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Section 1 — Introduction and overview

1. The Commission Services have published for consultation a Working
Document based closely on the draft directive proposal as so far developed
for the implementation of a new capital requirements regime for credit
institutions and investment firms in the European Union.

2. This consultation is the fourth in a series of consultation and dialogue
exercises carried out since 1999." This long and intensive dialogue process
has been central to the development of the draft proposals that are now
presented. This consultation paper takes that process towards its culmination
and will contribute to the finalisation of the directive proposal to be adopted by
the Commission in early 2004.

3. Notwithstanding the significant and invaluable input of the supervisory
authorities of Member States in the development of the proposals to date — in
particular through the efforts of the Banking Advisory Committee (in its
expanded composition to include investment firms supervisors) — the Working
Document is the sole responsibility of the Commission Services.

4. The purpose of this Explanatory Document is to act as a guide to the
Working Document, to set out the reasons behind key aspects of the
proposed new framework, and to provide feedback on comments received
during the recent structured dialogue exercise

5. Interested parties are asked to send their comments — preferably in both
paper and electronic forms — to the address indicated to be received by 22
October 2003. This is an open consultation — all responses will be warmly
welcomed. As well as the banking and investment firms industry, the
Commission Services looks forward to comments from supervisory
authorities, from the Small- and Medium-Sized enterprises sector and other
industry sectors, and from consumers.

6. Unless respondents request otherwise, comments received will be
published on the Commission's website.

Objectives of the Commission Services

7. In the Cover Document published in November 2002, the Commission
Services set out in detail the key objectives of the review and the approach
adopted.

8. The existing capital requirements framework? has played a central role in
the ongoing development of a single market in financial services. It has
contributed significantly to the key objectives of financial stability and
consumer protection while promoting the economic and social benefits

' A review of regulatory capital requirements for EU credit institutions and investment firms —
consultation document (November 1999); Commission Services' second consultation
document on review of regulatory capital for credit institutions and investment firms (February
2001); Cover document and Working document of the Commission Services on capital
requirements for credit institutions and investment firms (November 2002).

% Directive 2000/12/EC relating to the taking up and pursuit of the business of credit
institutions; Council Directive 93/6/EEC on the capital adequacy of investment firms and credit
institutions (CAD), as amended.



deriving from a competitive level playing field within European financial
services markets.

9. However financial innovation, advances in techniques for risk
measurement and management, and increased regulatory and supervisory
sophistication mean that the need to update the existing rules is now
pressing. For this reason the review of capital requirements forms a significant
component of the Financial Services Action Plan and of the EU’s economic
reform agenda.

Parallel review of the Basel Accord

10. The Commission Services’ review of the existing legislation in this area is
taking place in the context of the parallel review by the Basel Committee on
Banking Supervision® of the 1988 Capital Accord (‘the 1988 Accord’) upon
which the existing EU framework is based.

11. The Commission Services strongly support the efforts of the Basel
Committee in the revision of the 1988 Accord which, though formally
applicable only to internationally active banks in the 13 countries represented
on the Committee, has been adopted in over 100 countries throughout the
world and applied to institutions of all sizes and levels of sophistication.

12. The existence of an international framework governing regulatory capital
requirements has brought and will continue to bring significant benefits to the
global economy as a whole. The Basel Accord makes a central contribution to
a sound and stable global financial system, enhancing the resilience of the
banking system in the face of adverse events. It facilitates an international
level playing field which helps prevent the benefits of competition from being
undermined by regulatory arbitrage. And it promotes the efficiencies that
result from having similar prudential standards in force throughout the world.

Suitability of the new Basel Accord as the basis for the new EU regime

13. In the Cover Document to its structured dialogue exercise published in
November, the Commission Services indicated that they were in particular
supportive of the overall design of the proposed new Accord, which is
conceived to ensure its continued suitability for banks of all sizes and levels of
complexity. It is based on a differentiated and evolutionary approach which
incorporates significant flexibility around a range of methods for the
calculation of capital requirements. This in the Commission Services view
represents a design which makes the new Accord a highly suitable basis for
the new capital adequacy framework in the EU. For this reason among others,
the different approaches offered by the new Accord will be made available to
EU institutions.

14. For example, in relation to the calculation of capital charges for credit risk,
three approaches are prescribed. The Standardised Approach, while

® The Basel Committee was established by the central bank Governors of the Group of Ten
countries. It consists of representatives of the central bank, and of the authority responsible
for prudential supervision of banks where this is not the central bank, from the following
countries: Belgium, Canada, France, Germany, ltaly, Japan, Luxembourg, the Netherlands,
Spain, Sweden, Switzerland, the United Kingdom and the United States The European
Commission, along with the European Central Bank, is an observer at the Committee and
participates in the task forces and working groups working on the capital review.



incorporating increased sensitivity and the wider recognition of risk mitigation
techniques, is closely linked to the approach under the 1988 Accord. Thus it
represents an appropriate methodology for those institutions not seeking to
adopt the more sophisticated internal ratings based methods for the
calculation of capital charges.

