W FINANSTILSYNET *NBS® NORGES BANK

THE FINANCIAL SUPERVISORY
AUTHORITY OF NORWAY

Secretariat of the

Basel Committee on Banking Supervision
Bank for International Settlements
CH-4002 Basel

Switzerland

Your ref. Our ref. Oslo,
09/00534 16 April 2010

Response to the Basel Committee's consultative documents on capital and liquidity

1. On 17 December 2009, the Basel Committee on Banking Supervision (BCBS) released two
consultative documents: "Strengthening the resilience of the banking sector” and
“International framework for liquidity risk measurement, standards and monitoring”'. This
consultative statement was prepared jointly by Norges Bank and Finanstilsynet. Norway is
taking part in the quantitative impact study, and will consider additional comments on the
background of results from this exercise.

2. Norges Bank and Finanstilsynet broadly endorse the BCBS initiatives. The proposals
address a wide range of problems and deficiencies that have been identified in the current
regulation of bank capital and liquidity management. However, we note that the existing and
proposed regulations result in a comprehensive and complex regulatory system that entails
significant challenges for both banks and authorities. The international financial crisis has
clearly again demonstrated that the costs to society of financial instability can be very high.
The proposed increased capital and liquidity requirements will contribute to reducing
systemic risk, but will at the same time increase the costs of financial services for households
and non-financial companies. These costs may delay the recovery and economic growth after
the crisis. The final calibration and timing of implementation must carefully address the
balance between these considerations. The cost of compliance is likely to vary between
Jjurisdictions, and is at risk of becoming particularly high in jurisdictions with limited
availability of certain assets and funding sources.
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3. Norges Bank and Finanstilsynet generally support the BCBS® efforts to improve
transparency and market discipline by requiring banks to disclose metrics showing how they

comply with the standards.

4. Norwegian banks experienced funding problems during the recent financial crisis. The
problems were alleviated by extraordinary liquidity measures on the part of the Norwegian
Government and Norges Bank. Norwegian banks had limited exposure to structured credit or
the type of securitisation and derivative transactions that caused solvency problems
internationally. Norwegian authorities have applied rather strict rules and supervision after the
Norwegian banking crisis in the early 1990s. Together with relatively prudent credit practice
and emphasis on risk control on the part of the banks, this may have contributed to mitigating
the impact of the international financial crisis on the Norwegian financial sector.

Strengthening the resilience of the banking sector

5. Norges Bank and Finanstilsynet generally support the proposals to strengthen the resilience
of the banking sector. The effect of many of the proposals, and the joint effect, will depend
largely on calibration issues that are not settled at this point. Specifically, the proposals aimed
at reducing procyclicality and excessive credit growth, require further investigation.

Quality, consistency and transparency of the capital base

6. Norges Bank and Finanstilsynet welcome measures to enhance the quality, consistency and
transparency of the capital base. In particular, we support setting a separate quantitative
requirement for common equity. Ideally, we would like BCBS to consider removing hybrid
capital altogether from tier 1 capital. Alternatively, we recommend that the quantitative
requirements for common equity, tier 1 capital and total capital are calibrated rather strictly
and more strictly than existing regulation. Sufficient weight should be put on the common
equity component (including retained earnings). As long as there are hybrid instruments in
going-concern capital, we strongly urge that the minimum standard includes announced
trigger points for write-downs and conversion of hybrid instruments into equity. The trigger
points should be set with sufficient distance to the minimum regulatory capital adequacy
requirement. A bank will need to be recapitalised long before capital reaches the minimum
regulatory requirement. If hybrid instruments do not contain sufficient loss absorbency
mechanisms, it will be more difficult to recapitalise the bank since the shareholders will bear
all the losses. We strongly suggest that the requirements for loss absorption on a going-
concern basis explicitly apply for all tier 1 capital (not being common equity), not only for
instruments that under the relevant accounting rules are recognised as liabilities.

7. We note that the BCBS is particularly aware of the special adjustments of the proposed
measures that need to be taken in order to encompass co-operatives and savings banks without
common stock. Norwegian banks are not likely to be significantly affected by the proposals,
as Norwegian legislation applies rather strict rules for both the composition and amount of tier

1 capital.

8. We strongly support the harmonisation of the regulatory adjustments applied to regulatory
capital. As noted by the BCBS, regulatory adjustments should be applied to the appropriate
component of capital. In general, the appropriate component is common equity including

retained earnings.

Risk coverage and counterparty credit risk
9. Norges Bank and Finanstilsynet support the decision to increase the risk weight for



exposures to financial institutions. Furthermore, we agree that the issues of wrong-way risk
and credit valuation adjustments are lessons at the heart of the propagation mechanisms that
were at work during the financial turmoil in 2008/2009. We recognise that BCBS has
presented comprehensive and very detailed work on risk coverage and counterparty risk.

