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The supervision of less significant institutions
in the Single Supervisory Mechanism

The European Single Supervisory Mechanism (SSM), one of the central pillars of the banking
union, was launched on 4 November 2014. It is intended to provide a key contribution to the
safety and soundness of credit institutions and to the stability of the financial system in the Euro-
pean Union as well as each individual member state.

Unlike significant institutions, which generally have more than €30 billion in total assets and are
supervised directly by the European Central Bank (ECB), less significant institutions (LSIs) continue
to be under the direct supervision of the national competent authorities (NCAs). In Germany, this
affects around 1,660 institutions which are jointly supervised by the Federal Financial Supervisory
Authority (BaFin) and the Bundesbank. In this context, the responsibilities and tasks of these two
institutions will remain unchanged. In particular, the Bundesbank is responsible for the ongoing
supervision of institutions, and will therefore remain these institutions’ local point of contact in
the future.

The ECB supervises the LSls indirectly in the sense of an oversight function. The aim is to ensure
harmonised high standards of supervision and a consistent approach within the SSM. These joint
supervisory standards are currently being gradually developed by the ECB in cooperation with
national supervisors. In addition, the ECB can prescribe supervisory priorities or principles on how
to evaluate certain issues. In exceptional cases, the ECB can take over direct supervision if this is
necessary to ensure the consistent application of high supervisory standards.

As part of its oversight function, the ECB can issue requlations, quidelines or general instructions
to be implemented by national supervisors as well as recommendations to supervisors. Moreover,
the NCAs are obliged to disclose certain information to the ECB. The ECB can, in addition, request
additional information from the NCAs. The intensity of indirect supervision by the ECB is dictated
by the priority of an institution, determined based on its risk profile and its impact on the domes-
tic financial system.

Taking stock of indirect supervision, now that the SSM has been in existence for slightly over a
year, yields a generally positive picture. Quite a bit has already been achieved on the road to
harmonised European supervision thanks to the close cooperation and intensive dialogue between
the ECB and the NCAs. However, many challenges still remain. This year, a particular focus will be
on further optimising the exchange of information and the coordination processes between the
ECB and the NCAs. BaFin and the Bundesbank will work together to ensure that adequate atten-
tion is paid to the proportionality principle and the clear division of responsibilities between the
ECB and the NCAs with respect to the supervision of LSIs.
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Creation and scope of the SSM

In response to the financial and economic cri-
sis, and given the progress being made in EU
financial market integration, on 29 June 2012
the European Union heads of state or govern-
ment took the decision to establish the SSM.
This mechanism has centralised banking super-
vision at the ECB and represents one of the cor-
nerstones of the banking union.

On 4 November 2014, the ECB began to dis-
charge the tasks conferred upon it by the SSM
Regulation. The legal basis for the ECB’s work is
the Regulation conferring specific tasks on the
European Central Bank concerning policies re-
lating to the prudential supervision of credit in-
stitutions (SSM Regulation).” Although the
SSM's scope is initially confined to the euro-
area member states, all other EU member
states may “opt in” under certain circum-
stances. The SSM covers all institutions which
are deemed to be credit institutions pursuant
to the Capital Requirements Regulation (CRR),?
ie which take deposits and grant credit. It will
also cover parent undertakings included in
credit institutions’ scope of prudential consoli-
dation, including financial holding companies
and mixed financial holding companies.

The SSM Regulation confers overall supervisory
responsibility for all SSM institutions on the
ECB. However, the ECB only directly supervises
the 129 significant institutions in the euro area,
22 of which are German. This is conducted by
joint supervisory teams (JSTs) composed of staff
from the ECB and the national competent au-
thorities (NCAs). Significant institutions account
for over 80% of the euro-area banking sector,
measured by total assets. However, if one looks
at the number of institutions, it is clear that
more than 96% of institutions, ie the approxi-
mately 3,4603 less significant institutions (LSIs)
in the euro area, are still supervised directly by
the NCAs and only indirectly by the ECB. Ger-
many’s small and medium-sized institutions,

which number approximately 1,660, are thus
also still supervised directly by BaFin and the
Bundesbank.