15. The Internal Ratings Based Approach will be made available in two
modalities. The Foundation Approach, which will require institutions to
calculate own estimates only in relation to the probability of the borrower
defaulting; and the Advanced Approach under which institutions’ internal
estimates of losses in the event of default and of exposure amounts at default
will also be recognised.

16. The incorporation of the Foundation Approach as a core feature of the
new Accord and its availability to institutions for ongoing use in their
calculation of capital charges, is of particular significance in the EU, where it
can be expected to be adopted by a large number of institutions seeking to
improve their risk measurement and management techniques and to receive
appropriate recognition for this in their capital requirements.

Calibration — QIS3

17. In their November document, the Commission Services made it clear that
in addition to its design, the calibration of the new Accord was a key aspect.
The Commission Services indicated that it supported the calibration objectives
of the Basel Committee. These include broad capital neutrality of the new
framework as compared with the old, together with appropriate incentives for
institutions to move to the more advanced approaches.

18. A central aspect in assessing the achievement of calibration aspects was
the third Quantitative Impact Study (QIS3) which took place during the latter
part of 2002 and early 2003. All EU Member States and a number of Acceding
Countries took part in this exercise with the Commission Services co-
ordinating the participation of countries not represented on the Basel
Committee. The exercise included a large number of both internationally and
non-internationally active banks.

19. The results of QIS3 — both those compiled by the Basel Committee and
the further EU analysis carried out by the Commission Services — have now
been published.* These results are positive and indicate that the proposed
new framework is on target to achieve the calibration objectives outlined
above.

20. The outcomes for the different approaches are in line with the stated
objectives outlined above — broad capital neutrality combined with appropriate
incentives. Many smaller banks will face reduced capital charges. For loans to
SMEs the capital requirements are reduced as compared with the current
Accord.

21. In order to assess the impact of the proposals for investment firms, the
Commission Services have coordinated a data-sharing exercise in

4 http://europa.eu.int/comm/internal_market/en/finances/capitaladequacy/index.htm The

significant assistance of the Joint Research Centre at Ispra in carrying out this work is
gratefully acknowledged.




cooperation with national authorities. This is discussed further at Section 14
below.

Approach of the Commission Services

22. Against this background, the Commission Services with the support of
competent authorities in the Member States continue to adopt the working
principle that the EU capital adequacy framework should be revised in a
manner that is consistent with the new Basel Accord, but appropriately
differentiated where necessary to take account of specificities of the EU
context.

23. In addition to the prudential implications, failure to reflect the new Accord
in the legislative framework within the EU would have the potential to
undermine the competitive position of EU financial institutions in the global
market place, with significant implications for EU economic and social
objectives.

24. At the same time, there are a number of highly significant specificities of
the European context which must be fully taken into account and reflected in
the design of the new framework. Ensuring that this objective is achieved is a
central focus of the work of the Commission Services in this area.

25. Significant features of the EU context include the following:

26. The scope of application of the proposed new EU framework. In
accordance with the principle that capital requirements should be
proportionate to the risks of activities carried on regardless of the legal nature
and level of complexity of the institution in question, the new EU requirements
will, as is the case under the existing directives, apply to all credit institutions
and investment firms within the Union with adjustments where necessary. As
well as fulfilling the prudential imperatives of financial soundness and stability
and of consumer protection, this approach also underpins the competitive
level playing field. It reflects the founding principles of the internal financial
services market — a single license, mutual recognition, and home country
control. It responds to the realities of a highly diverse European market, where
institutions of different types, sizes and levels of complexity compete directly
with one another in the provision of financial services. It should also contribute
to enhanced risk management practices within the EU financial services
sector as a whole.

27. The nature of the EU framework. The legislative nature of the EU
framework compares with the Basel Accord which takes the form of an
agreement amongst national banking supervisory authorities. This has an
important impact on the question of flexibility. It is a central objective of the
Commission Services that the new framework should be sufficiently flexible to
allow for the update of technical aspects to reflect ongoing market, regulatory
and supervisory innovation.

28. Small- and medium-sized enterprises (SMEs). SMEs represent a core
component of the European economy. They play a crucial role in promoting
the innovation, growth and employment which is essential to the economic
success of the Union and to the welfare of its citizens. It is therefore a central
requirement that the new capital adequacy framework does not result in
disproportionate capital requirements in relation to financing of such entities. It



can be seen from the results of the QIS3 exercise discussed above, that this
objective is achieved by the proposals as modified since the Basel and
Commission Services second consultation papers.

29. How these key aspects of the EU context are addressed in the new
framework is addressed in detail in subsequent sections of this note.

