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The new Basel Il capital rules will begin
to be applied in Germany on 1 January
2007. At this time, the relevant EC dir-
ectives will be transposed into national
law through amendments to the Ger-
man Banking Act and the adoption of
a Solvency Regulation. Whereas the
current Principle | was oriented to
quantitative minimum capital stand-
ards, the implementation of Basel Il
will involve the introduction of two

Ill

additional “pillars”: the supervisory re-
view process (Pillar II) and disclosure
standards (Pillar 1ll). The more qualita-
tive orientation of solvency supervision
in future is reflected by principle-based
standards that can be applied propor-
tionally, flexibly, and with due regard
to institutions’ particular risk profile.
The minimum capital requirements
(Pillar 1), especially to cover credit risk
and operational risk, have likewise
been refined more in line with risk
orientation and risk adequacy and
now comprise alternative risk measure-
ment methods of varying degrees of
complexity. It is also in supervisors’
interests to pay greater attention to
sophisticated elements of banks’ in-
ternal risk management methods in
the context of capital regulation or li-
quidity monitoring.

In 1988 the Basel Committee on Banking
Supervision published, for the first time, a
framework agreement on capital require-
ments for credit institutions known as the
“Basel Accord”. This Accord prescribed, in
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particular, an adequate level of capital back-
ing for loans. A bank’s regulatory capital must
make up at least 8% of its risk-weighted
assets. In 1996 the framework agreement
was extended to include market price risks in
the capital requirements. This led to the fol-
lowing formula for prudential minimum cap-

ital requirements.

Own funds > 1
12.5- (RWA+MRP) — 8%

The function of capital here is to cover risks
through its loss-absorbing qualities. Its level
limits the institution’s risk taking.

The capital requirements of the current Basel
Accord (transposed into German law as Prin-
ciple 1) are restricted to a simple classification
(defined by supervisors) of exposures using
only five different risk weightings (0%, 10%,
20%, 50% and 100%). One consequence of
this is that the regulatory capital charge for a
loan does not reflect the individual borrower’s
actual default risk since all borrowers in a
given category (eg commercial enterprises)
are assigned the same risk weight irrespective
of their credit rating. The credit institution
thus bears the same capital costs for lending
to a high-quality borrower as it would for a
loan to a borrower with a poorer credit rat-
ing, even though the default risk is lower in
the first case.

Institutions now have more precise methods
of measuring risk at their disposal. This devel-
opment has been taken into account in the
Revised Framework? (“Basel II"”) which was
published in 2004. In future, prudential cap-
ital requirements will be much more strongly
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oriented to the credit rating of individual bor-
rowers and thus distinctly more risk-sensitive.

Capital requirements, however, are by them-
selves not enough to completely capture a
credit institution’s risk profile. Therefore, two
additional pillars have been added alongside
the regulatory capital requirements, which
constitute Pillar 1. Pillar Il covers institutions’
individual risk profile; banks themselves are
required to identify their key risks, manage
their levels adequately and back them with
capital. Supervisors will assess the adequacy
of these internal risk assessments through a
review process. Pillar Ill embraces market par-
ticipants — who, through the institutions’ obli-
gation to comply with extended disclosure re-
quirements, will be able to form a clearer pic-
ture of banks’ soundness than was previously
possible.

Although the recommendations of the Basel
Committee — and thus the June 2004 frame-
work for the new capital requirements for
credit institutions — are not per se legally
binding, they formed the starting point for
the relevant EU directives. Alongside — and
closely based on — the work of the Basel
Committee, the European Commission pre-
sented proposals for modernising the Bank-
ing Directive and the Capital Adequacy Dir-
ective; these have since been adopted by the

1 RWA stands for the capital charge for risk-weighted
assets, while MRP represents the capital charge for mar-
ket risk positions.

2 International Convergence of Capital Measurement
and Capital Standards: a Revised Framework. It is avail-
able for download at the following link:
http://www.bundesbank.de/bankenaufsicht/
bankenaufsicht_basel_rahmenvereinbarung.en.php.

Capital require-
ments supple-
mented by two
additional
pillars

Implementation
by modernising
EC directives ...
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Transposing Basel Il through the German Banking Act and related

prudential regulations

“Basel 11" Revised Framework (June 2004)

Additional Document: Trading Activities and
Double Default Effects (July 2005)

Banking Directive (2006/48/EC) and Capital Adequacy Directive (2006/49/EC)

— Selected details

Banking Act)

German Banking Act
— General provisions/powers to issue regulations

— New rules governing the trading book (section 1a of the Banking Act)
- Partial elimination of single-entity supervision of German institutions (section 2a of the

— Cooperation between supervisory authorities in the EEA (section 8 et seq of the Banking Act)
- Consolidated group (section 10a of the Banking Act)
— Zero weighting of intra-group exposures (section 10c of the Banking Act)

Section 10 of the
Banking Act:
Capital adequacy

Sections 13 and 14 of the
Banking Act: Rules for
large exposures and loans
of €1.5 million or more

Section 25a of the Banking
Act: Institutions’
organisational obligations

Solvency Regulation

Minimum capital and disclosure
requirements

Regulation governing
large exposures and loans
of €1.5 million or more
Large exposures rules

Minimum requirements for
risk management (MaRisk)
Qualitative risk management
requirements and “Procedures for
assessing internal capital ade-

quacy”

Deutsche Bundesbank

European Parliament and the Council.? They
are to be implemented by the member states
by the end of 2006. The cited EC directives,
moreover, are now sufficiently consistent
with the new Basel capital rules to be regard-
ed as equivalent to the latter. In the EU, this
will mean that Basel Il will have been imple-
mented for all banks and securities firms from
January 2007. Unlike in the United States,
where Basel Il will be implemented only part-
ly, the EU will experience the positive effects
of the new framework throughout the bank-
ing industry.

Ever since work on the new framework
began at European and global level, a close
dialogue has been held with the banking sec-
tor through several consultation papers in
order to align the new rules closely to real-

world banking practice. The new rules will be
transposed into German law through amend-
ments to the Banking Act and the adoption
of the Solvency Regulation and the Regula-
tion governing large exposures and loans of
€1.5 million or more (Large Exposures Regula-
tion). Pillars | and Il of Basel Il will for the
most part be incorporated into the Solvency
Regulation, while the qualitative require-
ments of Pillar Il will be transposed into Ger-
man law through the “Minimum require-
ments for risk management” (Mindestan-

3 Directive 2006/48/EC of the European Parliament and
of the Council of 14 June 2006 relating to the taking up
and pursuit of the business of credit institutions (recast)
(EU Official Journal L 177, p 1, 30 June 2006); Directive
2006/49/EC of the European Parliament and of the
Council of 14 June 2006 on the capital adequacy of in-
vestment firms and credit institutions (recast) (EU Official
Journal L 177, p 201, 30 June 2006).
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forderungen an das Risikomanagement,
MaRisk).