As a rule, whether an institution is supervised
directly or indirectly by the ECB depends on
whether it is classified as significant or less sig-
nificant. The criteria and rules for this classifica-
tion are set forth in Article 6 (4) of the SSM
Regulation and Article 39 et seq of the SSM
Framework Regulation.

National responsibilities
and tasks

Even following the entry into effect of the SSM
and the amended version of the German Bank-
ing Act (Gesetz (ber das Kreditwesen), LSIs in
Germany are still jointly supervised directly by
BaFin and the Bundesbank. Pursuant to section
6 (1) of the Banking Act, BaFin is the national
competent authority. It is responsible for super-
vising less significant CRR credit institutions as
well as other institutions pursuant to section 1
of the Banking Act which do not fall under the
scope of the SSM Regulation.

Cooperation and the division of tasks between
BaFin and the Bundesbank are governed by sec-
tion 7 of the Banking Act. The Prudential Super-
visory Guideline,® issued by BaFin in agreement

1 Council Regulation (EU) No 1024/2013 of 15 October
2013.

2 Regulation (EU) No 575/2013 of the European Parliament
and of the Council of 26 June 2013 on prudential require-
ments for credit institutions and investment firms and
amending Regulation (EU) No 646/2012 (OJ L 176, 27 June
2013, p 1).

3 Information according to the ECB Banking Supervision B.
List of less significant institutions, current as at 30 Decem-
ber 2015.

4 Regulation (EU) No 468/2014 of the European Central
Bank of 16 April 2014 establishing the framework for
cooperation within the Single Supervisory Mechanism
between the European Central Bank and national compe-
tent authorities and with national designated authorities
(SSM Framework Regulation) (ECB/2014/17).

5 Guideline on the implementation of and quality assurance
for the ongoing monitoring of credit institutions and finan-
cial services institutions by the Deutsche Bundesbank (Richt-
linie zur Durchfihrung und Qualitatssicherung der laufen-
den Uberwachung der Kredit- und Finanzdienstleistungsin-
stitute durch die Deutsche Bundesbank) of 21 May 2013.
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Criteria for identifying significant institutions pursuant to Article 6 (4)
of the SSM Regulation and Article 39 et seq of the SSM Framework Regulation

A credit institution shall be considered significant if any of the following conditions are met.

The total value of its assets exceeds €30 billion.

The ratio of its total assets over the GDP of the participating member state of establishment exceeds 20%,

unless the total value of its assets is below €5 billion.

Public financial assistance has been requested or received directly for the institution from the EFSF' or the ESM.2

The institution is one of the three most significant credit institutions in the participating member state.

The national competent authority has stated that it considers the institution to be significant with regard to the domestic economy,

and the ECB has confirmed the assessment.

Moreover, the ECB may, on its own initiative, decide to classify a supervised group as significant if the parent undertaking
has established subsidiaries, which are themselves credit institutions, in more than one participating member state and

— the total value of the group’s assets exceeds €5 billion and

— the ratio of its cross-border assets/liabilities to total assets/liabilities exceeds 20%.

1 European Financial Stability Facility. 2 European Stability Mechanism.
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with the Bundesbank, fleshes out the details
with respect to day-to-day supervisory practice.

Pursuant to section 7 (1) of the Banking Act, the
Bundesbank is responsible for the ongoing
supervision of institutions. This is conducted in a
decentralised manner by the Bundesbank’s nine
Regional Offices, whereas the Bundesbank’s
Central Office performs a coordination function
and is responsible for policy issues. The Regional
Offices are therefore still the institutions’ local
point of contact. As part of a preventive, risk-
based supervisory strategy, their primary re-
sponsibility is fact-finding, evaluating submitted
documents, reports, annual accounts and on-
site inspection reports and holding regular and
ad hoc discussions with senior management. In
addition, they are obliged to create, at least
once a year, a comprehensive risk classification
and assessment as part of the supervisory re-
view and evaluation process (SREP) for each in-
stitution (the supervisory risk profile). On this
basis, they give BaFin proposals for supervisory
action, where necessary. BaFin is responsible for
finalising the risk profiles and taking decisions
on supervisory measures and actions. Ongoing
supervision also encompasses the performance
by supervisors of on-site inspections at institu-
tions pursuant to section 44 of the Banking Act;
these are likewise usually conducted by the
Bundesbank’s Regional Offices. The main pur-

pose of these inspections is to assess the institu-
tions’ risk management and the internal models
used to calculate capital requirements.