Smaller and less complex institutions

30. A core aspect of the Commission Services work in the development of the
new capital requirements regime is ensuring its suitability and
appropriateness for application to smaller and less complex institutions in the
EU. (See Structured Dialogue Cover Document pages 11-15.) This issue is
one that permeates virtually all areas of work on the new draft framework.

31. Given the pervasive importance of this issue, it is not discussed under a
single heading. Rather it is a key aspect throughout the discussions in this
document. Readers are referred to the discussion in this section of the
suitability of the new framework for general application including its impact on
smaller banks as identified in QIS3; to Section 2 concerning the Structured
Dialogue; to Section 5 on the Standardised Approach; to Section 6 on the IRB
Approach; to Section 7 on SMEs; to Section 9 on credit risk mitigation; to
Section 10 on real estate lending; to Section 13 on operational risk; to Section
14 on investment firms; to Section 15 on the supervisory review process; and
to section 16 on market discipline.

Future process

32. As mentioned above this consultation exercise forms a central component
in the finalisation of the directive proposal which should be adopted by the
Commission early in 2004.

33. In finalising the proposal the Commission Services will also have close
regard to the final version of the new Basel Accord which should be agreed
before the end of the year, and to the study of the consequences of the
proposed new framework for the European economy which is being carried
out in response to a request from the European Council.

34. The timetable remains very tight. However the Commission Services are
confident of continued success in meeting the challenging timeframe
necessary to allow the new legislation to be agreed and national
implementation achieved in time for the global implementation date of the end
of year 2006.

35. As mentioned previously, in the context of achieving this challenging
timeframe, and more generally, the Commission Services very much welcome
the strong interest taken by the European Parliament in the work in this area
from an early date.® The work of the Commission Services has been
significantly informed by the views expressed by Parliament to date. The
Commission Services look forward to the publication of the own initiative
report® which is currently in preparation and to ongoing dialogue with the

° See, for example, European Parliament resolution on the evaluation of Directive
89/299/EEC on the own funds of banks (2000/2207(INI)) — text adopted 17 November 2000.

® See the Draft report on capital adequacy of banks (Basel II), Committee on Economic and
Monetary Affairs (Rapporteur: Alexander Radwan MEP), 11 June 2003. Note, this draft report



European Parliament which will be important to the successful completion and
timely implementation of the new framework.

Introduction to the Working Document

36. The Working Document which forms the second part of this Consultation
Paper is based closely on the draft legislative proposal as so far developed for
a new capital requirements regime for credit institutions and investment firms
in the European Union.

A work in progress

37. While the Working Document has been further developed in light of the
comments received during the Structured Dialogue exercise and other
considerations, it remains an ongoing work in progress. While all of the
proposals contained in the document remain live and subject to change, in
some areas consideration continues actively even while this Consultation
Paper is published. (For example, in light of comments received in the
Structured Dialogue, the Commission Services will seek to enhance further
consistency and coherence aspects of the Working Document over the
coming months.) Such areas are indicated in the following sections of this
Explanatory Document and views are solicited.

A flexible framework

38. The format of the Working Document follows that of the likely Directive
proposal. The provisions are divided into two types. Firstly, that part of the
Document consisting of articles. These should contain the principles and
central rules governing the issue in question. And secondly, the annexes -
which should contain the more detailed technical implementation and
elaboration of the principles and rules contained in the articles.

39. Given the need to achieve flexibility and capacity for speedy legislative
response to market and regulatory innovations as mentioned above, the
Commission Services envisage that the provisions contained in the annexes
should be subject to amendment by comitology procedure in the future. The
articles will be able to be amended only by codecision.

40. It is the intention of the Commission Services that the draft directive
proposal in its entirety (i.e. articles and annexes) should be submitted for
adoption through the codecision legislative procedure.

41. In developing the draft proposed directive text, the Commission Services
seek to incorporate in the articles the determining principles and governing
rules for the new capital adequacy framework. It is important that these
establish firmly the basis of and constraining requirements for the more
detailed implementing and technical provisions contained in the annexes.

Structure of the Working Document
42. The Working Document is divided into six titles.

remains subject to amendment and voting — Committee on Economic and Monetary Affairs
July 2003; European Parliament Plenary Session September 2003.



43. Title | sets out the definitional provisions for the proposed new regime, the
general provisions establishing its core requirements, and the provisions
prescribing scope of consolidation.

44. Title Il contains the minimum capital requirements in relation to credit risk
(including chapters on the Standardised Approach, the IRB Approach, credit
risk mitigation, and asset securitisation) and operational risk. It also contains
provisions relating to market risks, the core requirements in relation to which
continue to be found in the Capital Adequacy Directive (CAD)” as amended.

45. Title Il is concerned with institutions’ risk identification, measurement and
management and includes the draft proposed directive requirements in
relation to capital adequacy over and beyond compliance with minimum
capital requirements. The second part of this Title deals with the evaluation
process to be undertaken by supervisory authorities and prescribes powers
and obligations of authorities in this regard.