Exchange of During the national implementation process,
views with the
banking

industry intensive dialogue with banks and industry

too, BaFin and the Bundesbank launched an

associations at an early stage. This dialogue
was institutionalised through the establish-
ment in autumn 2003 of the “Implementa-
tion of Basel II” Working Group in order to
maximise the effectiveness of national imple-

mentation.*4

Amendments to the Banking Act

With the amendments to the Banking Act
(Federal Gazette I, No 53, p 2606 of 22 No-
vember 2006), the fundamental prudential
rules of the European directives will have
been implemented, and the legal basis for
the Solvency Regulation and the Large Expos-
ures Regulation will have been created.

Structure of In the area of capital requirements, the re-
57%?3?;160 219" \ised section 10 of the Banking Act now gen-
Banking Act erally governs the capital adequacy require-
ments that apply both to single entities and
to groups of institutions and financial holding
groups and also generally defines the eligibil-
ity of internal risk measurement systems. Sec-
tion 10a of the Banking Act is confined to
guestions regarding the definition of consoli-
dated groups, the consolidation procedures
and the obligations incumbent on the super-
ordinated institutions. The extended cata-
logue of capital components listed in the
Banking Directive necessitates an even clearer

differentiation of the definition of capital or

70

own funds in various areas of application. In
future, “modified available capital” will be
the key indicator for calculating capital ad-
equacy pursuant to the Solvency Regulation.
Add-ons or deductions resulting from the use
of certain calculation methods — eg the value
adjustment excess in the case of institutions
using an internal ratings-based (IRB) approach
(IRB institutions) — will be additionally recog-
nised when calculating this “modified avail-
able capital”.

The use of internal ratings-based approaches
to calculating a borrower’s risk and thus the
institutions’ resultant capital requirements
crucially requires corresponding data histories
and thus the collection and use of personal
data. The Banking Directive — without preju-
dice to the general provisions relating to the
protection of natural persons when process-
ing personal data and to the free movement
of data in the European Economic Area (EEA)
— therefore expressly recognises a legitimate
interest of the institutions in the collection
and processing of the personal data neces-
sary to operate internal ratings-based sys-
tems. This, after all, is the only way to ensure
that these systems are operated reliably and
that the results are meaningful. The new sec-
tion 10 (1) sentences 3 to 8 of the Banking
Act therefore contains specific rules govern-
ing the use of personal data in connection
with such risk measurement methods; this
takes due account of institutions’ and super-
visors’ interest in creating and operating such

4 For more information on the results achieved by the
working group, please visit the following page on the
Bundesbank’s website:
http://www.bundesbank.de/bankenaufsicht/
bankenaufsicht_basel_nationaleumsetzung.en.php

Internal risk
measurement
methods ...

... require
special rules for
data protection



Easing of re-
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groups of insti-
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holding groups
and members
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insurance
schemes

systems while at the same time adequately
protecting customers’ legitimate interests.
Whereas, when the rating systems are in live
operation, only features that are demon-
strably relevant to creditworthiness after ap-
plying strict standards (eg income, assets, em-
ployment and payment habits) may be fac-
tored into the rating systems, prior to live op-
eration features that do not (yet) meet the
strict standards that govern live operation
may also be used for developing and refining
rating systems. Enterprises’ business and
trade secrets are likewise protected.

There are two areas in which the Banking
Directive envisages a considerable easing of
the requirements for groups of institutions
and financial holding groups. If there is a
close link between the subordinated institu-
tions and the superordinated enterprise of a
group of institutions or a financial holding
group, in terms of both capital links and risk
management aspects, these institutions, pur-
suant to section 2a of the Banking Act, may
be exempted from key requirements of
single-entity supervision under certain condi-
tions. This arrangement enables supervisors
to take due account of banks’ state-of-the-
art, inter-institutional risk management pro-
cedures. Pursuant to section 10c of the Bank-
ing Act, institutions that meet certain condi-
tions will be eligible in future to apply a uni-
form zero risk weighting to loans within a
group of institutions or financial holding
group. A similar arrangement was also made
for institutions that belong to the same
institution-related mutual insurance scheme
(see box on page 72).
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How to calculate modified
available capital

Liable capital pursuant to section 10 (2)
sentence 2 of the German Banking Act

- Items pursuant to section 10 (6a) of the Bank-
ing Act, taking due account of the deduction
of at least 50% from core (tier 1) capital

e Shortfalls for value adjustments and ex-
pected loss amounts for IRB exposures
pursuant to section 10 (6a) Nos 1 and 2 of
the Banking Act

e Securitisation exposures to which a
1,250% risk weight is applied and which
the institution does not recognise when
calculating risk-weighted exposure val-
ues

e Free delivery exposures for which the
payment has not yet been effectively ren-
dered five days past due

- Qualified participating interests pursuant to
section 12 (1) sentence 4 of the Banking Act,
taking due account of the deduction of at
least 50% from core (tier 1) capital

- Large exposure excess amounts in the bank-
ing book pursuant to section 13 and sec-
tion 13a of the Banking Act and capital
charges for loans to management pursuant
to section 15 of the Banking Act, taking due
account of the deduction of at least 50%
from core (tier 1) capital

- Large exposure excess amounts from borrower-
related trading book and overall business
positions pursuant to section 13 (4) and (5) of
the Banking Act which are backed by liable
capital

+ the eligible value adjustment excess for IRB
exposures in additional (tier 2) capital pursu-
ant to section 10 (2b) sentence 1 No 9 of the
Banking Act

Modified available capital pursuant to section 10
(1d) sentence 2 of the Banking Act

Deutsche Bundesbank
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Easing of requirements for groups of institutions

Waiver

Pursuant to section 2a of the Banking Act,
institutions domiciled in Germany which
are subordinated to another institution or
a financial holding company also domiciled
in Germany can claim exemption (waiver)
at single-entity level from the requirements
governing capital adequacy, large expo-
sures and the internal control system by no-
tifying the supervisory authorities accord-
ingly. Such exemption requires the subordi-
nated enterprise to be closely integrated in
the group structure. Only in this way can it
be ensured that, by waiving the central
prudential rules at single-entity level, no
risks will arise which could endanger the
safety of the assets entrusted to the institu-
tions or which could impair the orderly con-
duct of banking business or provision of fi-
nancial services or which could result in the
emergence of any unacceptable prudential
loopholes and that an adequate distribu-
tion of capital resources within the group
will be safeguarded. Thus, an institution
may only claim exemption if the superordi-
nated enterprise exercises a controlling in-
fluence on the subordinated enterprise.
Furthermore, the subordinated enterprise
must be fully integrated in the group-wide
risk assessment, measurement and monitor-
ing procedures and the superordinated en-
terprise must ensure that the subordinated
enterprise is managed in line with the pru-
dential requirements. This exemption can
also be claimed by the superordinated en-
terprises of a group of institutions or a fi-
nancial holding group if they meet the
aforementioned requirements.