10. We support the efforts to strengthen incentives for using central counterparties. The
strengthened incentives should be accompanied by internationally harmonised regulation of
central counterparties.

11. Norges Bank and Finanstilsynet endorse the initiative to strengthen and harmonise
eligibility criteria for external credit assessment institutions {credit rating agencies) by
adopting the code of conduct of the International Organization of Securities Commissions.

Systemic risk

12. Norges Bank and Finanstilsynet agree that the proposed measures for risk coverage and
counterparty credit risk may alleviate certain systemic risk issues. We support the BCBS
initiatives to develop practical tools that can assist supervisors in their assessment of banks’
systemic importance. Moreover, we support further investigations of, inter alia, capital
surcharges for banks’ systemic importance.

13. We believe systemic risk and macroprudential issues should be given a more pronounced
and broader treatment in the final reform package. Pillar 1 of Basel II framework is based on
loss experiences at the level of individual banks. Experience, including the recent financial
imbalances, suggests the existence of externalities in the financial system that magnify the
interface between the financial system and the real economy. Leverage in the household
sector is one example. While a single bank may be faced with limited credit risk on its
mortgage portfolio, high leverage in the household sector makes the economy vulnerable.
Economic disturbances will more likely lead to losses on loans to corporates that are
dependent on domestic demand. We urge the BCBS to investigate whether such externalities
can be better accounted for within the regulatory framework. In the case of housing loans, risk
weights differ significantly between IRB banks and banks applying the standardised

approach. We doubt the underlying risks are accordingly different, especially for loans with
moderate loan-to-value ratio. A housing loan is a fairly homogenous financial product that
should be subject to relatively homogenous capital requirements. We therefore urge the BCBS
to investigate whether there is a basis for recalibration of the IRB risk weight curve for
housing loans, with the aim of aligning the risk weights under the IRB approach with the
standardised approach. We see the introduction of a leverage ratio as an important measure to
contain the macroprudential risks for high levels of housing loans.

Mitigation of particular incentive effects

14. We support BCBS’ rigorous efforts to identify and suggest changes to particular incentive
problems in the existing regulatory framework. These include incentives to prefer non-rated
guarantors of low quality, incentive effects related to external ratings, and incentives to take
too small provisions due to the existing 50/50 split of provisioning adjustments between tier 1

and tier 2 capital.

Leverage ratio
15. Norges Bank and Finanstilsynet support to impose a leverage ratio as a means to set up a

safety net against model risk and measurement error. We are generally supportive of the
proposed design and the efforts made for ensuring comparable calculations across institutions

and jurisdictions.



Basel II has introduced new challenges to comparing banks, the main reasons being
differences in risk assessment between standard and IRB banks and differences in how banks
report the effect of the contemporary floors. The leverage ratio may have a complementary
role in comparisons between banks.

Calibration of the leverage ratio is crucial. Norges Bank and Finanstilsynet stress that the
leverage ratio should be a supplement to the risk-weighted capital requirement. The risk-
weighted requirement should be binding for most institutions without the leverage ratio

inflicting.

Procyclicality
16. While Norges Bank and Finanstilsynet find merit in each of the proposals to mitigate

procyclicality, we recognise the need for further investigation of the effect of each proposal
and in particular the joint effect. In the current proposal, the potential interplay between the
different parts is not discussed. A key premise is the planned assessment of the degree of
procyclicality of Basel 1, and to what extent IRB models should be adjusted for the cycle.

Procyclicality and cycle adjustments

17. Norges Bank and Finanstilsynet agree that a certain degree of cyclicality in minimum
capital requirements is acceptable in order to preserve IRB risk sensitivity across institutions
at each point in time. We support BCBS to continue the ongoing research to assess the degree
of Basel II cyclicality. We believe supervisors should increase their effort to require IRB
banks to rate through the cycle in a forward looking manner. A harmonisation of international
practice may be warranted. We recognise that the use of cycle adjustment methods to assess
downturn probability of default for different exposure classes could provide useful
benchmarks for national supervisors under pillar 2 of Basel IL

Procyclicality and forward looking provisioning

18. Norges Bank and Finanstilsynet firmly support BCBS to continue its work with the
Internal Accounting Standards Board to promote a change in provisioning standards that
improves the usefulness and relevance of financial reporting for stakeholders, including
prudential regulators. An accounting model for provisioning should allow for earlier
identification and recognition of losses compared with the prevailing incurred loss model.
Effort should be taken to limit the complexity of the accounting model to ensure transparency
and to avoid obstacles to implementation. For IRB banks, imposing a separate accounting
based model to assess expected losses will result in multiple definitions and a duplication of
tasks. Some effort should be devoted to evaluate whether IRB banks could be allowed to use
internal models as a benchmark for provisioning decisions.