Scope and design of indirect
supervision

Aims and major instruments

In their capacity as direct supervisors of LSIs,
the NCAs are still the recipients of reports and
the institutions” direct point of contact. Small
and medium-sized institutions’ direct contact
with the ECB is thus limited to exceptional
cases. The respective country’s national lan-
guage likewise remains the official language
for communications with institutions, and na-
tional accounting standards (eg the German
Commercial Code) continue to apply.

In its indirect supervision of LSlIs, the ECB takes
on an oversight function. The ECB not only
oversees the NCAs' supervisory activities, but
also has an overview of all LSIs.

The SSM Regulation gives the ECB a variety of
powers over the NCAs to allow it to perform its
oversight function effectively. For instance, the
ECB can, under Article 6 (5) (a) of the SSM
Regulation, issue regulations, guidelines or
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general instructions, which the NCAs are re-
quired to implement. The ECB can also issue
non-binding recommendations to supervisors.

Moreover, Article 6 (2) of the SSM Regulation
subjects both the ECB and national supervisors
to a duty of cooperation in good faith and an
obligation to exchange information. To this
end, the NCAs shall provide information to the
ECB through regular reports. Where necessary,
the ECB can request additional information and
conduct relevant analyses. Such analyses also
include thematic reviews designed to provide a
targeted insight into the NCAs' supervision of
predefined risk areas at the level of single en-
tities or groups of comparable entities.

The aim of oversight is to ensure high standards
of supervision in the sense of a best-practice ap-
proach as well as a consistent procedure within
the SSM. These joint supervisory standards are
being gradually developed by the ECB in co-
operation with the NCAs. Moreover, the ECB
may also set supervisory priorities or define prin-
ciples on how to evaluate certain issues. What
the ECB cannot do, however, is to issue individ-
ual instructions relating to a specific LSI.

The ECB is required to observe the principle of
proportionality at all times in its activities. What
this means is that the ECB's oversight and ana-

lytical activities as well as its framework for har-
monising supervisory practices in indirect
supervision must, in terms of scope and applic-
ability, take due account of the diversity of in-
stitutions in the SSM, their size and their busi-
ness models.

The ECB'’s indirect supervision can result not
only in effects for NCAs; there may also be dir-
ect consequences for institutions. Last year, this
was the case, for instance, for the ECB's rec-
ommendation on dividend distribution policies
in order to ensure sustainable compliance with
capital requirements, which BaFin, in accord-
ance with the ECB recommendation, also ad-
dressed to LSIs in May 2015.8

Pursuant to Article 6 (6) of the SSM Regulation,
the NCAs are still responsible for on-site inspec-
tions of banking operations, though the ECB is
permitted to send observers.

Finally, Article 6 (5) (b) of the SSM Regulation
entitles the ECB, as a last resort, to assume dir-
ect supervision over an LS| should this be ne-
cessary to ensure the consistent application of
high supervisory standards.

6 See Recommendation of the European Central Bank of
28 January 2015 on dividend distribution policies (ECB/
2015/2).
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Irrespective of whether an institution is classi-
fied as significant or less significant, there are
three areas in which common procedures are
conducted, ie the ECB and the NCAs cooper-
ate, though the decisions are taken by the ECB
(Article 73 et seq of the SSM Framework Regu-
lation). These include the decision on approv-
ing applications for authorisation to take up
the business of a credit institution and with-
drawing such authorisation (Article 14 of the
SSM Regulation) as well as on the acquisition
of a qualifying holding in a credit institution
(Article 15 of the SSM Regulation).

