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Proposal for a

REGULATION OF THE EUROPEAN PARLIAMENT AND OF THE COUNCIL

on prudential requirements for credit institutions and investment firms

THE EUROPEAN PARLIAMENT AND THE COUNCIL OF THE EUROPEAN UNION,

Having regard to the Treaty on the Functioning of the European Union, and in particular Article 114

thereof,

Having regard to the proposal from the European Commission,

After transmission of the draft legislative act to the national Parliaments,

Having regard to the opinion of the European Economic and Social Committee’,

Acting in accordance with the ordinary legislative procedure,

Whereas:

(M

The G20 Declaration of 2 April 2009 on Strengthening of the Financial System called for
internationally consistent efforts that are aimed at strengthening transparency, accountability
and regulation by, improving the quantity and quality of capital in the banking system once
the economic recovery is assured. The declaration also called for introducing a
supplementary non-risk based measure to contain the build-up of leverage in the banking
system, and developing a framework for stronger liquidity buffers. In response to the
mandate given by the G20, in September 2009 the Group of Central Bank Governors and
Heads of Supervision (GHOS), agreed on a number of measures to strengthen the regulation
of the banking sector. These measures were endorsed by the G20 leaders at their Pittsburgh
Summit of 24-25 September 2009 and were set out in detail in December 2009. In July and
September 2010, GHOS issued two further announcements on design and calibration of
these new measures, and in December 2010, the Basel Committee on Banking Supervision

(BCBS) published the final measures, that are referred to as Basel III.

oJlC,,p..
http://www.g20.org/Documents/Fin_Deps_Fin Reg Annex 020409 - 1615 final.pdf.
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3)

“

©)

The High Level Group on Financial Supervision in the EU chaired by Jacques de Larosicre
invited the European Union to develop a more harmonised set of financial regulation. In the
context of the future European supervisory architecture, the European Council of 18 and 19
June 2009 also stressed the need to establish a 'European Single Rule Book' applicable to all

credit institutions and investment firms in the Single Market.

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 and Directive
2006/49/EC of the European Parliament and of the Council of 14 June 2006> on the capital
adequacy of investment firms and credit institutions ("institutions") have been significantly
amended on several occasions. Many provisions of Directives 2006/48/EC and 2006/49/EC
are applicable to both credit institutions and investment firms. In order to ensure a coherent

application of those provisions, it is appropriate [...] to merge these provisions into new

legal acts: a Directive and this Regulation |...] . For the sake of clarity, the provisions of

the Annexes to those Directives should be integrated into the enacting terms of these new

legal acts. |...]

[...] Together, both_new legal [...] acts should form the legal framework governing the

access to the activity, the supervisory framework and the prudential rules for credit
institutions and investment firms. Therefore this Regulation should [...] be read together

with [...] Directive [inserted by OP].

The Directive [inserted by OP], based on Article 53 (1) TFEU, should, inter alia, contain
the provisions concerning the access to the activity of credit institutions and investment
firms, the modalities for their governance, and their supervisory framework, such as
provisions governing the authorisation of the business, the acquisition of qualifying
holdings, the exercise of the freedom of establishment and of the freedom to provide
services, the powers of supervisory authorities of home and host Member States in this
regard and the provisions governing the initial capital and the supervisory review of credit

institutions and investment firms.

1

OJL 177,30.6.2006, p. 1.
OJL 177, 30.6.2006, p. 201.
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(6)

(7

®)

This Regulation should, inter alia, contain the prudential requirements for credit institutions
and investment firms that relate strictly to the functioning of banking and financial services
markets and are meant to ensure the financial stability of the operators on these markets as

well as a high level of protection of investors and depositors. This [...] Regulation |...] aims

at contributing in a determining manner to the smooth functioning of the internal market and
should, consequently, be based on the provisions of Article 114 TFEU, as interpreted in

accordance with the consistent case-law of the Court of Justice of the European Union .

Directives 2006/48/EC and 2006/49/EC, although having harmonised the rules of Member
States in the area of prudential supervision to a certain degree, include a significant number

of options and possibilities for [...] Member States [...] to impose stricter rules than those

laid down by those Directives. This results in divergences between national rules, which [...]
might hamper the cross-border provision of services and the freedom of establishment_and

so create obstacles to the smooth functioning of internal market. [...]

In order to remove [...] obstacles to trade and [...] distortions of competition resulting from
divergences between national laws and to prevent [...] further likely obstacles to trade and
significant distortions of competition from arising, it is therefore necessary to adopt a

Regulation establishing uniform rules applicable in all Member States.
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(10)

(10a)

Shaping prudential requirements in the form of a Regulation would ensure that those
requirements will be directly applicable to them. This would ensure uniform conditions by
preventing diverging national requirements as a result of the transposition of a Directive.
This Regulation would entail that institutions follow the same rules in all the Union, which
would also boost confidence in the stability of credit institutions and investment firms,
especially in times of stress. A Regulation would also reduce regulatory complexity and
firms' compliance costs, especially for credit institutions and investment firms operating on a
cross-border basis, and contribute to eliminating competitive distortions. With regard to the
peculiarity of immovable property markets which are characterised by economic
developments and jurisdictional differences that are specific to Member States, regions or
local areas, competent authorities should be allowed to set higher risks weights or to apply
stricter criteria based on default experience and expected market developments to exposures

secured by mortgages on immovable property in specific areas.