Reduced procyclicality through capital conservation

19. Norges Bank and Finanstilsynet support the proposed framework of establishing a buffer
range above the regulatory minimum, in which banks’ discretionary payments and share buy-
backs are restricted. As proposed by the BCBS, restrictions on discretionary payments should
explicitly include payments to hybrid instruments in tier 1 capital.

Varying the buffer with macro indicators to mitigate excessive credit growth

20. Norges Bank and Finanstilsynet support the effort to find applicable measures to mitigate
excess credit growth. We believe varying the capital buffer with macro indicators is a viable
option. Macro credit growth relative to trend could be a suitable indicator for this purpose.
However, there are challenges to tying the buffer range to macro variables.

First, there are challenges to applying varying capital buffer on cross-border banks. The



macroeconomic environment, including credit growth, typically varies across countries. The
BCBS proposes that internationally active banks should have buffer capital commensurate
with a weighted average of the buffer requirements in the jurisdictions the bank operates. To
ensure level playing field, the weighted average buffer should be designed such that increased
capital required by issuing a new loan in a certain jurisdiction is the same whether the loan 1s
provided by domestic banks or foreign branches. Furthermore, the weighted average buffer
requires cooperation between home and host authorities, insofar as the home authorities are
responsible for capital requirements.

Second, a varying buffer requirement may become complex and difficult to predict. We
believe a capital buffer above the already advanced and complex risk-weighted minimum
requirement should be kept simple. For example, with a varying buffer that restricts
dividends, it will be difficult for investors to form expectations about future dividends.

Third, in periods of high credit growth, banks with excess capital may choose to increase
lending further, due to the increased buffer range restricting dividends. When the variable
buffer is reduced in periods of low credit growth, restrictions on dividends will ease and
banks still running a surplus may pay higher than prudent dividends. Thus the effect may turn
out to be the exact opposite of the intentions.

Based on the above considerations we encourage the BCBS to further investigate the likely
consequences of tying the buffer range to macro variables. Furthermore, we suggest
considering a wider range of measures to mitigate excessive credit growth. National
supervisors can already use pillar 2 of Basel II to address macroprudential concerns. Further
work by the BCBS on mitigation of excessive credit growth could be used as a benchmark for
applying pillar 2 requirements for macroprudential purposes.

International framework for liquidity risk measurement, standards and monitoring

21. The Committe proposes to supplement the existing qualitative liquidity standards with
quantitative standards specifying minimum levels of liquid assets and longer-term structural
funding. Norges Bank and Finanstilsynet support the introduction of such requirements.
The proposed liquidity standards are specified with a very high level of detail. It is our
concern that this raises a range of issues. Some of these are outlined in 21a-21c.

Level of detail and the relevance for future liguidity crisis

21a. Complex and highly specific regulatory systems are known to be most appropriate when
there is very specific knowledge about the type of problematic situations that may arise.
Liquidity risk seems to materialise in a wide range of ways, and often with an element of
surprise to regulators and banks. When imposing a very detail-oriented regulatory system
there may be a greater risk of over-emphasising the most recent experiences.

Implementation may be difficult due to differences between jurisdictions

21b. In order to preserve a level playing field Norges Bank and Finanstilsynet support the
need for regulatory harmonisation of both capital and liquidity standards. However, the
availability of specific assets and funding sources may vary extensively over jurisdictions.
Thus, harmonisation of liquidity standards may be difficult when the regulatory framework is
specified at a very detailed level.

Very detailed standards may reduce diversity among banks
21c.When there is genuine uncertainty concerning the exact nature of future shocks that may



hit the financial sector, having a diverse bank sector may be an important factor for
robustness. We are somewhat concerned that the ability of banks to comply with the proposed
regulatory framework will depend largely on size and type of business activity. Small and
domestically oriented banks, and in particular those operating in jurisdictions with limited
availability of specific assets and funding sources, may find it particularly difficult or costly to
comply. As a result the banking sector may evolve over time in the direction of less diversity.

Calibration of stress tests

22. The recent financial crisis left little doubt that liquidity management and resilience to
liquidity shocks must be improved substantially in financial institutions. The severity of the
stress test scenarios applied should be carefully balanced against a consideration of what type
of shocks the sector should be able to withstand without extraordinary policy actions taking

place.

Minimum standards and the need to consider move flexibility

23. Norges Bank and Finanstilsynet want to underline the importance of defining the
proposed minimum standards relating to the Liquidity Coverage Ratio (LCR) and Net Stable
Funding Ratio (NSFR) with a view to ensuring flexibility in times of stress. In particular it is
of importance that LCR is a liquidity buffer that can actually be drawn on. If standards are
formulated as an absolute minimum, this will not be the case as the standards must be upheld
at all times. A more flexible regime could be to enforce a “duty to tell” the supervisor when
departure from the standards occurs, or is likely to occur in the near future.