Prioritisation of LSlIs

The LSIs in the SSM are highly diverse in terms
of size, risks and structure, as well as in the
nature, scope and complexity of their business
activities. In order to do justice to this hetero-
geneous structure, the principle of proportion-
ality represents a guiding principle of the ECB'’s
indirect supervision, much as in the supervisory
approach in use at present in Germany.

The ECB has been pursuing a graduated ap-
proach, one that centres on prioritising institu-
tions, as a way of implementing the principle of
proportionality. It assigns one of three priority
ranks (high, medium, or low priority) to institu-
tions. The prioritisation process is conducted
annually. Whereas the 2015 review was still
conducted on the basis of relatively rough, sim-
plified criteria, the ECB has now, in cooperation
with the NCAs, developed a comprehensive
prioritisation methodology, which was already
used for the prioritisation for 2016.

The methodology is initially aimed at a quanti-
tative analysis of an institution’s priority. It looks
not only at the institution’s intrinsic riskiness
based on the SREP assessment and/or risk pro-
file, but also at the impact an institution has on
its domestic financial system as criteria for clas-
sification.

Deutsche Bundesbank
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Moreover, the methodology defines certain
catch-all provisions. Thus, institutions whose
total assets are relatively close to the signifi-
cance threshold pursuant to Article 6 (4) of the
SSM Regulation are also ranked as high-priority.
This is intended to ensure that the ECB has suf-
ficient information on those institutions that
could potentially become significant in the
future and would therefore fall under its direct
supervision, irrespective of their specific riski-
ness. By contrast, institutions with a relatively
small impact on the domestic financial system
are generally ranked only medium-priority or
low-priority.

Prioritisation is finalised after a dialogue be-
tween the ECB and the NCAs on the respective
institutions, which incorporates qualitative as-
sessments from the NCAs and takes into ac-
count any new developments.

An institution’s ranking in the various categor-
ies affects the intensity with which the ECB ex-
ercises indirect supervision. For instance, the
priority determines the extent and frequency of
NCAs’ reporting requirements or the ECB’s
requests for additional information. It also
guides the NCAs' internal processes and activ-
ities.
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Under the division of tasks in the SSM between
the NCAs, which supervise LSIs directly, and the
ECB, which supervises LSIs indirectly, the NCAs
are required to submit certain information to
the ECB. Article 6 (2) of the SSM Regulation
stipulates that the NCAs must provide the ECB
with all the information the latter needs to
carry out the tasks conferred upon it. Another
purpose of the reporting requirements is to
keep the ECB apprised of major developments,
information which it can use as the basis for its
own analyses of sectors or important single en-
tities.

The reporting requirements are directed exclu-
sively at the NCAs and not the institutions. The
supervisors shall compile the requisite informa-
tion in the course of their normal supervisory
activities and communicate it to the ECB in the
form of standardised notifications. Moreover,
the ECB regularly receives all data reported to
the NCAs as part of the regular supervisory re-
porting system pursuant to the provisions of
the CRR and the European Commission’s im-
plementing regulation laying down implement-
ing technical standards with regard to supervis-
ory reporting of institutions,” which is based on
the CRR.

Articles 96 to 100 of the SSM Framework
Regulation define the procedures, including the
applicable deadlines. They classify notification
requirements into the following categories: ex
ante notifications, ex post notifications and
other notifications.

Ex ante notifications

Pursuant to Articles 97 and 98 of the SSM
Framework Regulation, the NCAs are required
to communicate material supervisory proced-
ures and material draft supervisory decisions to
the ECB. These reporting requirements apply
only to high-priority institutions.

Irrespective of an institution’s priority, Article
97 (4) and Article 98 (3) of the SSM Framework
Regulation stipulate that the NCAs must notify
the ECB of those procedures or draft decisions
which they deem material, which could nega-
tively affect the stability or reputation of the
SSM, or on which the ECB's views are sought.
The purpose behind all these notifications is to
give the ECB the opportunity to pass comment
prior to the NCA's final decision, without hav-
ing any binding effect on the NCA.