46. Title IV is concerned with disclosure requirements to harness the
prudential effects of market discipline.

47. Title V deals with powers of execution; and Title VI contains transitional
and final provisions.

" 93/6/EEC
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Section 2 — The Structured Dialogue

48. As mentioned in the previous section, between November last year and
February this year the Commission Services, with the assistance of
supervisory authorities in Member States, carried out a structured dialogue
exercise.

49. In this exercise the views of representative associations of the financial
services industry, of small- and medium-sized enterprises' representatives, of
supervisory authorities themselves, and of others, were sought. The aim was
to obtain input which would enhance the quality of the proposals to be put out
for full consultation in this third consultation exercise.

50. The Structured Dialogue was a very successful exercise which has made
a significant contribution in the development of the new capital requirements
directive. Over 100 sets of comments were received — either formally or
informallg/. Most of these have now been published on the Commission’s
website.

51. These comments have been analysed and considered by the Commission
Services and the technical groups of the Banking Advisory Committee. In a
number of areas, changes have been made to the draft proposals in light of
the comments received. In other cases, having been considered, suggestions
for change have not been accepted. And in again others issues have been
raised which have prompted the Commission Services to seek further views in
this Consultation Paper.

52. A key aspect of this Explanatory Document is to provide feedback on
some of the central issues raised in comments received during the Structured
Dialogue. For the most part this is done in the further sections of this
document dealing with specific areas.

53. However, in addition to the comments relating to particular proposals or
discreet issues which are considered in the later sections of this document,
the Commission Services have identified a number of cross-cutting or
horizontal issues which are of concern to respondents. A number of these are
discussed below.

The Commission Services approach

54. A large number of respondents commented favourably on the overall
approach adopted by the Commission Services. There is continued strong
support for the approach outlined above of consistency with the new Basel
framework subject to appropriate differentiation where necessary to reflect
specific features of the European context. There is also significant support for
the Commission Services' position that the new framework should apply to
institutions of all shapes and sizes in order to continue to ensure a level
playing field within Europe.

55. A group of respondents which had concerns about the universal
application of the new framework was that consisting of smaller investment
firms and asset managers. This group expressed concerns around the

8 http://europa.eu.int/comm/internal_market/en/finances/capitaladequacy/index.ntm A small
number of those who provided comments asked that they should not be published.
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insensitivity of the calibration of the Basic Indicator and Standardised
Approaches to operational risk combined with the generally low risk profile of
such entities and the resulting impact on their capital requirements. They
requested modifications of the proposals in this regard. This issue is dealt with
in detail at Section 14 below.

Flexibility of the new framework

56. Respondents spoke strongly in favour of the need for flexibility of the new
framework as proposed by the Commission Services. As it was put by one
respondent, ‘it is essential for industry and for depositors and borrowers that
the regulatory framework is able to adjust to the increasing scale and pace of
change in financial markets.’

57. As discussed in the previous section, the Commission Services share fully
in this aim and are designing the draft directive proposal so as to achieve it.
The new framework must however fully respect the legislative competences of
the different European institutions. One aspect of this will be ensuring that the
directive articles - within the terms of which the technical annexes are
constructed, and may in the future be amended - are clear, robust and
effectively constraining. The Commission Services continue to work on this
aspect.

Cross-border issues — (1) The level playing field

58. Many respondents expressed concern about the potential for divergences
in implementation, interpretation and application of the new framework. Such
divergence could give rise to competitive inequalities between institutions in
different jurisdictions and to regulatory arbitrage. Amongst the aspects of the
new framework identified as the source of such concerns were the key role of
supervisory approval for institutions’ use of the more risk-sensitive
approaches to credit risk and operational risk, the central importance of
supervisory review process in the new framework, and the large number of
‘national options’ contained in the proposals.

59. The Commission Services agree that this is a very important aspect. It is
one moreover for which there is no simple solution. This is because at the
heart of financial services prudential regulation there must remain significant
reliance on supervisory judgement and discretion. The aim therefore must be
to strike the appropriate balance between regulatory constraint and
supervisory discretion.

60. The Commission Services consider that the draft framework as set out in
the Working Document strikes a balance which is very close to being the
correct one in this regard. Concerning the approval of institutions to use the
more sophisticated approaches for example, the proposals seek to strike the
appropriate balance between specified minimum requirements to be applied
by all authorities on the one hand, and reasonable levels of prescriptiveness
allowing for appropriate individuation on the other.

