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Commission consultation paper on reforming the structure of the 

EU banking sector 

The Association of Danish Mortgage Banks appreciates the opportunity to comment on the 

consultation paper on reforming the structure of the EU banking sector. We consider the 

consultation paper an important contribution to the ongoing discussion on the shape of the 

financial landscape in light of the financial crisis. Please find below our answers to the 

questions, which we have found relevant to address.  

Q2:  

Do you consider that an EU proposal in the field of structural reform is needed? What are 
the possible advantages or drawbacks associated with such reforms? 
 

The Association of Danish Mortgage Banks acknowledges the need for prudent banking 

regulation that addresses the lessons learned from the financial crisis. If designed properly, 

reforms can enhance financial stability and sustain economic growth. The most important 

regulatory contribution in this respect is the recent adoption of the CRD IV / CRR package 

that addresses the capital and liquidity short falls that were the main drivers of the crisis. 

Additionally, the banking union is expected to play a significant role. The upcoming crisis 

management directive, central clearing, SIFI-requirements and so on also reshapes the 

financial sector dramatically thus reducing both the risk of future financial crises and the 

associated costs for tax payers.    

The common denominator of the large amount of regulatory packages is that they directly 

aim to address the adverse experiences from the financial crisis. One may therefore ques-

tion if structural reforms and separation of banking activities add any value. Furthermore, 

the impact on the financial sector’s ability to act as intermediaries following the adoption on 

the CRD IV/CRR etc. is yet to be determined. Caution is thus warranted until the effects 

from the regulatory standards already in process are known. In this light, despite the good 
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intentions, the impact assessment of the structural reform proposals contains so many un-

knowns that it cannot serve as a reliable guideline. 

Furthermore, we urge the Commission to take into account the diversity of business mod-

els and financial structures across the European Union when proposing structural reforms 

with far-reaching consequences. In Denmark, funding of mortgage loans by specialized 

mortgage banks is based solely on issuance of covered bonds. As a pass through system, 

all payments on the loans are directly passed through to bondholders. The system is based 

on a principle of matching, ensuring that all loans are matched with similar bonds. The 

principle limits the risk the mortgage bank may incur. The Danish mortgage model per-

formed well during the crisis, as the Danish covered bond market remained open for both 

new issuance and trading without government sponsorship. 

The specialized mortgage banks are legally constrained from taking deposits. Accordingly, 

as the deposit bank is separated from the mortgage bank per construction, there are no 

simple depositors that need protection from trading activities that the mortgage bank con-

ducts in order to sell the bonds. We note that the Commission consultation paper explicitly 

states that trading activities are to be separated from the “deposit entry”. We understand 

from this that specialized mortgage banks that do not take deposits should not in any case 

be subject to mandatory separation of trading activities.    

CHART 1 – STYLIZED BALANCE SHEETS  

 

a) Traditional commercial banking b) The specialized mortgage model 

 

 
 

From the viewpoint of the Danish mortgage banks the largest drawback associated with the 

structural reforms is the risk of a liquidity drain from the markets where the mortgage bonds 

are sold. Danish mortgage lending and refinancing activity, and average daily turnover of 

the Danish covered bonds continued largely unaffected even during worst days of the fi-

nancial crises in 2008. Spreads to government bonds increased but unlike most other Eu-



D57464 

 
3 

 

ropean covered bond markets trading did never halt and issuers and investors kept being 

active in the market throughout the days and months after the Lehmann collapse unlike 

most other financial markets in the world. Observed traded bid-ask spreads widened during 

the peak of the crises in 2008, but not to a larger extend than traded bid-ask spreads on 

Danish government bonds. This has been documented by studies made by the Danish 

central bank1,2. 

Danish covered bonds are very likely to qualify as transferable assets of extremely high 

liquidity and credit quality (level 1 assets) in the EU implementation of the Basel III liquidity 

framework (Liquidity Covered Ratio). The CRR permits the recognition of covered bonds 

under level 1 assets provided they satisfy a number of criteria in terms of liquidity and credit 

quality. These liquidity criteria are to be defined further by the European Banking Authority 

by the end of 2013.  

A less liquid market for Danish covered bonds would pose a large unintended conse-

quence of any structural reform.  

Q5: 
What are the costs and benefits of separating market-making and/or underwriting activi-
ties? Could some of these activities be included in, or exempt from, a separation require-
ment? If so, which and on what basis? 
 

One of the main problems with mandatory separation of trading activities is that the distinc-

tion between different activities is not clear cut. As stated above, The Association of Danish 

Mortgage Banks fears that too broad a scope for separation will have a negative impact on 

liquidity in bond markets. This will hurt indirectly the business model of Danish mortgage 

banks. 

The covered bond funding of mortgage loans by specialized mortgage banks transforms 

illiquid mortgage loans into liquid bonds. A large part of these liquid bonds show up in the 

trading books of banks, e.g. through market-making activities. Market making is conducted 

both by deposit entities of subsidiaries of mortgage banks and other banks. Given the size 

of the Danish mortgage market3 this means that from an accounting perspective, trading 

books will seem larger for banking groups operating in countries with structural characteris-

                                                
1
 Buchholst, B.V, J. Gyntelberg and T. Sangill (2010): “Liquidity of Danish Government and Covered Bonds – 

Before, During and After the Financial Crisis – Preliminary Findings”, Danmarks Nationalbank Working Paper 
Series, no. 70 (2010). 
http://www.nationalbanken.dk/DNUK/Publications.nsf/8b8fe2a60c3a10cbc1256be50057a78e/7a25ccdafbfe301
2c12577ae004f4584!OpenDocument  
2
 Dick-Nielsen, J., J. Gyntelberg and T. Sangill (2012): “Liquidity of Danish Government versus Covered Bonds 

Markets”, Danmarks Nationalbank Working Paper Series, no. 83 (2012). 
http://www.nationalbanken.dk/DNDK/Publikationer.nsf/side/WP_832012_Liquidity_in_Government_versus_Cov
ered_Bond_Markets!OpenDocument  
3 The total outstanding of 2,466 billion DKK as of end 2012 corresponds to 135 percent of the Danish gross 
domestic product.   

http://www.nationalbanken.dk/DNUK/Publications.nsf/8b8fe2a60c3a10cbc1256be50057a78e/7a25ccdafbfe3012c12577ae004f4584!OpenDocument
http://www.nationalbanken.dk/DNUK/Publications.nsf/8b8fe2a60c3a10cbc1256be50057a78e/7a25ccdafbfe3012c12577ae004f4584!OpenDocument
http://www.nationalbanken.dk/DNDK/Publikationer.nsf/side/WP_832012_Liquidity_in_Government_versus_Covered_Bond_Markets!OpenDocument
http://www.nationalbanken.dk/DNDK/Publikationer.nsf/side/WP_832012_Liquidity_in_Government_versus_Covered_Bond_Markets!OpenDocument
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tics like Denmark, than for banking groups operating in countries where simple deposits are 

channeled directly to fund mortgages.  

Thus, at a minimum, market making activities that are direct result of local European busi-

ness model design (such as the Danish mortgage model) model should be exempted from 

the separation requirement.  

 

Best regards 

 

Jan Knøsgaard 

Deputy Director General 

 

    

 

   

 

 