Ex post reporting

Pursuant to Article 99 of the SSM Framework
Regulation, NCAs shall regularly forward
institution-specific information to the ECB. This
reporting requirement covers all LSIs, though
the frequency of the reports depends on the
priority ranking.

Article 100 of the SSM Framework Regulation
states that NCAs must report annually on their
activities in the supervision of LSls. The report
shall contain quantitative and qualitative infor-
mation on the national banking sector, the
supervisory process, and organisational as-
pects.

Other notifications

There are various other reporting requirements
in addition to ex ante notifications and ex post
reporting. One particular example is that, pur-
suant to Article 96 of the SSM Framework
Regulation, the ECB is to be notified whenever
an institution’s financial situation deteriorates
rapidly and significantly.

7 Commission Implementing Regulation (EU) No 680/2014
of 16 April 2014 laying down implementing technical
standards with regard to supervisory reporting of institu-
tions according to Regulation (EU) No 575/2013 of the
European Parliament and of the Council.
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Requirements for reporting information to the ECB

Information trigger

Ex ante notification
(Articles 97 and 98 of the SSM Framework Regulation)

Ex post reporting
(Articles 99 and 100 of the SSM Framework Regulation)

Other notifications

Deterioration of the financial situation
(Article 96 of the SSM Framework Regulation)
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(Article 52 et seq of the SSM Framework Regulation)
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(Article 49 of the SSM Framework Regulation)

Administrative penalties
(Article 135 of the SSM Framework Regulation)
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B Projects in the SSM

SREP for less significant
institutions

Background

The supervisory review process (second pillar of
the Basel Framework) is designed to ensure a
comprehensive analysis of an institution’s risks
and the capital available to cover them, taking
into account individual circumstances. The two
components of the second pillar are the cre-
ation of an internal capital adequacy assess-
ment process (ICAAP) and the supervisory
review and evaluation process (SREP).

Under the SREP, supervisors review the arrange-
ments, strategies, processes and mechanisms
implemented by an institution to comply with
the prudential requirements. The risks faced by
an institution, as well as its capital and liquidity
adequacy, are also evaluated. The objective is
to determine whether an institution has en-
sured adequate and effective risk management
as well as sufficient risk coverage. The results of
the SREP form the central basis for the annual
institution-specific operational supervisory
planning and for determining supervisory
measures.

Type of information Frequency
Material supervisory procedures » Ad hoc basis
and material draft supervisory decisions
Institution-specific information

Regularly
and annual report
Institution-specific information Ad hoc basis
Result of assessment of significance Ad hoc basis
Changes in the supervised institutions Ad hoc basis
List of administrative penalties Regularly

At the European level, the SREP requirements
are anchored in Article 97 of CRDIV,® while
their transposition into German law is set out in
section 6b of the German Banking Act. BaFin
and the Bundesbank are responsible for per-
forming the SREP for German LSls.

Future design of the SREP

The European Banking Authority (EBA) pub-
lished guidelines on the SREP on 19 December
2014.° The guidelines are addressed to the
competent authorities of the EU member
states, who must apply them from 2016 on-
wards. They constitute a comprehensive overall
framework for the structure of the SREP.

As part of its indirect supervision function, the
ECB is currently developing a harmonised SREP
methodology for LSIs in cooperation with
BaFin, the Bundesbank and the other NCAs.
The work looks likely to extend into 2017,
which means that the results will only material-

8 Directive 2013/36/EU of the European Parliament and of
the Council of 26 June 2013 on access to the activity of
credit institutions and the prudential supervision of credit
institutions and investment firms, amending Directive
2002/87/EC and repealing Directives 2006/48/EC and
2006/49/EC (Capital Requirements Directive IV).

9 EBA Guidelines on common procedures and methodolo-
gies for the supervisory review and evaluation process
(EBA/GL/2014/13) dated 19 December 2014.
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ise fully at a later date. The methodology is es-
sentially being developed in line with both the
EBA's SREP guidelines and the SSM’s SREP
methodology for significant institutions, which
has been in use since 2015. It will define min-
imum requirements on which NCAs will base
SREP performance in future. Responsibility for
the actual application of the SREP in Germany
nonetheless remains with BaFin and the Bun-
desbank.