Deutsche Bundesbank
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Intra-group exposures

Pursuant to section 10c of the Banking Act,
loans within a group of institutions or a fi-
nancial holding group may be given a zero
risk weighting for Solvency Regulation pur-
poses provided that they are not assigned
to the debtor’s own funds (intra-group ex-
posures). Furthermore, both the creditor
and the debtor of the loan must be domi-
ciled in Germany and must be included in
both the full consolidation and the group'’s
risk management system. Finally, there
must be no obstacles to the loan’s repay-
ment. This relaxation of the rules also ap-
plies to lending between credit institutions
which belong to the same institution-based
mutual insurance schemes. However, since
the requirements of inclusion of the mem-
ber institutions in the full consolidation of
the superordinated institution and in the
group-wide risk management system are
applicable to groups of institutions and
financial holding groups only, these
institution-based mutual insurance schemes
are therefore subject to special terms and
conditions. Key stipulations in this respect
are the existence of a liability covenant laid
down in a contract or statute to avert insol-
vencies, appropriate arrangements for
monitoring risks and credit defaults as well
as the avoidance of multiple use or inap-
propriate drawing of own funds within the
network of institutions. The institutions
must provide adequate documentation to
show that they have met the requirements.
The supervisory authorities are currently
holding intensive discussions with the asso-
ciations of institutions concerned to deter-
mine the extent to which the individual re-
quirements have been met.



Risk manage-
ment require-
ments

General disclos-
ure rules also
contained in
Banking Act

The risk management requirements in section
25a of the Banking Act were adapted such
that an appropriate risk management system
based on methods of gauging and safeguard-
ing risk-bearing capacity include the defin-
ition of strategies and the establishment of
internal control mechanisms (internal control
system and internal audit function). In add-
ition, the fundamental business organisation
requirements expressly include regular re-
views of the adequacy of the business organ-
isation and its adaptation to changed condi-
tions. Not only the power to issue orders pur-
suant to section 25a of the Banking Act but
also section 45b of the Banking Act give
supervisors further scope for taking action to
remedy organisational deficiencies affecting
an institution, a group of institutions or a fi-
nancial holding group. These include stiffer
capital requirements, imposing restrictions on
business activity or ordering targeted meas-
ures to reduce risk.

Furthermore, in implementing Pillar Ill of the
Revised Framework, section 26a of the Bank-
ing Act imposes a series of disclosure require-
ments in connection with the use of internal
risk measurement procedures for calculating
institutions’ capital requirements. Whereas
the specific disclosure events are largely regu-
lated by the Solvency Regulation, section 26a
governs general issues concerning the con-
tent of disclosure requirements, organisation-
al requirements and exceptions. In the area of
disclosure, too, supervisors have the power to
issue specific orders to remedy organisational
deficiencies or deficiencies in disclosure prac-
tices.
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It was necessary to amend the large exposure
provisions in order to extend the scope for
greater recognition of credit risk mitigation
provisions contained in the new solvency
rules to large exposures. The aim is to create
maximum consistency between the two regu-
latory areas with regard to credit risk mitiga-
tion rules (see the section on the Large Expos-
ures Regulation). Moreover, it was necessary
to introduce exceptions for energy trading so
as not to unduly impede the economically
and politically important goal of liberalising
the markets for gas and electricity. Pursuant
to section 20c of the Banking Act, the exist-
ing concentration risks for energy trading,
which also need to be hedged, are, no longer
to be limited via prudential quantification,
but instead to be measured and managed in-
dividually by energy traders using internally
developed procedures.

With the new section 1a of the Banking Act,
there is now a separate provision devoted to
the requirements relating to holding a trading
book, superseding the current section 1 (12)
of the Banking Act which governs the distinc-
tion between the trading book and the bank-
ing book. This was necessitated by the need
to take account of the extended rules on
trading book business adopted in the new
Capital Adequacy Directive. The recast Cap-
ital Adequacy Directive now includes more
extensive qualitative provisions on holding a
trading book, on trading strategies and on
the valuation of trading book positions. Since
these provisions are specifically tailored to the
holding of a trading book, they were not in-
cluded in the general rules on risk manage-
ment set out in section 25a of the Banking

73

Large exposure
provisions

Trading book



Cooperation
among super-
visory agencies

DEUTSCHE
BUNDESBANK

EUROSYSTEM

Monthly Report
December 2006

Act but instead under the rules governing the
trading book. All the same, institutions are
equally free to implement these rules in the
context of their general risk management sys-
tem. The requirements governing the trading
book also contain provisions relating to
banks’ internal hedging practices. At the
same time, section 1a (3) of the Banking Act
redefines financial instruments for the pur-
poses of the act. In future, for the purpose of
monitoring solvency, reference will no longer
be made to the “financial instrument” con-
cept as defined in the Investment Services Dir-
ective or the Financial Markets Directive,
which is relevant for the approval require-
ment for trading in financial instruments, but
instead to the broader definition contained in
the Capital Adequacy Directive. A financial in-
strument is said to exist if a contract results in
one party having a financial asset and the
other having a financial liability or equity in-
strument. Institutions engaged in only very lit-
tle trading in financial instruments (ie the sum
total of their trading book positions is gener-
ally less than €15 million; see section 2 (11) of
the Banking Act), however, are exempt from
these requirements.

Now that institutions are increasingly en-
gaging in banking business across borders
and providing financial services in other EEA
member states, the rules for cooperation
among supervisory agencies (sections 8 et
seq of the Banking Act) have been revised to
address these changes in market practices.
Moreover, a trend towards creating central-
ised risk management systems is noticeable
among internationally active groups of insti-
tutions and financial holding groups. Against
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this background, it has to be ensured that a
licence granted by the country of domicile
can be recognised throughout the EEA and
that competition between institutions domi-
ciled in different member states is not distort-
ed by differences in supervisory standards.
For that reason, convergence of supervisory
practices in the EU is one of the key goals of
the revised Banking Directive.

One central issue here is the goal of further
strengthening the position of the agency re-
sponsible for supervising the consolidated in-
stitution (the “consolidating supervisor”), as
this agency will have an increased role in co-
ordinating the supervision of internationally
active groups whose members are domiciled
in more than one member state. The provi-
sions in section 10 (1a) of the Banking Act on
allowing internationally active groups of insti-
tutions and financial holding groups to use in-
ternal measurement models accordingly em-
phasises the special significance of the super-
visory authority responsible for consolidated
supervision. This provision, however, also en-
sures that all responsible agencies in other
EEA member states are fully involved in the
approval procedure. In a continuation of the
intensified cooperation between the various
agencies responsible for supervising the
group’s member institutions expressed in sec-
tions 8 et seq of the Banking Act, the consoli-
dating supervisor does not decide unilaterally
on applications for approval of internal meas-
urement models in a group. Instead, the ap-
plication is forwarded to the other respon-
sible agencies, provided the institutions they
supervise are affected by the application for
group approval. Upon receipt of the full appli-

Internationally
active groups of
institutions
allowed to use
internal risk
measurement
models



Use of commer-
cial law-based
consolidated
financial state-
ments for con-
solidated super-
vision

cation, the responsible agencies have six
months to reach a joint decision on whether
the conditions for approval are met. Should
the agencies involved fail to reach a joint de-
cision within that time, the consolidating
supervisor has the right to take the final deci-

sion.