61. Similarly in relation to the Supervisory Review Process, Title Il of the
directive seeks to achieve a challenging balancing exercise. There is the need
both for supervisory flexibility responsive to local circumstances and for a
framework of effective legal obligations within which supervisors must act. On
the one hand, supervisors must be free to adopt approaches which differ in

12



terms of intensity, nature and content depending, for example, on the size and
level of complexity of the institution. On the other, they should exercise such
discretion within the framework of an obligation to be satisfied as to the
adequate own funds of institutions within their jurisdiction. Moreover, there
should be an obligation upon supervisors to take appropriate intervention
measures as necessary and, in particular circumstances to require institutions
to hold a specified amount of own funds in addition to their Title || minimum
requirements.

62. The Commission Services have sought therefore to capture in the draft
directive proposal an appropriate balance between regulatory constraint and
supervisory judgement and discretion. There remains however, as pointed out
by respondents, significant scope for supervisory discretion under the new
framework. This gives rise to the potential for divergences in the
implementation and application of the new framework across jurisdictions.

63. For this reason, it is in the Commission Services’ view very important to
the success of the new framework that effective structures for the promotion
of supervisory convergence be created. The Commission Services’ believe
that the creation of a new high level forum of European supervisors, a key
task of which includes the promotion of supervisory convergence in the
manner of application of the new framework, will represent a major step
forward in the creation of the level playing field for European financial services
institutions.

64. Some respondents suggest that supervisory convergence and
consistency in the interpretation and application of the new framework could
be promoted by the introduction of enhanced requirements concerning
supervisory disclosure. Amongst the aspects which might be covered by such
requirements would be the manner of exercise of national options in different
jurisdictions and aggregated information concerning the application of the
capital requirements framework.

65. The Commission Services see potential merit in such a suggestion. They
consider that, as with disclosure requirements for institutions under Title IV of
the directive, significant benefits could flow from enhanced transparency of
supervisory approaches and decision-making. Amongst the aspects which
might be made subject to such a requirement might be the following:

» written policies on the approval of institutions’ use of more sophisticated
approaches;

« the manner of exercise of national options made available under the
directive;

» aggregate statistics on the approval of institutions for the use of different
approaches; and

» aggregate statistics on the use of prudential measures by supervisory
authorities.

66. Respondents views are requested on whether supervisory disclosure
requirements such as these should be included in the directive proposal. And
if so, what aspects should be covered by such requirements?

13



Cross-border issues — (2) Groups

67. Respondents raised the issue of potential undue burdens deriving from
the new framework in the context of groups of institutions operating in more
than one jurisdiction. Such concerns arise from a number of aspects of the
proposed new framework. These include

« possible different approaches to the approval of institutions for use of the
more risk-sensitive approaches in different jurisdictions leading to the
need for an IRB group, for example, to comply with multiple sets of IRB
approval requirements;

» the potential burden on a group of the differential exercise by Member
States of a wide range of national options; and

» the perceived potential burdens arising from the scope of application
requirements specified in the Working Document.

68. In response to these comments, the Commission Services first of all note
that the responsibility for the authorisation and supervision of institutions
established in a particular jurisdiction remains with the competent authority for
that jurisdiction.

69. Such entities are systemically integrated into the financial services sector
and the corporate legal structure of the jurisdiction in question. This includes
in relation to aspects such as financial stability, market confidence, and
consumer protection, in respect of which the supervisory authorities for that
jurisdiction are accountable. This is different from the situation in relation to
branches of institutions established in different jurisdictions, where
responsibility rests largely with the home state supervisor. Nonetheless, the
Commission Services are committed to ensuring that prudential requirements
imposed upon groups of institutions are not disproportionately burdensome.

70. In relation to the proposed requirements concerning scope of application
of capital requirements in respect of group structures, the Commission
remains convinced of the importance of a group-wide consolidated capital
view of financial services groups and all of their entities, and of the application
of requirements in such a way as to prevent double-gearing and down-
streaming of debt. It is equally important that capital is appropriately
distributed within the group so as to be adequate for individual institutions. In
view of the concerns expressed above, the Commission is reviewing the
proposals in relation to this matter to see whether these objectives may be
effectively achieved by methods allowing for an alleviation of the compliance
burden in certain circumstances — see further Section 4 below. Views on this
issue will be welcomed.

71. Concerning potential burdens arising from differences of approach
between different supervisory authorities, again to a significant extent any
such additional burden will be seen to flow from the establishment of separate
legal entities within the legal and financial systems of different jurisdictions.
Nonetheless, within the constraints mentioned above, the Commission
Services will be giving further consideration to the potential resulting burdens
and how they might be alleviated.
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72. In this regard consideration is being given in particular to how the
requirements for supervisory cooperation might be enhanced. Views on this
matter will be welcomed including views in relation to the concept of lead
supervision responsibilities as they might be applied in this context.

73. The Financial Conglomerates Directive already requires one coordinating
supervisor to be appointed for each conglomerate in the EU. This supervisor
is a central point for gathering and disseminating prudential information for the
group, for coordinating supervisory action, and for taking certain prudential
decisions. Views will be welcomed on developing this approach in the context
of the new capital requirements framework.

