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A European Housing Finance Model -A Consideration for the High-level Expert Group 

 
The Liikanen Group has been asked to consider ways in which it can further “the objective of 
establishing a safe, stable and efficient banking system serving the needs of citizens, the EU 
economy and the internal market”.  
 
We shall argue here that major improvements could be obtained in all these dimensions, if 
the EU would choose a different approach to banking regulation, namely by allowing 
specialised institutions, for instance in housing finance, to do what they are best at, without 
forcing them to follow regulations that have been conceived in Basel for big, international 
banks. 
 
The Danish mortgage model 
 
The argument can take the Danish mortgage bank model as a starting point.  Danish 
mortgage banks have functioned for more than 200 years on a “balanced book” principle, 
which requires that interest rate, maturity and currency must be identical for assets and 
liabilities. For adjustable-rate mortgage loans the “balance book” principle applies to the 
individual interest periods between refinancing. When a new mortgage loan is issued, the 
mortgage bank will fund it by issuing a bond with identical parameters. The bond is kept on 
the balance of the mortgage bank until maturity. This system of what is now known as 
“covered bonds,” was imported from Prussia in the 18th century.  
 
At the same time this model has prudent restrictions on LTV and tight regulation of rules of 
valuation, reducing the credit risk. 
 
It offers the debtor favourable possibilities of early repayment and refinancing, for instance 
repayment at par, in cash, if the funding bond rises in price above par, or repayment through 
purchase of the underlying bonds - which the debtor can identify in the transparent system – 
if the bond price has fallen. As a consequence of this flexible system of repayments, which 
has been praised by the European organisation of consumers, we have seen waives of 
refinancing, reaching volumes towards one fifth of outstanding loans. On these occasions it 
has been noteworthy that many debtors chose to refinance through a competing mortgage 
bank. The flexible system of early repayments has thus enforced strong competition in the 
market. A situation very unlike the one found in many other member states, where debtors 
have limited possibilities of early repayment of housing credits, and where these credits may 
be used to tie the customer to the credit institution. 
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The strong competition in the Danish market is witnessed by low mark ups from the market 
rate of interest, paid to the bondholder, to the rate paid by the debtor to the mortgage bank. 
Until recently the typical mark up for residential loans was about 0.5 %, or many times lower 
than for residential mortgages in other member states. At the same time the Danish 
mortgage banks offer a broad choice of variable or fixed interest products. – The combination 
of attractive pricing and the broad product offer has led to a situation where mortgage banks 
cover about 60 % of the total credit volume to the private sector in Denmark.  
  
When it comes to financial stability this model has also stood its own. Even in the midst of 
the financial crisis in 2008-09 Danish mortgage banks were able to fund new loans and 
refinance existing loans, while the new covered bond markets in Europe were in severe 
difficulties. The financial strength is, of course, the combined result of prudent regulations on 
lending, complete absence of mismatch on the funding side, and a high standing of the 
mortgage bonds in an efficient bond market. There is an added effect from the flexible 
provisions on early repayment, which allow debtors, through refinancing, to reduce their 
interest payments when bond prices rise above par, and to reduce their outstanding debt, 
when bond prices fall.  
 
Unfortunately this positive picture is now gradually deteriorating as a consequence of the 
Basel induced CRD requirements. The Danish mortgage banks have already had to increase 
their interest mark up to cover Basel II inspired changes.  
 
We are now facing far more serious effects, especially from the new liquidity instruments in 
CRD IV/CRR. These instruments are, as mentioned, conceived in Basel for international 
banks, namely to reduce the liquidity risks involved in traditional banking, which involves a 
controlled mismatch of assets and liabilities. Since the Commission wants to introduce 
uniform regulations for all European credit institutions, the recommendations for big, 
international banks from Basel are now being forced upon specialised institutions in the EU, 
like the Danish mortgage banks, which through restrictive national legislation, already are 
forced to respect a balanced book principle.  
 
In our opinion the introduction of the Basel requirements on top of efficient national legislation 
with the same aim, is creating a breach of Article 5 TEU, which deals with the principle of 
subsidiarity and proportionality. This is not the place to develop this legal argument, to which 
we would prefer to return in another context. 
 
Single rule book – optimal solution? 
 
Through your High-level Expert Group it is the place to direct an appeal to the institutions of 
the EU to reconsider, whether the single rule book concept for all credit institutions in the EU, 
irrespective of business model, leads to the optimal solution with respect to “a safe, stable 
and efficient banking system serving the needs of citizens, the EU economy and the internal 
market”.  
 
Our observations in the Danish credit market indicate a clear movement towards an inferior 
situation, with far-reaching and costly new requirements to a system that for more than 200 
years has not produced a single defaulting mortgage bond. 
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What is worse, seen from the EU perspective, is the loss of potential economic efficiency and 
stability in the EU at large. - Instead of exerting a strong negative effect on specialised 
institutions, and there may well be other examples than the Danish mortgage banks, the 
Commission ought to consider how it could facilitate the introduction of some of the positive 
aspects mentioned above more widely in the EU. 
 
A European Housing Finance Model 
 
It is obvious that it would be unrealistic to expect the Danish model to be exported to other 
member states lock, stock and barrel, but it would be feasible for the Commission to 
introduce a rather broader “European housing finance model”, which would gradually work 
like a ring-fence round the European housing finance function. The model might, to include 
especially SMEs, be expanded into a “European mortgage finance model”, based on the 
balanced book principle, and supplemented by appropriate rules for prudent lending. The 
(controversial) issue of early repayment could be solved by leaving open alternative options. 
The market mechanism will then decide in the longer run. 
 
The balanced book institutions will be subjected to separate supervision. It will be facilitated 
by their limited scope of activity and the transparent funding system. This is not in breach of 
the level playing field, because they follow a very different business model, which excludes 
any mismatch risk, and their requirements should be measured out accordingly. 
 
One could imagine that commercial banks that are active in housing credits, would form 
subsidiaries specialising in these activities.  – The potential positive effect on European 
welfare and financial stability would be very considerable. 
 
An EU policy in the mortgage banking field along these liens would also promote the internal 
market for these financial services, since it will be easier to compare the balanced book 
based products across borders. Member states will also be exposed to pressure from house 
owners to create the necessary legislative framework (e.g. registration of fixed property or 
legislation on protection of creditors), where this is not yet in place. 
 
There would be no conflict with Basel or G20. Housing finance is not a subject for global 
cooperation, but must be left to each jurisdiction. – A European model, as sketched here, 
could quickly be the envy of other G20 members, given its effects on economic welfare and 
financial stability. 
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