In place of the aggregation of single-entity fi-
nancial statements which had previously
been required by supervisors for all groups of
institutions and financial holding groups, now
consolidated statements drawn up under
commercial law can be used as the basis for
calculating consolidated capital adequacy.
Use of the consolidated financial statements
to calculate consolidated capital adequacy
must be based, however, on the respective
prudentially defined consolidated group, ie
firms that are included in the consolidated fi-
nancial statements under commercial law yet
are not part of the consolidated group for
prudential purposes need to be eliminated
from the consolidated group. Conversely, the
exposures of enterprises that belong to the
prudentially defined consolidated group yet
are not included in the consolidated financial
statements under commercial law are to be
assigned to the consolidated own funds and
risk positions. Additional provisions (“pruden-
tial filters”) designed to correct certain valu-
ation rules in the International Accounting
Standards (IAS/IFRS) will be included in the
Consolidated Financial Statement Transition
Regulation (Konzernabschlusstberleitungs-
verordnung).
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Solvency Regulation

The Solvency Regulation replaces the previous
Principle | and spells out the details of the ad-
equacy of institutions’ own funds demanded
by section 10 of the Banking Act. The Solv-
ency Regulation is scheduled to come into ef-
fect on 1 January 2007. For a one-year transi-
tional period, institutions will be able to con-
tinue calculating their capital requirements
completely on the basis of Principle I.

New methods of calculating credit risk

Principle | had hitherto envisaged only a
standardised procedure for calculating the
adequacy of the capital backing of credit risk
positions. It contained a rigid creditworthi-
ness weighting schema for determining risk
which was categorised by type of borrowers
and (with regard to sovereigns and banks as
debtors) made a relatively simplistic distinc-
tion between OECD and non-OECD states.
No consideration was given to individual bor-
rowers’ probabilities of default. This proced-
ure has been replaced in the Solvency Regula-
tion by two alternative approaches.

One of these is for institutions to apply a new
Credit Risk Standardised Approach (CRSA), in
which the risk weighting is usually linked to
external credit assessments.> External credit
assessments may be used only if they come
from institutions that are recognised by
supervisors (see box on page 76).

5 For credit risk exposures to central governments, insti-
tutions may eschew external credit assessments in favour
of using export insurance agencies’ country classifica-
tions.
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Recognition of external credit assessment institutions for risk weighting purposes

in the Credit Risk Standardised Approach

Before an institution is granted permission
to use the credit ratings issued by an exter-
nal credit assessment institution (ECAI) to
measure the risk weights of credit risk pos-
itions in the Credit Risk Standardised Ap-
proach (CRSA), the ECAI first needs super-
visory approval. Such approval may be
granted only if the credit assessment meth-
odology applied by the ECAI and the result-
ing credit ratings meet certain require-
ments.

The credit assessment methodology is gov-
erned by the following requirements.

— Obijectivity, especially including a sys-
tematic structure which can be valid-
ated.

— Independence from political or econom-
ic pressures.

— The issued credit assessments should be
subject to at least an annual review.

— Transparency (ie the documentation of
the general methodology should be
publicly available).

The resultant credit assessments must be

— recognised in the markets by the users
of these assessments as credible and reli-
able, and

— transparent in the sense that they are
available at least to all institutions that
have a legitimate interest at equivalent

terms.

Deutsche Bundesbank
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The application for ECAI recognition for
risk weighting purposes has to be lodged
by the ECAI itself. This is also to include a
declaration of intent by an institution or a
central association of the banking industry
on the future use of the ECAIl's assessments
for the purposes of the Solvency Regula-
tion. BaFin and the Bundesbank then joint-
ly examine whether the requirements have
been met. If the ECAI is also seeking recog-
nition in other European Union member
states, a “joint assessment process” is con-
ducted by the supervisory authorities of the
EU member states involved. The existence
of a single main point of contact, joint
evaluation and agreement between all par-
ticipating supervisory authorities regarding
the joint assessment of the application are
all intended to ensure a consistent decision
on the application across member states
while also reducing the bureaucracy this
involves for the applicant. The decision
on the recognition of ECAIs is then taken
by each responsible national supervisory
authority.

Within the framework of the recognition
procedure, BaFin and the Bundesbank then
assign each credit assessment category used
by the applicant ECAl to a supervisory
credit rating grade between 1 and 6 from
which the risk weights to be used can then
be derived. The long-term default rates of
the credit assessment categories, but also
qualitative factors such as portfolio com-
position and the ECAI's default definition,
are included in the assignment.



... with prede-
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Depending on their external credit assess-
ment, the risk exposures that have to be as-
signed to certain asset classes are given indi-
vidualised risk weights.® For unrated expos-
ures or certain loans, such as those granted in
retail or mortgage business, by contrast, the
practice of assigning a uniform fixed risk
weight will continue to apply. Retail expos-
ures will benefit in future from particularly fa-
vourable treatment, as the new CRSA rules
will only require them to be given a 75% risk
weight (as against 100% in Principle I). This is
advantageous particularly for the medium-
sized business sector, as the retail business
asset class generally also covers small and
medium-sized enterprises up to an overall in-
of €1
weight for claims secured by residential real

debtedness level million. The risk
estate property will be reduced from 50% to
35%. These rules are likely to favour, in par-
ticular, smaller and medium-sized banks that
focus mainly on retail banking business.

In a departure from the general coupling of
risk weights to issue or issuer credit ratings,
the risk weight for claims on banks depends
on the external credit assessment of the
country of domicile. Because few smaller and
medium-sized institutions have an external
credit assessment, a corresponding option in
the Banking Directive is being exercised in the
national implementation.

For the first time, institutions have been given
a further option for calculating the regulatory
capital charges for credit risk — that of using a
more risk-sensitive approach based on their
own rating procedures, also known as the in-
ternal ratings-based (IRB) approach, in which
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the credit risk weights are determined using
borrower-based risk parameters. Institutions
can choose between a Foundation Approach
(in which the institution only has to estimate
the borrower’s probability of default (PD)) and
an Advanced Approach (in which the institu-
tion calculates not only PD but also loss given
default (LGD), conversion factors for off-
balance-sheet business and residual matur-
ities). The risk weights are calculated for indi-
vidual risk exposures using an IRB approach
based on individually estimated parameters
and classified by given asset classes, using risk
weighting formulas.