The basic structure of the SREP is shown in the
chart on page 59. The SREP is built around four
main elements:

— Business model analysis

— Assessment of governance and risk
management

— Assessment of capital risks and capital
adequacy

— Assessment of liquidity risks and liquidity
adequacy

Common to all four elements is the fact that
they are subject to an ongoing risk assessment
in the form of a risk assessment system (RAS),
similar to the previous supervisory risk profile.
The development and implementation of the
RAS is a current focus of SSM work.

Under the future RAS, the individual elements
will be assigned rating scores on a scale of one
to four — as has so far been the case —and a
detailed verbal assessment will be made of
each element. The evaluation is therefore
based on both quantitative and qualitative cri-
teria. The quantitative risk evaluation is based
on selected indicators taken from supervisory
reporting and other data sources. With the ob-
jective of introducing a harmonised procedure
throughout the SSM, the automatic ratings cre-
ated in the RAS will make this assessment pro-
cess more standardised. These ratings will serve
as the starting point for more in-depth,
institution-specific analysis, which in turn lies at
the heart of the RAS. The provisional automatic
ratings are comprehensively validated and sup-
plemented with additional information, before

a final score is given for each specific area.
Finally, the scores are condensed to produce an
overall score, which serves as a measure of an
institution’s viability.

In addition to the RAS, NCAs performing the
SREP have to make their own assessment of
the adequacy of each institution’s capital and
liquidity, and make a decision on capital and
liquidity requirements. The formulation of the
capital requirements should take into account
the RAS results, the institution’s ICAAP and
supervisory and internal stress tests. Risk-
reducing diversification effects between indi-
vidual risk types will not be taken into account,
however. Discussions concerning the details of
how to determine the capital and liquidity re-
quirements have not yet been finalised.

At the end of the SREP, quantitative and quali-
tative supervisory measures should be deter-
mined based on an overall assessment. This will
normally also involve setting a capital add-on,
which will be a component of the SREP deci-
sion and will generally have to be covered by
capital recognised for supervisory purposes.

In addition to the in-depth assessment of the
various SREP elements, selected financial and
non-financial key risk indicators are monitored
on a quarterly basis; these are derived from the
regular supervisory reporting system for each
institution. The objective is to identify any
changes in the financial situation and risk pro-
file of the supervised institution at an early
stage.

Implementation of the proportionality principle
is closely bound up with the development of
the SREP methodology for LSIs. German super-
visors are advocating the proportional design
and application of the SREP, and hence risk-
oriented supervision, in order to take due ac-
count of the heterogeneous banking landscape
in Germany with its multitude of small and
medium-sized institutions. In particular, the
SREP approach must comply with the require-
ments outlined in the EBA’s SREP guidelines, as
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well as being consistent with the SSM'’s SREP
methodology for significant institutions. In
keeping with this, the proportional design of
the SREP is based on an institution’s priority,
amongst other things. Additional criteria are
also to be used in order to adequately take into
account the specifics of the institution in ques-
tion. This is demonstrated by the following pro-
portionality dimensions: frequency, scope and
intensity of supervisory engagement as well as
supervisory requirements for the institution’s
risk management, for instance.

Between continuity and change

Many of the future SREP requirements are
already incorporated into the current German
SREP approach, which means that there will
certainly be a degree of continuity, especially
with respect to supervisory requirements. At
the same time, at least some change will come,
chiefly in terms of supervisory practice. This
change will, however, also have an indirect im-
pact on the supervised institutions, particularly
in the form of capital add-ons.