Cyclicality

74. Various comments were received on cyclicality and stress-tests. Some felt
that the right balance has been struck in the current proposal whereas others
expressed continuing concerns about the cyclical effects of the new minimum
capital requirements.

75. There is no general or simple answer to the question of cyclicality. The
Commission Services believe that the proposals now developed represent an
appropriate balance between the demands of risk sensitivity of regulatory
capital requirements on the one hand and to potential cyclical effects on the
other hand.

76. The closer alignment of regulatory capital with the risks to which
institutions are exposed will bring significant benefits in terms of increased
regulatory robustness, improved competitive equality, enhanced economic
efficiency, etc. On the other hand a consequence of this improved risk
sensitivity is that minimum regulatory capital requirements are likely to vary
with the general business cycle.

77. In this regard it should of course be noted that minimum regulatory capital
requirements do not necessarily equate with institutions’ internal capital
decisions and that such internal capital decisions play a significant role in
determining banks’ behaviour.

78. As stated in the Structured Dialogue Cover Document important
modifications have been introduced into the proposals to address concerns
about potential cyclical effects. These include the flattening of the risk weight
curves in the IRB Approach so that in time of an economic downturn where
average credit quality deteriorates, the increase of capital requirement is
lower than would be the case with a steeper curve.

79. Another requirement which mitigates cyclical effects is that institutions
must use a lengthy time horizon in assigning ratings and take into account
adverse economic conditions.

80. Capital held over and above the minimum IRB capital charges will help to
mitigate the need to raise additional capital or reduce asset levels in an
economic downturn. To give supervisors a point of reference for assessing
whether additional capital is necessary to address the risks of business cycle
related-deteriorations in asset quality, institutions employing the IRB
Approach under the new framework will be required to carry out cyclicality
stress tests.
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81. As stated in the Structured Dialogue Cover Document, the Commission
Services believe moreover, that as well as having potentially pro-cyclical
effects, the new framework could have important counter-cyclical properties.
In particular, a key aspect of the new regime will be its encouragement of
improved risk measurement and management standards amongst institutions.
Such improvements, in the context of the risk to institutions arising from
potential changes in the economic environment in which they operate, may be
thought likely to lead to their being in a better position to withstand such
cyclical changes than might otherwise be the case.

82. The Commission Services agrees with respondents that this is an
important issue. It is something which should be kept under continuous
review.

Complexity

83. Some respondents remarked on the level of complexity of the Working
Document. While the Commission Services will continue to work to improve
the structure of the framework, they consider that the level of complexity is in
reality considerably reduced by the fact that institutions will choose between
the different options represented in the text. The more sophisticated an
institution the more it will be required to engage with the greater complexities
of the framework.

84. On the issue of prescriptiveness, see Section 6 below.
Consistency of accounting standards and prudential rules

85. A number of responses identified the need for the achievement of
maximum consistency between the proposed new prudential framework and
international accounting standards.

86. The Commission Services recognise the importance of this question and
continue to take appropriate action in this regard. Such action includes the
establishment of a BAC sub-committee on accounting and auditing,
participation in relevant accounting committees, and ongoing involvement in
the dialogue in relation to the development of new accounting standards.

Timetable

87. Respondents remarked on the challenging timetable that is to be
complied with if the global implementation date for the introduction of the new
regime at the end of 2006 is to be complied with. The importance for the
European financial services sector of meeting this deadline was stressed. The
Commission Services fully shares this view as to the importance to European
competitiveness of timely implementation of the new framework. This is
discussed in Section 1 above.
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Section 3 — General provisions of the new framework

88. Articles 2 to 5 contain the cornerstone provisions of the new framework.
These articles remain work in progress.

89. Article 2 establishes the core requirements that underpin the new
framework. These include the obligation on Members States to require that
banks and investment firms hold adequate own funds at all times. This
requirement of adequate capitalisation underpins both the Title Il minimum
capital requirements in respect of credit, market and operational risk and the
Title 1l powers and obligations of competent authorities under the Supervisory
Review Process. The overall structure of the directive therefore is such that
compliance with the minimum own funds requirements prescribed under Title
Il is a necessary but not a sufficient condition for an institution to be
considered to hold an adequate level of own funds having regard to its overall
risk profile.

90. Sub-paragraphs (b) and (c) set out the general obligations on institutions
in relation to maintaining a sound control environment and an adequate
process to assess the adequacy of capital held, and in relation to disclosing
material information.

91. The second part of Article 2 encapsulates the general obligations of
competent authorities — that is review and evaluation, and intervention as
appropriate.

92. The Commission Services believe that Article 2 provides a solid and
balanced corner-stone upon which the new framework can be established.