Here, too, some components of the rules are
“SME-friendly”: as in the CRSA, SMEs can be
assigned to the retail business asset class,
thus subjecting them to lower risk weights
than for the corporates asset class. However,
if SMEs are counted as corporates owing to
higher total indebtedness, they are also eli-
gible for “haircuts” in capital requirements
depending on the amount of turnover and
thus on enterprise size.

Since the institutions themselves estimate the
risk parameters in the IRB approaches, super-
visory approval, which can be given based on
an on-site inspection, is necessary prior to the
use of these approaches. In this procedure,
supervisors’ examinations focus on an institu-
tion’s compliance with the strict catalogue of
minimum requirements. During an implemen-
tation phase, which generally lasts five years,
an institution is permitted to use, to a certain
degree, the CRSA alongside the IRB approach

6 The following risk weights are envisaged: 0%, 10%,
20%, 100%, 150%, 350% and 1,250%.

77

Supervisory
approval
necessary in
order to use IRB



New proced-
ures to take
account of de-
rivative transac-
tions

DEUTSCHE
BUNDESBANK
EUROSYSTEM
Monthly Report
December 2006

Exposure classes in the CRSA and IRB Approach pursuant to the

Solvency Regulation

Credit Risk Standardised Approach
(CRSA)

A

- Regional governments and
local authorities

— Other public authorities

- Multilateral development
banks

- International organisations

— Covered bonds issured by
credit institutions

- Claims secured by real
estate

- Investment funds
- Other items
- Past due items

Deutsche Bundesbank

("temporary partial use”); for some expos-
ures, there is no time limit on this option (also
known as “permanent partial use”).

In order to calculate the credit equivalent
amounts of risk exposures in derivatives,
there will be two new procedures in future in
addition to the original exposure method and
the mark-to-market methods: the Standard-
ised Method (SM) and the Internal Model
Method (IMM). The SM could also be referred
to as a standardised IMM, as it includes core
elements of the IMM and thus reflects credit
risks much more accurately than previous
methods; however, it is less difficult for insti-
tutions to implement. In the IMM, credit
equivalent amounts are calculated using an
internal risk model that assesses the disper-
sion of future positive market values of de-
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rivatives based on modelled market price
movements. The IMM may also be used to
calculate assessment bases for counterparty
credit risk arising from non-derivative transac-
tions with collateral margin calls as well as
risks arising from other repurchase transac-
tions and securities or commodities lending
or borrowing transactions, which otherwise,
would have to be counted as balance sheet
or off-balance sheet transactions regarding
their counterparty credit risk. Since institu-
tions have considerable discretion when
using the IMM, this method, unlike the other
procedures, may only be used upon approval
by supervisors.



Range of
eligible collat-
eral sharply
expanded

Fundamental revision of rules governing
credit risk mitigation techniques

Under the capital adequacy provisions, insti-
tutions used to have only very limited scope
for recognising collateral for credit risk miti-
gation purposes (in most cases, only collateral
from collateral providers with a risk weighting
of 0% or 20% provided institutions with cap-
ital relief). The Solvency Regulation represents
a fundamental revision of the rules for credit
risk mitigation techniques.

In future, institutions using IRB will be
allowed to use not only a much larger range
of eligible financial collateral for credit risk
mitigation purposes, which will include a
wide range of potential collateral instruments
up to and including equities, mutual fund
shares or also life insurance policies, but also
assignments of claims or physical collateral.
When using advanced IRB approaches, the
range of eligible collateral is even completely
unrestricted, provided an institution can
present reliable estimates of the asset’s intrin-
sic value. When collateralising securitisation
exposures, the rules on credit risk mitigation
techniques apply accordingly.

The recognition of mortgages and warranties
as eligible collateral has been maintained.
Under the rules for warranties, the treatment
of credit derivatives will likewise be compre-
hensively regulated by the Solvency Regula-
tion. For credit risk mitigation techniques to
be recognised when calculating minimum
capital requirements, however, institutions

need to comply with certain minimum quali-
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tative requirements which are explicitly speci-
fied in the Solvency Regulation.

The provisions governing contractual netting
have also been fundamentally rewritten. Pre-
viously, institutions could only recognise net-
ting effects in the case of credit risk exposures
from derivatives and, separately, in the case
of repurchase transactions and securities or
commodities lending or borrowing transac-
tions in the trading book for credit risk mitiga-
tion purposes. On condition that the institu-
tion has concluded a bilateral eligible netting
agreement, the use of on-balance sheet net-
ting (the netting of mutual money claims and
debts) will also be permitted in future. More-
over, institutions, via eligible cross-product
netting agreements, will also be able to take
account of netting effects in the case of risk
exposures from non-derivative transactions
with collateral margin calls, other repurchase
transactions and securities or commodities
lending or borrowing transactions and deriva-
tives, for risk mitigation purposes. However,
for such cross-product netting agreements,
the use of IMM is mandatory.

New rules governing securitisations

Hitherto the treatment of many securitisation
transactions has been agreed with supervisors
on a case-by-case basis. With the adoption of
the Banking Directive’s securitisation provi-
sions in the Solvency Regulation, comprehen-
sive rules have now been introduced for the
capital backing of securitisation exposures
and conditions created for the originators of
securitisation transactions to claim regulatory
capital relief. When determining the securi-
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Credit risk mitigation techniques: eligible collateral”

Collateral instruments

| Physical collateral® |

Eligible for recognition
under the Foundation IRB
Approach

Eligible for recognition
under the CRSA/Founda-
tion IRB Approach

| Personal collateral® |

Eligible for recognition
under the CRSA/Founda-
tion IRB Approach

Assign- Other IRB
ment of physical
claims collateral

Mort-
gages ?

Financial
collateral

Eligible warranties

Other warranties
Credit - Fash dgposns at third-party
Gua- s institutions
derivati- e .
rantees — Life insurance policies

ves o
— Securities repurchase

agreements

* In the Advanced IRB Approach, there are no limits to the range of eligible collateral as long as an institution
is able to provide reliable estimates of the asset’s intrinsic value and the general collateral requirements are
met. — 1 As defined in the Solvency Regulation. — 2 The collateralisation effect of mortgages is recognised in
the CRSA through the exposure class “Claims secured by real estate”.

Deutsche Bundesbank

tisation risk weight, a distinction is made be-
tween CRSA and IRB securitisation transac-
tions. The classification of a securitisation
transaction as a CRSA or IRB securitisation
transaction is determined by the credit risk
approach that governs the type of asset
being securitised (CRSA or IRB). Mixed port-
folios are classified according to whether
CRSA or IRB positions are predominant in the
securitised portfolio.

Any external ratings that exist for CRSA se-
curitisation transactions are the key criterion
for the securitisation risk weight. Unrated se-
curitisation exposures are always to be given
a weighting of 1,250% or deducted from li-
able capital. Exceptions are envisaged for
qualified liquidity facilities, second loss pos-
itions in asset-backed commercial paper
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(ABCP) programmes and in cases in which
the average risk weighting of the securitised
portfolio can be calculated owing to a trans-
parent portfolio composition.

