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Danish response to the consultative document on reding vari-
ation in credit risk-weighted assets — constraint®n the use of
internal model approaches

General Danish remarks
Denmark would generally like to encourage the Cottemito consider
the following:

» To reassess the need for output floors in lighotbfer similar
safeguards in the regulatory framework (e.g. thergge ratio).

* To carefully consider the calibration of paramdteors and to
abandon the use of floors on exposure level.

* To explicitly allow the advanced IRB approach facéme Pro-
ducing Real Estate.

It is our view that these three changes would a¥dthe main Danish
concerns while preserving the essence in the Cdesfst proposal.
Hence, addressing these three challenges woultdeéb®anish preferred
way forward.

Alternatively, we encourage the Committee to cozis@ more nuanced
approach. Following this, we would recommend a tsmuwhere the
Committee’s current proposal would more or lesdnpglemented as is
but where this would happen in combination withcsgletreatment, e.g.
less restrictive calibration, for demonstrably loisk markets and busi-
ness models.

Particularly, we find that the differences betwewtional housing mar-
kets are too substantial to warrant a one-sizeafitapproach. In our view
there should be room for a more differentiated aagh in this area, par-
ticularly considering the high importance of lot@lusing markets to the
different jurisdictions’ economies.

In this respect, we find it prudent and appropri@téase such a more
nuanced approach on quantitative criteria regardieg availability of
long time series of low losses as well as moreitaiiale criteria regard-
ing the functioning of the market. For example, fivel that the exist-
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ence/lack of full recourse is an important distiisging feature between
markets with different degrees of risk. Another ortant feature, in our

view, is the degree to which an efficient liquidatiprocess can be ham-
pered by extensive consumer protection.

Specific Danish remarks

As already mentioned Denmark finds that the needoiaput floors
should be reassessed in light of other safeguartisei regulatory frame-
work.

However, should the Committee decide to introducewtput floor based

on the revised standardised approach, we wouldifipduident to consid-

er a more nuanced approach. Specifically, we weshericourage the

Committee to consider lowering the risk weightsdmposures secured by
real estate in demonstrably low risk markets uriderrevised standard-
ised approach.

Furthermore, the Committee proposes to set expdsuet floors on
IRB-model parameters (PD, LGD, and EAD). We are cmtvinced of
the merits of using floors on exposure level andywestion this approach
as it is solely targeting low risk exposures. Femthore, it also distorts
credit risk models’ ability to correctly rank custers and exposures and
consequently interferes directly in credit insibas’ daily risk manage-
ment. Portfolio level floors, as currently knownr feetail residential
mortgages, would in our view be far less interfgraithough the calibra-
tion would still need to be carefully considered.

As mentioned in our main letter, it is our undemsliag that the proposal
regarding Specialised Lending (SL) is based on e about the
modellability of such exposures, for example dukatk of data or corre-
lation between creditworthiness of the borrower tredvalue of the asset
being financed.

There are five sub-categories in the SL segmem,obnvhich is Income-
Producing Real Estate (IPRE). While we acknowledlgg concerns
about modellability may be valid for some sub-catexs of SL, we seri-
ously question this concern when it comes to sulisiaparts of IPRE
where Danish credit institutions are able to degveleell-functioning
models.

Data is widely available in the Danish mortgageditrénstitutions for

some segments such as property rental exposuresxaogdures are rela-
tively homogenous (possibly more than other corgoraxposures).
Likewise, it is our experience that concerns abmutelation between
borrower and the asset can be handled directlyamtodels.



Furthermore, in a Danish context large parts of IPIRE segment are
generally low risk. Exposures are typically higloler-collateralised and
in some cases there is also partial governmenggast Following this,
we are overall concerned that the proposal wiltlléa an unwarranted
increase in capital requirements, a loss of risisiwity and as a conse-
quence incentivise credit institutions to shift ithportfolios towards
higher risk.

We therefore encourage the Committee to explieilgw the AIRB ap-
proach for IPRE if the institutions can documerd #vailability of suffi-
cient historical data and fulfil all requirements fRB modelling.

Alternatively, given the inherent low risk of mawy the exposures in
guestion we call for a less restrictive treatmentlar the standardised
approach or the supervisory slotting approach. Wgauch a change
could be targeted at markets with demonstrablyrisiu

The Committee’s proposal contains a requiremerntabsignment to rat-
ing categories should remain stable throughoutnassi cycles such that
migrations are due to company-specific or indusfrgeific changes and
not business cycles fluctuation.

We assume that the objective of this proposal sctoeve relatively sta-
ble capital requirements. However, we doubt thatitrinstitutions will
be able to comply with the requirement in practseall the rating sys-
tems we know exhibit some migration over the cyelg. when financial
ratios change). On this background, we therefomm@mge the Commit-
tee to consider a less prescriptive wording ofréggiirement.