93. Article 3 sets out the overall obligation on institutions in respect of
minimum levels of capital relating to the risks covered by Title Il of the
Working Document. A ‘building block’ approach is adopted in this regard.
Institutions are required to hold own funds which are at all times more than or
equal to the sum of the requirements prescribed in relation to each of the risks
identified in the article.

94. In the Working Document text published in November for the Structured
Dialogue, Article 5 stated that in carrying out their capital adequacy
assessment processes, institutions are prohibited from assessing to Title Il
risks less own funds than is prescribed under that Title. In other words, in
determining their capital adequacy, institutions were prohibited from second
guessing the Title Il requirements so as to allocate Title Il risk-related capital
to Title Il risks. This proscription applied also to supervisory authorities in
carrying out their evaluation of institutions’ capital adequacy assessment
processes. The wording of Article 5 was stated to be at an early stage of
development.

95. Since then, the question of the relationship between Title Il and Title IlI
capital requirements has been the subject of significant discussion. This
discussion is ongoing. It is directly impacted by the developed proposal that
the assessment process of individual institutions prescribed under Title IlI
should be concerned with the concept of 'internal' or 'economic’ capital rather
than with the concept of 'regulatory capital' or 'own funds'.
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96. In view of this ongoing discussion, the Commission Services retain an
open position as to the final content of Article 5. It is intended that a final
position should be arrived at over the coming months. For the moment the
Structured Dialogue wording is retained as a placeholder.

97. The above-described provisions also connect directly with Article 128(4)
of the Working Document which addresses the situation that arises if an
institution breaches its capital requirements. This provision is based on the
existing similar provisions in Directive 2000/12 and CAD and requires Member
States to ensure that the institution in question takes appropriate steps to
achieve compliance with the requirements as quickly as possible. The
provision applies to requirements under Title Il and to capital and other
requirements imposed by supervisory authorities under Title IIl.
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Section 4 - Scope of consolidation

98. As mentioned in Section 2, proposals in respect of the scope of
consolidation included in the November 2002 Working Document were
discussed by a number of respondents concerned about new potential
burdens. As stated, the Commission Services remain convinced of the
importance of the application of consolidated and sub-consolidated
requirements in such a way as to prevent double-gearing and down-streaming
of debt. It is also of key importance that capital is appropriately distributed
within the group so as to be adequate for individual institutions. The
Commission considers that the current rules — in particular those allowing the
rules to be waived in certain circumstances — may not sufficiently achieve
these objectives in the context of a single European market.

99. In view of the comments received during the Structured Dialogue, the
Commission Services are continuing to review the proposals in relation to this
matter. Further views will be welcomed.

Group and individual capital requirements

100. Capital requirements applied on a consolidated basis are central to
ensuring the integrity of capital in the group as a whole. The proposed rules
on this matter are in general terms the same as under the existing framework.
Article 16 requires credit institutions and investment firms to comply with the
capital requirements on an individual basis. This is intended to ensure that
capital is readily available where it is needed for the protection of depositors
and investors. In the cases where a group is sufficiently complex to contain
one or more sub-groups, it can be important to ensure that minimum capital
requirements are complied with at the sub-group level. This is particularly —
but not exclusively — so in the case of international groups.

101. Accordingly Article 18 imposes sub-consolidated requirements on cross-
border subgroups. The Working Document does not include mandatory sub-
consolidation requirements for groups located in only one Member State. The
need for sub-consolidation in such situations is left to the prudential
assessment of supervisory authorities.

102. An alternative to the calculation of capital requirements on a sub-
consolidated basis is provided. This is the calculation of individual capital
requirements for the parent undertaking in the sub-group with the particularity
that any holding in financial undertakings which would be otherwise be sub-
consolidated are deducted in full from its capital.

103. One of the criticisms received during the Structured Dialogue was that
while such requirements can be prudentially justified and proportionate when
considered separately, they can in certain circumstances when combined lead
to unduly increased burdens for groups of institutions. This raises the issue of
the potential exemption from the requirement that capital requirements be
applied at all levels in the group in a limited number of well-defined cases.
The Commission Services are accordingly open to consideration of tightly
defined circumstances in which the application of both (sub)consolidated and
individual requirements might be judged not to be necessary.

Investment firms groups
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104. Under the current Capital Adequacy Directive® the requirement for
groups of investment firms to meet minimum capital requirements on a
consolidated basis may be waived by competent authorities where certain
conditions are met. The Commission Services consider, as indicated in the
Structured Dialogue documents of November 2002, that this exemption is in
its scope and implications not prudentially justified. Accordingly Article 21
introduces proposed new rules limiting the availability of such a potential
exemption to groups of low risk investment firms groups meeting the strict
eligibility criteria set out in the Article.

105. Some respondents to the Structured Dialogue exercise expressed
concerns as to unjustified potential new burdens arising from these proposed
changes. The Commission Services are currently considering whether there
are such unforeseen and potentially undue burdens arising from the closing of
this prudential gap.