A hierarchy of approaches is envisaged for
IRB securitisation transactions. If a securitisa-
tion position has been given an external rat-
ing, or if the rating can be inferred from
a benchmark securitisation position, the
Ratings-Based Approach (RBA) is to be used.
Otherwise, it is to be examined whether the
securitisation risk weight can be calculated
using the Supervisory Formula (SF) approach.
For certain securitisation exposures in the
context of ABCP programmes, upon applica-
tion and supervisory approval, banks may use
an internal assessment approach to calculate
the credit rating, and thus the securitisation

...and IRB
securitisation
positions
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Calculating the credit risk mitigation effects from netting agreements

Netting agreement

for derivatives

for mutual money

_____________________________________________

across products

Internal
Model
Method

______ 'I""""““"Jr“'““'“““*“"“ | claims and debts
' Original Marking- Standardised| | Internal
| exposure to-market method ! Model
f method method | Method Methods with maturity
e Sy S adjustment and add-on
. . for currency mismatch
Methods for non-derivative transactions il
prescribed by with collateral margin calls’
SUper\ISIOTS L |
i Maturity adjustment, i Imicmel
i | add-on for currency Using model-based | Model
! mismatch and value fluctuation add-ons | Method
i fluctuation i

1 Repurchase agreements, lending transactions and similar business involving securities or goods, as well as

lombard loans.

Deutsche Bundesbank

risk weight, instead of the SF approach. IRB
securitisation exposures to which none of the
aforementioned procedures are applicable
are to be either given a risk weighting of
1,250% or deducted from liable capital. In
exceptional cases, there is a “fallback” solu-
tion for qualified securitisation liquidity facil-
ities — which is subject to revocation by super-
visors — according to which the highest CRSA
risk weight in the securitised portfolio can be
applied in order to prevent the deduction
from capital or a 1,250% risk weighting.

Additional capital requirement for
operational risk

To date, “other” risks, chief among which are
operational risks, were covered by a flat-rate
solvency coefficient of 8%. However, since, in

future, the regulatory capital requirement for
credit risk will be calculated with much great-
er precision, the explicit capital backing of op-
erational risks is envisaged. Three different
calculation methods are provided for by the
Solvency Regulation.

— Basic Indicator Approach (BIA)

— Standardised Approach (TSA)

— Advanced Measurement Approaches
(AMAS)

The calculation basis for the BIA and TSA is
the three-year average of the “relevant indi-
cator”, which is to be calculated from certain
items in the profit and loss account (net inter-
est and net commissions received, the trading

81



DEUTSCHE
BUNDESBANK
EUROSYSTEM
Monthly Report
December 2006

Calculating the risk weight (RW) for securitisation exposures

Securitised portfolio consists mostly of

| CRSA exposures |

persuant to
section 226 (4)
of the Solvency

| CRSA securitisation transaction

IRB exposures |

y

IRB securitisation transaction |

Regulation
Externally rated exposures External or inferred rating
Yes No Yes No
v Set RW v v Set RW v
Use ratin RW of 1,250% or Ratings-Based Supervisory or Internal Assess-
9 deduction Approach Formula Approach ment Approach’
. I
Exceptions it rEmEe
Y \ 4
— Look-through approach: RW of 1,250% or
Average RW x concentration rate deduction

if portfolio composition known

— Second loss positions in ABCP programmes;
RW = max {100%, highest RW in pool}

— Eligible liquidity facilities;
RW = highest RW in pool

l Exception

— Fallback solution (eligible liquidity facilities;
subject to prudential revocation)

1 May be applied to exposures to ABCP programmes that are not money market securities covered by assets upon

prudential approval.

Deutsche Bundesbank

result and other operating income). When
using the BIA, multiplying the “relevant indi-
cator” across the board by 15% produces the
capital charge. In order to calculate the cap-
ital charge using the TSA, the “relevant indi-
cator” is to be broken down into eight busi-
ness lines defined in the Solvency Regulation
and multiplied by weights ranging between
12% and 18%. Alternatively, an institution
that is involved primarily in retail and corpor-
ate business, when using the TSA, may, sub-
ject to prior approval by supervisors, calculate
the capital charge in these business lines by
multiplying the nominal credit volume by a
prudential factor of 0.035.

If an institution has been given permission by

supervisors to use an AMA, it may, in compli-
ance with qualitative and quantitative super-

82

visory standards, use its own model to calcu-
late its capital requirements. This is preceded
by an approval examination performed by
SUPErVIsors.

Rules governing “other market risk
positions”

The market risk rules in Principle | — with the
exception of necessary systematic adjust-
ments to the new credit risk rules — will be in-
corporated into the Solvency Regulation
largely unchanged in the course of the Basel Il
implementation process. However, a new
standardised procedure that regulates the
capital backing of those market risk positions
which previous standardised procedures had
not been able to capture adequately will be

added. These include, for instance, financial

Capital charge
for other
market risk
positions



Calculating
minimum
capital require-
ments under
Basel Il

Semiannual or
annual disclos-
ure

contracts that relate to weather variables,
CO, emissions or macroeconomic indicators.
The methodology of the new procedure is
based on historical simulation.

Calculation of capital adequacy

The minimum capital requirements pursuant
to Basel Il and the Solvency Regulation are
calculated as follows.

Own funds > 7
25 (AW ) + MRPyy 7 OpF) = 870

New disclosure requirements

The new disclosure requirements envisaged in
Pillar Ill of the Basel Il framework and the re-
cast EC directives were included in the Solv-
ency Regulation because of their close rela-
tionship with capital rules. Disclosure obliga-
tions are generally aimed at the financial
group level; entities belonging to groups are
not individually subject to disclosure require-
ments.

Institutions or superordinated institutions are
required to publish the necessary information
annually, and at least semiannually in the
case of internationally active institutions, in a
suitable medium (eg on the company’s own
website), unless disclosure has already been
effected in the context of fulfilling other pub-
lication requirements. Disclosure primarily
covers information on risk management relat-
ing to risk areas, capital structure, capital ad-
equacy and detailed information on counter-
party credit risk, market risk and operational
risk, securitisations, credit risk mitigation

techniques, interest rate risk in the banking
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book and equity holdings in the banking
book.

