Trust, credit and growth
Nordic banks support many of the initiatives taken, as a consequence of the financial crisis, to review the Basel II framework. But the banks also share a strong criticism to some of the proposals that might punish well-managed banks from the Nordic region. - Especially the definitions of liquidity and the proposed leverage ratio are hard to accept from our perspective, say the managing directors of the banking associations from Denmark, Finland, Norway and Sweden.

In the aftermath of the global financial crises the world is looking for new measures to regain trust at the international financial markets. In the business of finance trust is the core ingredient and main productivity driver of success. Without it, the markets do not function to the benefit of the larger society. And without it, there is no stability and growth in the economy. 
In order to have trust, regulation can play a very fruitful role. We are welcoming a broad review of regulation and supervision in order to refine and improve the present framework. However, it’s obvious that many of the proposals for the new capital requirement and liquidity regime are too far reaching. Newly published impact assessments show that there will be non-desired effects on the real economy. We encourage politicians, regulators and central banks to make sure that the new financial regulation improves the functioning of the market and helps the responsible market participants keep the rogue players out of business at the same time as banks can continue supporting the real economy and contribute to wealth in the Nordic region. 
The Institute of International Finance (IFF) has recently published a study on the cumulative impact on the real economy of the changes proposed in the banking regulatory framework. The findings look dramatic.  For the euro area, they indicate large increases in bank lending rates, reduced growth by more than 4 percentage points and about 4.8 million jobs less in a ten-year time horizon.  The study also indicates that the proposed changes will hit banks in Europe harder than US banks.

It is difficult to estimate if that loss of growth would be definitive, since the IIF study has not been able to quantify the positive effects of the package on financial stability. It is nevertheless crucial to raise the awareness of policy makers and to consider the cumulative impact of these measures.
From the Nordic perspective there is agreement between banks, authorities and politicians on the criticism of some of the new proposals from the Basel Committee. First of all, the banking associations from the Nordic region oppose the introduction of a crude leverage ratio as a complement to the existing risk based measures. Second, there is a common concern that the proposed liquidity standards will be too harsh and that covered bonds should be included in the liquidity buffer, provided they fulfil a number of criteria.
The proposal to implement a leverage ratio would mean regulating the amount of equity a bank must have in relation to its total assets, including off-balance sheet commitments, without taking into account the various risk levels in the assets. This means that the capital requirement will be the same for all borrowers, regardless of creditworthiness. Irrespective of whether the money is lent as a mortgage to a household with sound finances, to the government, or to a high-risk project, the leverage ratio will lead to the same capital requirement. 
A direct effect of a leverage ratio would be that the current relatively cheap lending to financially sound households, companies and municipalities with a healthy capital situation would be reduced or become more expensive. It is also likely that financing of low-risk lending would be securitized or moved to the bond and commercial paper market. Thus this lending would be financed outside the regulated banking sector, where it is more difficult for the supervisory authorities to take action. In a stressed situation, powers of financial resistance and the supply of funding in the financial system would be lower than in the current situation. Many of the negative aspects of securitisation that contributed to the crisis in the American financial system would be imported.
Also the effects of the proposed liquidity standards could be considerable for Nordic banks and their customers. Different studies show that the large Nordic banks would need to raise around 200 billion euro in long term financing and hold much more liquid assets compared to the situation of today. This would quite dramatically raise the costs of the banks, especially if they will not be able to include covered bonds in the liquidity buffer. The possibility to include covered bonds is of major importance for many Nordic banks because of the large market for covered bonds in the region.
To summarize, we urge the Nordic political decision-makers to carefully take stock of the impact studies of the proposed rules on capital and liquidity. When it comes to the introduction of the leverage ratio, it is not too late to make a proper assessment on the situation and to remove this kind of harmful measure from the package. When it comes to the new liquidity standards we would in particular like to stress the importance of recognizing covered bonds as high liquid assets.