Business model analysis is a frequent topic of
discussion in this connection. Thus far, the
business model has been analysed and evalu-
ated at several different points in the supervis-
ory assessment process. In future, business

model analysis will be more rigidly structured,
and the relevant information will be compiled
systematically. For example, future analyses will
explicitly assess the viability of a business model
over the next 12 months and its sustainability in
the coming three years. The analysis will be
based on both quantitative data, such as the
cost/income ratio and the return on equity, and
qualitative assessments. However, supervisors
are expressly advised not to prescribe a specific
business model, nor are business models to be
harmonised. Instead, institutions will retain re-
sponsibility for their business models. Nonethe-
less, supervisors will, in the interests of forward-
looking analysis, take a closer look at the insti-
tution’s business environment, priorities, and
strategy and financial planning as well as the
underlying assumptions. The aim will be to as-
certain whether the business model is a poten-
tial source of excessive risk to an institution.
Moreover, vulnerabilities that could lead to the
failure of the institution are to be identified.

A significant new feature in the SREP is the
dedicated quantitative calculation of the insti-
tutions’ capital and liquidity requirements to be
performed by supervisors, which can regularly
result in a capital add-on being set. The exact
procedure for calculating the liquidity require-
ments is still in the early stages of develop-
ment. The ICAAP as well as the institutions’ in-
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ternal procedures and methods will be the ini-
tial starting points for calculating the capital
and liquidity requirements in future. This ap-
proach ensures that institutions” individual cir-
cumstances are adequately taken into account.
Consequently, the ICAAP can remain the key
instrument for internal governance alongside
the provisions of section 25a (1) of the German
Banking Act and the BaFin Circular on the Min-
imum Requirements for Risk Management.
German supervisors are endeavouring to sup-
port the ongoing development and enhance-
ment of the ICAAP and keep supervisory inter-
vention in internal governance to a minimum.

At present, the vast majority of LSIs in Germany
already have sound levels of capital and liquid-
ity. Capital add-ons are already an option in
Germany, in order to account for risks or defi-
ciencies in proper business organisation that
were not, or only insufficiently, covered, for ex-
ample. In this respect, the future supervisory
calculation of capital and liquidity levels repre-
sents an evolution of the current approach.

The future supervisory approach, which will
have a significantly more quantitative focus,
allows better comparisons and more harmon-
ised assessments to be made concerning insti-
tutions in the SSM. This is contingent on the
availability of a harmonised database. How-
ever, this must not result in a purely mechanis-
tic derivation of the SREP results. Instead, quali-
tative assessments by the competent authority
will continue to form a key component of the
SREP.

The ECB’s SREP methodology for LSIs and the
underlying criteria and indicators are initially to
be the subject of extensive field tests. As the
collaborative work between the ECB and the
NCAs is no longer expected to be finalised in
2016, but the EBA’s SREP guidelines have to be
applied from 2016, German supervisors are
currently working intensively on a suitable in-
terim solution for 2016.

Besides the risks already covered in Pillar 1,
interest rate risk, in particular — as one of the
most significant bank-specific risks — will have
to be accounted for in the capital quantifica-
tion. If required, additional material risks are to
be included in the calculation when analysing
an individual institution. The main objective
must be to develop a practicable and compar-
able approach for the institutions, for example
by using standardised indicators such as the
Basel interest rate shock as a measure of inter-
est rate risk in the banking book.

Supervisory priorities for 2016

Background

Each year, the ECB and the NCAs set supervis-
ory priorities that are derived from the aggre-
gate of the individual institutions” assessments,
but also from the macro perspective. These pri-
orities determine the supervisory activities for
the following 12 to 18 months. They constitute
a key component of annual supervisory plan-
ning and support the coordination of supervis-
ory activities across various institutions. They
thus help to create a level playing field and en-
hance the effectiveness of supervisory actions.

The supervisory priorities build on an assess-
ment of the key risks banks are facing and take
into account economic, regulatory and super-
visory frameworks and developments. The
supervisory priorities, which apply to the entire
SSM, are passed by the Supervisory Board.
Based on these priorities, the NCAs set out pri-
orities with respect to their specific banking
sectors.

Priorities at the SSM level

The ECB, in cooperation with the NCAs, identi-
fied the key risks to the SSM institutions in
2016. Among the risks identified, those of
greatest significance are business model and
profitability risk, followed by further key risks
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with varying levels of importance depending
on the specific SSM country.