Regulation governing large exposures
and loans of €1.5 million or more
(Large Exposures Regulation)

The definition of the concept of risk for large
exposures in the Banking Directive is based
on the solvency rules. However, the risk
weights are generally not to be used, since
the sole purpose of these weights and de-
grees of risk is to calculate the general solv-
ency requirement for the capital backing of
credit risk. In order to limit the maximum loss
risk of a credit institution with respect to a
single customer or a group of affiliated cus-
tomers, the nominal value of the exposures,
without applying weights or risk grades, is to
be used as the basis for defining large expos-
ures. However, the effects of credit risk miti-
gation techniques can be recognised similarly
to those relating to the calculation of min-
imum capital requirements. Accordingly,
when recasting the Large Exposures Regula-
tion, the Standardised Method and the In-
ternal Model Method needed to be intro-
duced in order to calculate the assessment
base for derivative transactions, and rules
governing credit risk mitigation techniques

needed to be incorporated.

7 RWA(ew Stands for the capital charge for risk-
weighted assets calculated pursuant to the Solvency
Regulation. MRP(ew) represents the capital charge for
market risk positions calculated pursuant to the Solvency
Regulation, while OpR denotes the capital charge for op-
erational risk.
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Large
exposures not
risk-weighted....

... but credit
risk mitigation
techniques can
be used analo-
gously to the
Solvency Regu-
lation
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With regard to the recognition of credit risk
mitigation techniques in the large exposure
rules, supervisors may give institutions revoc-
able permission, upon prior application, to
recognise the eligible financial collateral pur-
suant to the Solvency Regulation at its
volatility-adjusted value, ie to use the credit
amount adjusted for the level of financial col-
lateral instead of the credit amount calcu-
lated pursuant to the general provisions of
the Large Exposures Regulation. Moreover, in-
stitutions using the IRB approach can recog-
nise the collateral effect of financial collateral
when calculating credit amounts provided
they are permitted to make their own esti-
mates of the loss given default (LGD) and IRB
conversion factor parameters for a given
asset class and, when doing so, can reliably
assess the effects of financial collateral on
their credit risks irrespective of other aspects
that are relevant to LGD.® Here, institutions
are required to proceed in a manner consist-
ent with the approach they use to calculate
their capital requirements. In addition, institu-
tions may recognise financial collateral, war-
ranties (including credit derivatives) and trad-
ing book collateral for reporting purposes or
for calculating capital charges provided that
they meet certain standards regarding the
valuation of this collateral and the manage-
ment of the risks associated with this collat-
eral, which are spelled out in the Regulation.

Liquidity Regulation

Not directly
linked to the
implementation
of Basel Il

Even though no material connection exists,
Principle Il will be transformed into a Liquidity
Regulation pursuant to section 11 of the
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Banking Act simultaneously with the imple-
mentation of Basel .

The Liquidity Regulation will modernise the
quantitative liquidity rules by creating a more
risk-oriented and principles-based prudential
supervisory regime. From 2007, institutions
have been given, for the first time, the oppor-
tunity to use their own risk measurement and
risk management procedures for the pruden-
tial limitation of liquidity risk, subject to prior
approval by supervisors. Such an individual-
ised procedure must meet stringent require-
ments, compliance with which is assessed by
supervisors in an approval examination. For
institutions that do not use their own proced-
ures, the Liquidity Regulation represents hard-
ly any change from current practice, since the
existing rules of Principle Il will be incorpor-
ated into the regulation largely unchanged as
the “Standardised Approach”.

Institutions temporarily using Principle | dur-
ing the year 2007 will be able to simultan-
eously use Principle Il instead of the new Li-
quidity Regulation until 1 January 2008.

8 For the calculation, the credit amounts are to be multi-
plied by the LGD adjustment factor, calculated as the dif-
ference between one and the quotient of the self-
estimated LGD that would arise for this loan if the finan-
cial collateral were recognised and of the self-estimated
LGD for this loan without recognising the available finan-
cial collateral.

Recognition of
institutions’
own measure-
ment and man-
agement
methods



The qualitative elements of the Basel
Pillar Il in the “Minimum requirements
for risk management”

Principle of dual
proportionality

Qualitative
elements from
Basel’s Pillar Il

The “Minimum requirements for risk man-
agement” (MaRisk),® published on 20 De-
cember 2005, flesh out section 25a (1) of the
Banking Act, which calls for adequate risk
management. These minimum requirements
cover the qualitative requirements of Pillar I
of the Basel framework. MaRisk stand for a
principles-based approach and serve to imple-
ment the principle of dual proportionality set
forth in the Supervisory Review Process (SRP)
enshrined in articles 22, 123 and 124 of the
Banking Directive. On the basis of numerous
escape clauses, MaRisk can be applied in a
simplified manner depending on the credit in-
stitutions’ size, business speciality and risk
situation.

The qualitative elements of the Internal Cap-
ital Adequacy Assessment Process (ICAAP)
contained in Pillar Il of Basel have been fac-
tored into MaRisk. For instance, requirements
governing risk-bearing capacity (AT 4.119)
were introduced, and three new risk categor-
ies were added to the requirements for the
risk management and risk controlling process
alongside the counterparty and market price
risks in the trading book already regulated by
the “Minimum requirements for the credit
business of credit institutions” and the “Min-
imum requirements for the trading business
of credit institutions”: interest rate risks in the
banking book (BT R 2.3, “Market price risks
in the banking book"), liquidity risks (BT R 3)
and operational risks (BT R 4). However,
MaRisk do not include rules on interest rate
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shocks, ' as this is a quantitative element of
the SRP.

BaFin and the Bundesbank are currently
working together on revising prudential rules
relating to outsourcing with a view to inte-
grating them into MaRisk. In a similar manner
to the “Minimum requirements for the trad-
ing activities of credit institutions”, the ob-
jective in this field is to modernise and reduce
the volume of rules in a principles-based,
real-world manner. The rules in the Markets
in Financial Instruments Directive 2004/39/
EC"2 and the implementing Commission Dir-
ective 2006/73/EC, as well as the CEBS’s
Guidelines on Outsourcing, which will shortly
be published, need to be taken into account,
which means that rules on outsourcing will
then apply both in the banking sector and
the securities sector.

Since the entry into force of MaRisk at the
end of 2005, credit institutions have already
been eligible to make use of the relief and
discretionary scope afforded by the new rules
compared with the earlier “Minimum require-

9 The current version of MaRisk (in German only; the ab-
breviation is taken from the German title, Mindestanfor-
derungen an das Risikomanagement der Kreditinstitute),
incorporating decisions of the MaRisk Expert Panel, as
well as the minutes of their meetings, can all be found on
the Bundesbank’s website at www.bundesbank.de/
bankenaufsicht/bankenaufsicht_marisk.php. A selection
of the above information, including the translation of an
earlier version of MaRisk, can be downloaded from the
English version of the Bundesbank’s website at
www.bundesbank.de/bankenaufsicht/
bankenaufsicht_marisk.en.php.