Asset management companies

106. For consistency and in order to avoid regulatory arbitrage, asset
management companies have been expressly included in the entities which
must be included in consolidated and sub-consolidated requirements. This is
consistent with the approach taken in the recently adopted Financial
Conglomerates Directive'® which puts such entities on the same footing as
financial institutions for capital requirement purposes.

107. However, the definition of asset management company includes entities
whose principle activity is discretionary and non-discretionary asset
management on a client-by-client or collective basis.

108. This has been necessary to align consolidated and individual capital
requirements related to the operational risk charge introduced for this type of
asset management activity.

Interaction with the Financial Conglomerates directive

109. The directive provisions on scope of consolidation have been revised to
achieve appropriate consistency with the provisions of the Financial
Conglomerates directive. The most important changes in this regard are in the
relevant definitions contained in Article 1.

° 93/6/EEC
192002/87/EC
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Section 5 - Standardised Approach

Introduction

110. Articles 26 to 40 of the Working Document together with Annex C
establish the Standardised Approach for the calculation of credit risk capital
charges. This approach, while incorporating increased sensitivity and a wider
recognition of credit risk mitigation techniques, is closely related to the
approach under the current rules.

111. Accordingly, it represents an appropriate methodology for those
institutions not seeking to adopt the more sophisticated internal ratings based
methods for the calculation of credit risk capital charges. On the one hand, the
proposals do not represent a significant increase in levels of complexity as
compared with the current framework. On the other, they introduce a degree
of risk sensitivity which represents a welcome improvement as compared with
the existing rules.

Determination of risk weighted assets

112. Article 26 deals with how to determine exposure values for asset and off-
balance sheet items. This exposure value is then multiplied by the relevant
risk weight in order to produce the risk weighted asset amount which is the
basis for calculation of the capital charge under Article 3.

113. Article 27 sets out the list of classes to which assets and off-balance
sheet items are attributed, with the risk weights to be applied set out in Article
28. These risk weights either depend on the credit quality of the borrower or
are fixed weights attributed according to the nature of the item.

114. The application of risk weights to individual items based on the asset
class and external credit assessments by recognised external credit
assessment institutions (ECAIS) is prescribed in detail in Annex C-1.

115. As mentioned above, the Standardised Approach is modelled quite
closely on the existing credit risk framework, with risk weights determined by
the allocation of assets and off-balance sheet items to a limited number of risk
buckets. The risk sensitivity of this approach has however been enhanced by
an increase in the number of asset classes and risk buckets, the use of ECAls
credit assessments to assign risk weights where these are available, and an
enhanced framework for the recognition of credit risk mitigation.

Unrated corporates

116. Where an external credit assessment is not available then the risk
weight (except in limited cases where payments are more than ninety days
past due) is 100%. This means that for company borrowers - other than those
falling within the retail asset class - which do not have an external rating, the
capital charge will remain the same as under the current regime.

Retalil

117. It is proposed to introduce a 75% risk weight for retail loans. Loans to
small businesses (including non-profit organisations), may be included in this
category, subject to an aggregate exposure limit per beneficiary of €1 million.
The Commission Services consider that this reduction in risk weight is justified
by virtue of the nature of retail lending — where the fact of a large number of
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relatively small loans gives rise to risk reduction. This was supported by
respondents to the Structured Dialogue. Also in response to comments made
during the Structured Dialogue the €1 million limit has now been drafted so
that it may be updated to reflect the effects of inflation (see Article 27(2)).

118. The previously proposed limit that each retail exposure be less than
0.2% of the overall retail portfolio has been removed as unduly rigid. This
reflects also the arguments of a number of respondents to the Structured
Dialogue.

Real estate lending

119. It is proposed that the risk weight for residential real estate loans fully
and completely secured to the satisfaction of competent authorities be
reduced from 50% to 35%.

120. It is also proposed that the risk weight for commercial real estate lending
may be reduced from 100% to 50% at national discretion, and subject to a
number of prescribed conditions.

121. Real estate lending under both the Standardised and IRB approaches is
discussed in detail in Section 10 below.

Physical collateral

122. A number of comments received during the Structured Dialogue argued
that physical collateral should be recognised in the Standardised Approach.
This matter is addressed in Section 9 below.

Past Due Items

123. The treatment of items which are more than ninety days past due
depends on the specific provisions made by the credit institution or investment
firm. A 150% risk weight applies (except for RRE mortgages which receive a
100%) when specific provisions are less than 20% of the outstanding claim.
The risk weight becomes 100% when specific provisions are beyond the
threshold of 20% and, subject to the discretion of competent authorities, it
may be reduced to 50% when specific provisions are no less than 50% of the
outstanding claim.

124. The interaction between risk weights and specific provisions can be
extended, subject to national discretion to non past due items otherwise
receiving a 150% risk weight.

Collective investment undertakings (CIUs).

125. The C