Based on these key risks, the SSM has defined
five supervisory priorities for 2016:1°

Business models and profitability drivers
Credit risk

Capital adequacy

Risk governance and data quality
Liquidity

Priorities at the national level

German supervisors previously adopted a
supervisory strategy each year, defining the key
risks in the banking sector and the instruments
available to tackle them. The supervisory prior-
ities at the national level thus constitute a flesh-
ing out of or extract from the supervisory strat-

eqgy.

Against the backdrop of the persistent low-
interest-rate environment, business model and
profitability risk is a particular focus at the na-
tional level, too. Increasing competition and
cost pressure as well as changing technical
conditions, such as advancing digitalisation, are
further intensifying the pressure on profitability.
This assessment was also confirmed by the sur-
vey conducted by BaFin and the Bundesbank in
summer 2015 on the profitability and resilience
of German credit institutions in the low-
interest-rate setting, which questioned around
1,500 small and medium-sized German banks.
The survey showed that the persistently low
interest rates weighed significantly on German
credit institutions in all survey scenarios over a
five-year period. If the low-interest-rate envir-
onment continues, a clear decrease in earnings
can be expected. Given the existing surplus
capital and available hidden reserves, most in-
stitutions are still able to withstand the strains
caused by the low-interest-rate setting." None-
theless, the viability and sustainability of busi-
ness models as well as the profitability drivers
of the institutions will be supervisory priorities
at the national level in 2016.

Deutsche Bundesbank

The possible further consequences of a persist-
ent low-interest-rate setting are closely linked
to this topic. German supervisors will keep a
watchful eye on whether institutions loosen
their lending standards or enter into a greater
volume of speculative transactions. The impact
of a sudden interest rate rise must also be ana-
lysed carefully.

This is not the only area where there is overlap
between the supervisory priorities at the na-
tional and SSM levels. German supervisors, too,
will focus on deficits in institutions’ risk man-
agement as well as the adequacy and security
of their IT systems in 2016, for instance.

B Conclusion and outlook

Responsibility for the direct supervision of LSIs
remains with the NCAs, which in Germany
means BaFin and the Bundesbank. Therefore,
the direct effects on LSIs of the ECB's indirect
supervision are, in principle, limited. Further-
more, the ECB must take into account the pro-
portionality principle when exercising indirect
supervision.

Nonetheless, various individual aspects are
likely, over time, to result in indirect effects on
the institutions, at the very least. This relates in
particular to the joint supervisory standards
currently being developed. Once they have
been adopted, these will be applied by the
NCAs, which will affect the way in which insti-
tutions are supervised.

Indirect effects also stem from the specification
of supervisory priorities as an integral part of a
supervisory strategy. The key priority for 2016
at the SSM and national levels will be the viabil-
ity and sustainability of business models as well
as the institutions’ profitability drivers.

10 See ECB Banking Supervision publishes priorities for
2016, ECB press release dated 6 January 2016.

11 See the Bundesbank press release concerning the results
of the survey on the low-interest-rate setting dated 18 Sep-
tember 2015.
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The general finding is that the creation of the
SSM has made the supervisory approach more
quantitative; equally, more emphasis has been
placed on peer comparisons between institu-
tions. This approach allows for better compar-
ability and harmonised assessment of institu-
tions across national borders, thus tackling the
weak points revealed by the financial and eco-
nomic crisis.

Thanks to the close cooperation and intensive
dialogue between the ECB and the NCAs at
various levels, the experience thus far with SSM
supervision of LSIs can be viewed as positive
overall.

Irrespective of this, some challenges remain.
This year, a particular focus will be on further
optimising the exchange of information and the
coordination processes between the ECB and
NCAs. It will also be important to pay sufficient
attention to the proportionality principle and
the clear division of responsibilities between the
ECB and the NCAs when further harmonising
supervisory processes and practices. BaFin and
the Bundesbank will work together to ensure
this. Under these conditions, the SSM is an op-
portunity to achieve better and more effective
supervision throughout the European banking
sector, making a key contribution to the stability
of the financial system in the euro area.