10 AT denotes the general section, BT the specific section
and BT R the risk management and control section.

11 See paragraph 764 of the June 2004 Revised Frame-
work.

12 This directive, generally abbreviated as MiFID, regu-
lates the conditions for rendering investment services.
MIFID supersedes the Investment Services Directive 1993/
6/EEC.
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Structure of the Minimum requirements for risk management (MaRisk)

General part (Allgemeiner Teil, AT)
Preliminary remarks
Scope of application
Overall responsibility of the
management
General requirements for

AT 1
AT 2
AT 3

AT 4

Risk management in MaRisk
(based on section 25a (1) of the Banking Act)

—| AT 4.1 Risk-bearing capacity |

risk management
Organisational guidelines
Documentation
Resources

Activities in new products
or on new markets
Outsourcing

AT5
AT 6
AT 7
AT 8

AT 9

Special part (Besonderer Teil, BT)

Special requirements for the
internal control system

- BT O Requirements for the
organisational and
operational structure
Requirements for risk
management and control
BT 2 Special requirements for the
internal audit

BT 1

- BTR

—| AT 4.2 Strategies |

AT 4.3 Internal control system
- AT 4.3.1 Organisational and
operational structure
-AT43.2 Risk management
and control
- Identification,
assessment,
management,

communication
of material
risk

Deutsche Bundesbank

ments for the trading activities of credit insti-
tutions” and “Minimum requirements for the
The
provisions on the SRP, and especially the
ICAAP, which entered into MaRisk when
implementing the Banking Directive, how-

credit business of credit institutions”.

ever, will only be examined and given the
green light by supervisors once institutions
have begun to apply the risk measurement
approaches pursuant to the Solvency Regula-

tion. 13

Solvency reporting system harmonised
throughout the EU (“COREP")

EU-wide
reporting
system replaces
national system

A new path is being embarked upon in the
reporting system with the advent of an EU-
wide harmonised solvency reporting system
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L AT 4.4 Internal audit

1
1
1
1
1
1
1
1
1
1
1
monitoring and :
1
1
1
1
1
1
1
1
1
1
1

Internal control system

(Common Reporting, or COREP) developed at
the level of the Committee of European
Banking Supervisors (CEBS). In the past, the
solvency reporting system, which was based
on the Banking Act and Principle I, had been
developed by supervisors at the national
level. Now, the structure of the COREP re-
porting system has been imported into the
Solvency Regulation completely. Supervisors,
however, still have national discretion regard-
ing the amount of detail in the specific infor-
mation to be provided by institutions. In this
context, the Solvency Regulation only re-
quires information at a high level of aggrega-
tion in order to do justice to the prudential

13 In the transitional period up until 1 January 2008,
supervisors will examine the implementation of the Min-
imum requirements for risk management on a case-by-
case basis.



Quarterly
reports in
future

supervisory aim of making the reporting sys-
tem as streamlined as possible.

In future, institutions and superordinated in-
stitutions will have to submit solvency reports
to supervisors no longer monthly, as in the
past, but only on a quarterly basis, thereby
partly alleviating their reporting obligations.
In addition, according to the new rules, sub-
mission deadlines for single-entity reports will
be extended in institutions’ favour: from end-
March 2007, these reports will be due no
longer on the 5th business day, but instead
the 15th business day, after the end of the
preceding month. Reports for groups of insti-
tutions and financial holding groups, how-
ever, will continue to be due within one

month after the reporting date.

Outlook

Expert imple-
mentation not
yet complete

With the publication of the new German
Banking Act on 22 November 2006, and of
the Solvency Regulation and the amended
Large Exposures Regulation in December
2006 in the Federal Gazette, work on the
legal implementation of the recast EC direct-
ives has been completed. What will be the
impact of the new rules, and what still needs
to be done?

First and foremost, expert implementation
cannot be described as complete: the two
German supervisory agencies, BaFin and the
Bundesbank, along with those institutions
that have applied for permission to use ad-
vanced risk measurement approaches, are still
in the process of issuing IRB and AMA ap-
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proval. This process is likely to take some time
yet — not least owing to the generous rules
governing the gradual transition to more
advaced risk measurement approaches,
under which banks can apply for initial ap-
proval at institution level or for approval for
individual, additional rating systems even
years later. With regard to Pillar | of the new
capital framework, therefore, the conclusion
of regulatory implementation should be re-
garded more as reaching an (important) mile-
stone rather than as having crossed the fin-

ishing line of all implementation work.

Upon completion of the legal implementa-
tion, a Basel Committee working group
chaired by the Bundesbank will address the
issue of monitoring the capital requirements
under the new capital adequacy regime. This
monitoring is designed to ensure that the
aims of the Basel Committee — to create cap-
ital incentives for using more advanced risk
measurement approaches while at the same
time preserving capital in the overall system —
are achieved. The Basel Il capital requirements
are calibrated such that, in Germany, they will
lead to slight capital reductions of around 5%
in the new CRSA and to somewhat larger
capital reductions of around 8% in the IRB
Approach. Thus, the correct incentives have
been set for transitioning to more risk-
sensitive approaches. Depending on the out-
come of monitoring, however, a future recali-
bration of the Basel risk weighting functions
cannot be ruled out.

Expert work will also continue on Pillar II, im-

plemented in Germany as MaRisk. The ICAAP
requirements represent a journey into un-
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Ongoing moni-
toring of the
evolution of
capital require-
ments
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ICAAP: charted waters in Germany. The evolution of
uncharted , .

waters in pru- banks" internal methodologies is very dynam-
‘\ﬁg;alsuﬁ’er‘ ic and has not yet reached the end. In this en-

vironment, the specific prudential supervisory
requirements for ICAAP, in terms of what is
“feasible” today, will require some time to
take on a specific shape, depending on the
size and complexity of the institutions. In add-
ition, as institutions make advances in their
methodologies, this shape will evolve over
time.

Furthermore, in ICAAP, present-day national
requirements for integrated risk management
intermingle with future regulatory ideas. In
long-term preparation for the potential future
prudential recognition of credit risk models,
the Risk Modelling and Management Group
(RMMG) of the Basel Committee has already
begun to analyse and evaluate the status
quo of modelling and its integration into
models of economic capital. In the short
term, its results could give a valuable impetus
to ICAAP, as it is precisely these internal credit
and capital models which form the core of
ICAAP among the more advanced institu-
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tions, even though they are not prudentially
mandatory.

Moreover, banking supervisors will set to
work on revising the current regulatory defin-
ition of capital and on developing inter-
national standards for measuring and moni-
toring liquidity risk. In the latter project, BaFin
and the Bundesbank will raise the issue of
recognising banks’ internal liquidity risk
models for prudential purposes for discussion

at international level.

On the whole, the process launched with
Basel Il of allowing advanced institutions to
use modern internal risk measurement sys-
tems for more and more types of risks and
risk systems while at the same time providing
standardised prudential methods for less ad-
vanced institutions will be continued. This will
enable institutions to proactively choose a de-
gree of complexity for their own risk meas-
urement and risk management systems
which is the best fit for them and their par-
ticular business structure.

Future focus to
be trained on
the definition
of capital,
liquidity risk
and ...

... modern risk
measurement
systems