Partly owned firms and calculation on a consolidated basis

24. Under the proposed standards, it could be the case that a bank has on its balance sheet a
partly owned firm that falls outside the consolidation standards, but still represents a major
liquidity risk to the bank. It is important to ensure that the regulatory framework is such that
the share of the liquidity risk that can be related to the bank’s ownership is included in the
proposed indicators (LCR and NSFR). An interesting example taken from the Norwegian
banking sector regards part ownership in a credit institution whose purpose is to issue covered
bonds. In this particular case, the ownership is divided among an alliance of legally
independent savings banks that can transfer loans to the credit institution as a means to obtain

funding.

Liquidity coverage ratio
25. Norges Bank and Finanstilsynet are supportive of the proposed ratio. We believe it could
be successful in ensuring that banks hold a sufficient amount of liquid assets within a time

horizon of 30 days.

Stock of high quality assets
26. Norges Bank and Finanstilsynet underline the importance of formulating the listed criteria

for “high quality assets” to enable banks to hold assets with reasonably stable access in
stressed situations. The particular formulation that banks should hold liquid assets
denominated in the same currency as the liquidity risk exposure, assumes reasonable
availability of such assets. For Norwegian banks, a major part of such assets will have to be
government bonds or central bank deposits. In Norway, the market for government bonds is
particularly small and illiquid (which can be explained by the fact that the Norwegian
government is a net positive asset holder). Norwegian government bonds are primarily held
by foreign investors and life insurance companies. Demand for government bonds is likely to
increase further, and significantly so, when EU’s Solvency 2 is implemented. Thus
government bonds will only to a limited degree be available for inclusion in the proposed
liquidity buffer.



27. For the extended definition of liquid assets, which includes a share of non-financial
corporate bonds and covered bonds, the standards are so strict that in practice there will be no
assets available to Norwegian banks which are denominated in the domestic currency. Thus in
practical terms, the narrow and the extended definition coincide.

28. Norges Bank and Finanstilsynet suggest that the proposed standards be modified. We
believe that the way forward is to put more emphasis on diversification, so that a wider
definition can be applied. The share of government bonds which banks are required to hold
must be consistent with the availability of these assets. For other assets, it is vital that the
requirements are not so strict that too few available assets qualify. It is important that covered
bonds with sufficiently low credit risk are included.

Net cash flows
29. By international standards, the share of deposits to total assets of Norwegian banks is very

high. The assumptions regarding the run-off factor for deposits will therefore be crucial for
the cost of compliance. The risk of deposit run-offs has been observed to vary over different
jurisdictions. Possible factors like savings patterns, variation in deposit insurance agreements,
as well as variations in public confidence in institutions and authorities may explain this
observation. In Norway insured deposits were reasonably stable during both the Norwegian
banking crisis in 1988-1992, the financial turmoil in 2002/2003, as well as under the recent
financial crisis. The main pattern was then that depositors fractionalised over a larger number
of banks to qualify for the deposit insurance, causing only limited net effects in each bank.
Against this background, we believe that the run-off factors for deposits not made by financial
institutions, insured deposits in particular, are set too high. If effectuated they are prone to
initiate structural changes in the banking sector, which may be unwarranted. For instance
they may induce smaller banks to replace deposits with less familiar funding sources.
Furthermore, we believe that criteria for classifying deposits such as “banking relations”,
“transactional accounts” and “internet deposits” should be dropped so that all types of insured
deposits can have a similar treatment. “Banking relations™ are subjective and not particularly
transparent. “Transactional accounts” are more flexible, not less flexible than other accounts.
“Internet deposits” are becoming a standard cost efficient technology, and banks should not
be given incentives to turn this trend. The classification of different types of deposits may
vary substantially between countries.

Net stable funding ratio

30. Norges Bank and Finanstilsynet support the structure of the proposed ratio. We believe
that it can contribute to banks holding a sufficient amount of long term funding. However, the
specified time horizon of one year implies that debt maturing in just over one year is as stable
as longer-term debt. The indicator measures the value of stable funding relative to an estimate
of necessary stable funding. Again we wish to stress the importance of deposits as a source of
financing for Norwegian banks. The available stable funding (ASF) factors, which capture
the share of each financing source assumed available in a stressed situation, will have to be
considered with care. We are concerned that the ASF factors for deposits are too conservative.

Public disclosure

31. Norges Bank and Finanstilsynet support the proposal that banks shall provide public
disclosure of information on metrics and standards, similar to the disclosure of capital
standards, More transparency means fewer banks will choose business models with high
liquidity risk. A minimum international disclosure standard should be established.
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