are there to maintain a higher capital requirement 

ratio than the legal minimum? 

8. Do you believe that capital requirements have affected larger banks positively/nega-

tively in comparison to the niche banks?  

9. Do you recognise any flaws with the regulatory framework today?  

Capital ratios 

10. What has the introduction of the liquidity coverage ratio (LCR) and the net stable fund-

ing ratio (NSFR) meant for Handelsbanken? 

11. What measures and costs have the LCR and NSFR meant? How do you currently man-

age the quotas?  

12. What has the introduction of the countercyclical buffer meant for Handelsbanken? 

13. What measures and costs have the countercyclical buffer implied? Will Handelsbanken 

hold the minimum level, or will they keep a higher buffer?  
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Profitability 

14. How has the bank’s return on equity (ROE) been affected by the new capital require-

ments? 

15. How has the bank’s net interest margin been affected by the new capital requirements? 

16. In what way has the bank’s profitability and profit margins been affected by the higher 

capital requirements?  

Customers 

17. What impact has the increased capital requirements had on your customers?  

18. Have customers within a certain segment been more affected than others?  

19. Did the bank and its shareholders lower the return requirements or will the customers 

face higher fees and interest rates?  

Competition 

20. What are your thoughts about the competition in the banking market today? What as-

pects of the increased capital requirements have had the greatest impact on competition?  

21. What advantages and disadvantages do Handelsbanken have against the other large 

banks? Against the niche banks?  

22. Do you believe that capital requirements have affected larger banks positively/nega-

tively in comparison to niche banks?  

Financial stability and the future 

23. Do you believe that the increased capital requirements will prevent a future financial 

crisis? 

24. Are you as an individual bank well prepared for a future financial crisis? 

25. Do you consider that the capital requirements of Basel III and the Swedish Financial 

Supervisory Authority has a positive impact on society and the economy in general?  

26. What do you think is the biggest threat to the financial stability today? 

27. Is there anything you would like to add that we have missed to discuss? 
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Interview Questions – Skandiabanken 

About the respondent  

1. What is your position and what are your main responsibilities?  

2. How long have you been working in the bank? Where/which department did you work 

for when the Basel III framework was implemented? 

General questions  

3. What has the biggest challenges been with the introduction of Basel III and the in-

creased capital requirement regulations by the Swedish Financial Supervisory Author-

ity?  

4. What positive/negative effects have capital requirements had on your business? What 

costs have these rules meant for the bank?  

Capital requirement regulations   

5. How do you manage the capital requirements today? 

6. Do you think that the Swedish Financial Supervisory Authority has set reasonable indi-

vidual capital requirements on your bank?  

7. What advantages and disadvantages are there to maintain a higher capital requirement 

ratio than the legal minimum? 

8. Do you believe that capital requirements have affected niche banks positively/nega-

tively in comparison to the large banks? 

9. Do you recognise any flaws with the regulatory framework today?  

Capital ratios 

10. What has the introduction of the liquidity coverage ratio (LCR) and the net stable fund-

ing ratio (NSFR) meant for Skandiabanken? 

11. What measures and costs have the LCR and NSFR meant? How do you currently man-

age the quotas?  

12. What has the introduction of the countercyclical buffer meant for Skandiabanken? 

13. What measures and costs have the countercyclical buffer implied? Will Skandiabanken 

hold the minimum level, or will they keep a higher buffer?  

14. Do you pay into the government's stability fund? What has the introduction of the fee 

meant for you? 
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Profitability 

15. How has the bank’s return on equity (ROE) been affected by the new capital require-

ments? 

16. How has the bank’s net interest margin been affected by the new capital requirements? 

17. In what way has the bank’s profitability and profit margins been affected by the higher 

capital requirements?  

18. What other variables and events have had the greatest impact on your profitability? 

Customers 

19. What impact has the increased capital requirements had on your customers?  

20. Have customers within a certain segment been more affected than others?  

21. Did the bank and its shareholders lower the return requirements or will the customers 

face higher fees and interest rates?  

Competition  

22. What are your thoughts about the competition in the banking market today? What as-

pects of the increased capital requirements have had the greatest impact on competition?  

23. What advantages and disadvantages do Skandiabanken have against other niche banks? 

Against the large banks?  

24. Do you believe that capital requirements have affected niche banks positively/nega-

tively in comparison to the larger banks?  

Financial stability and the future 

25. Do you believe that the increased capital requirements will prevent a future financial 

crisis? 

26. Are you as an individual bank well prepared for a future financial crisis? 

27. Do you consider that the capital requirements of Basel III and the Swedish Financial 

Supervisory Authority has a positive impact on society and the economy in general?  

28. What do you think is the biggest threat to the financial stability today? 

29. Is there anything you would like to add that we have missed to discuss? 