The Committee proposes that exposures to corpob&iesging to con-

solidated groups with total assets equal to or ediogg EUR 50bn should
be subject to the standardised approach. We ackdgelthe challenges
to obtain reliable estimates of PD and LGD for cogbes belonging to
consolidated groups with total assets equal tocceeding EUR 50bn due
to the low-default nature of these corporationsweleer, using the stand-
ardised approach would mean increases in capdaireaments which we
do not find justified due to the same low-defaudture of these expo-
sures. We therefore encourage the Committee tsesashe need for
using the standardised approach, and as an altermainsider the F-IRB

approach for these exposures. In our view, usirg RHRB approach

would be a way to preserve a risk sensitive apprdat at the same time
take into account that it can be difficult to obtagliable estimates.

The Danish mortgage credit sector
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As the proposal will significantly affect low riskarket segments, includ-
ing the Danish mortgage credit sector, we findsgful to briefly outline
some of the special characteristics regardingntiaisket.

The Danish mortgage credit sector is inherently lsk. This can be
demonstrated by the empirical development as wselby the specific
features of this sector.

Impairment charges for Danish mortgage credit tutstins have averaged
around 0.2 percent over the last 30 years. Duhiegrost recent financial
crisis, which did affect the Danish economy sewerahnual impairment
charges did not exceed 0.2 percent. Please seedig¢d and A2 below
for the development over an extensive time period.

Particularly worth highlighting, the mortgage creidsstitutions were able
to increase their loan volume during the most reieancial crisis. Thus,
the mortgage banks acted as an important stalglifantor at a critical
point where credit granting was otherwise contragti

The historic performance of the mortgage credititinsons is not a result
of chance, but due to the regulatory framework mviththich the institu-

tions operate. Naturally, changes have been inteditio the framework
over time — including introduction of new produgpés and removal of
obligors’ joint and several liability — but all @l Danish mortgage credit
institutions have operated in a markedly low riekieonment throughout.

Thus, while mortgage credit institutions must coympith the same regu-
lation as all other credit institutions, they anbject to additional national
requirements which set narrow limits for their Imesis activities. In order
to limit credit risk, mortgage credit institutioase only allowed to grant
loans secured by real estate and only within sjgeciban-to-value limits.

For residential real estate, loans can only betgdaif they are within 80
% of the property value and for most other segmtrm@squivalent limit

is 60 %.

It is also important to highlight that Danish magg credit institutions
have full recourse to all assets of a defaultinggob and Danish obligors
are thus personally liable for their debt. Thiswpdes mortgage credit
institutions protection from losses beyond the nsikigation originating
from the collateral provided. Perhaps even moreomant, it additionally
serves as a strong incentive for obligors to sertheir debt as nothing is
gained from defaulting, even if the value of th@ioperty should fall be-
low the value of the outstanding debt.
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An additional feature of the regulatory framewotkrsunding the mort-

gage credit institutions is their very efficientass to liquidate the collat-
eral in the event of default. Again, this provi@edirect protection against
losses, while incentivising the obligors to servibeir debt as it is not
possible to prolong the liquidation process.

While not directly related to the proposal at hawd, would also like to
further stress that the regulation of Danish maégaredit institutions
further ensures the low risk nature of the se@aday, effectively prohibit-
ing mortgage credit institutions from taking sigeceint market risk just as
liquidity risks are very limited.

In addition, the legislation has in recent yearsrbeeinforced, limiting
refinancing risk for the mortgage credit instituisd adjustable-rate mort-
gages. The legislation prescribes that bonds issitbda shorter maturity
than the loans which they fund are automaticalliedoover in the low-
probability event where a refinancing auction ofer@d bonds related to
the mortgage-credit institutions adjustable ratnis unsuccessful, or if
there’s a steep, sudden rise in the bond inteasst r

As mentioned above, impairment charges have histibyibeen very low

for Danish mortgage credit institutions. Figure Bdlow shows the low

impairment charges of Danish mortgage credit mstihs compared to
those of commercial and savings banks. Over thelagears the average
loan impairment charge for mortgage credit ingtig has been 0.2 per
cent while the corresponding average for commeua savings banks
has been 1.0 per cent. This period even includespeviods of financial

distress as illustrated in figure A2 where real G@rBwth and relative

changes in house prices are added to figure Al.
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Figure Al: Loan impairment charges for commerciad davings banks
and credit institutions
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Figure A2: Loan impairment charges for commerciad davings banks
and mortgage banks, relative changes in housespraed real GDP
growth.
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