[...] In areas not covered in this Regulation, including for an example dynamic

provisioning, provisions on national covered bonds schemes not related to the

treatment of covered bonds under the rules established by this Regulation, competent

authorities or Member States should be able to impose national rules, [...] provided

that they are not inconsistent with this Regulation. |...] .

The most important recommendations advocated in de Larosiére report and later

implemented in the Union were the establishment of a Single Rule Book and a

European framework for macroprudential supervision where both elements were

aimed in combination at ensuring financial stability. The Single Rulebook ensures a

robust and uniform regulatory framework facilitating the Single Market and prevents

regulatory arbitrage opportunities. Within the single market in financial services

macroprudential risks may however differ in a number of ways with a range of

national specificities meaning that variances for example can be observed as to the

structure and size of the banking sector compared to the wider economy and the credit

cycle.
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(10b) A number of tools to prevent and mitigate macro-prudential and systemic risks have

been built into the Directive and Regulation ensuring flexibility while at the same time

ensuring that the use of these tools are subject to appropriate control in order not to

harm the function of the internal market while also ensuring that the use of such tools

are transparent and consistent.

(10c) Bevond the systemic risk buffer tool as included in the Directive, where Macro-

prudential or systemic risks [...] concern |...] only one Member State, the designated

authorities of the relevant Member State should be allowed to address those risks by

certain specific individual measures, when this is considered more effective to tackle

the risk. The assessment on the adequacy of those individual measures should include

certain political assessments, as such risks may ultimately affect the fiscal and

budgetary situation of the relevant Member State. The Commission shall therefore

adopt an implementing act to allow the relevant Member States designated authority

to address the threat by an individual measure.

(10d) Until the harmonisation of liquidity requirements in 2015 and the harmonisation of a

Leverage Ratio in 2018 Member States may apply these measures as the Member

States find appropriate, including mitigation of macro-prudential or systemic risk in

the meaning of a risk of disruption in the financial system with the potential to have

serious negative consequences to the financial system and the real economy in a specific

Member State.

(10da) Systemic risk buffers or individual measures taken by Member States to address

systemic risks concerning these Member States, can be applied to the banking sector in

oeneral or to one or more subsets of the sector, in the meaning of institutions that

exhibit similar risk profiles in their business activities, or to the exposures to one or

several domestic economic or geographic sectors across the banking sector.
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(10e)

If two or more Member States designated authorities identify the same changes in the

(101

intensity of systemic or macro-prudential risk posing a risk to financial stability at the

national level in each Member State which the designated authorities considers would

better be addressed by means of national measures, the Member States may submit a

joint notification to the Commission, the Council, the ESRB and EBA. When notifying

the Commission, the Council, The ESRB and EBA they shall submit relevant evidence,

including a justification of the joint notification.

The Commission shall furthermore be empowered to adopt a temporary increase in

(109)

the level of own funds, risk weights, requirements for large exposures and public

disclosure. Such provisions should be applicable for a period of one year, unless the

European Parliament or the Council has objected to the delegated act within a period

of 2 month. The Commission shall state the reasons for the use of this [...] procedure.

The Commission is only empowered to impose stricter prudential requirement for

exposures which arise from market developments in at least [three] Member States or

outside the Union affecting at least [three] Member States.

A review of the macro-prudential regulation is finally justified in order for the

(11)

Commission to assess, among other things, whether the current macro-prudential tools

in_this Regulation or the Directive [inserted by OP] are effective, efficient and

transparent, whether new instruments shall be proposed., whether the coverage and the

possible degrees of overlap of the macro-prudential tools for targeting similar risks in

this Regulation or the Directive [inserted by OP] |...] are adequate and how

internationally agreed standards for systemic institutions interacts with the provisions

in _this Regulation or the Directive [inserted by OP]

Where Member States adopt guidelines of general scope, in particular in areas where the
adoption by the Commission of draft technical standards is pending, those guidelines shall

neither contradict Union law nor undermine its application.

8467/12 IJB/rg 7

DGG 1C EN



(12)

(13)

(14)

(15)

(16)

(17)

This Regulation does not prevent Member States from imposing equivalent requirements on

undertakings that do not fall within its scope.

The general prudential requirements set out in this Regulation are supplemented by
individual arrangements that are decided by the competent authorities as a result of their
ongoing supervisory review of [...] individual credit institution and investment firm. The
range of such supervisory arrangements should, inter alia, be set out in a Directive since the
competent authorities should be able to exert their judgment as to which arrangements

should be imposed.

This Regulation should not affect the ability of competent authorities to impose specific
requirements under the supervisory review and evaluation process set out in Directive
[inserted by OP] that should be tailored to the specific risk profile of credit institutions and

investment firms.

Regulation (EU) No 1093/2010 of the European Parliament and of the Council of 24
November 2010 establishing a European Supervisory Authority,' established the European
Banking Authority (EBA). That Regulation aims at upgrading the quality and consistency of

national supervision and strengthening oversight of cross-border groups.

Regulation (EU) No 1093/2010 requires EBA to act within the scope of Directives
2006/48/EC and 2006/49/EC. EBA is also required to act in the field of activities of credit
institutions and investment firms in relation to issues not directly covered in those
Directives, provided that such actions are necessary to ensure the effective and consistent
application of those acts. This Regulation should take into account the role and function of

EBA and facilitate the exercise of EBA's powers set out in that Regulation.

Equivalent financial requirements for credit institutions and investment firms_holding money

or securities belonging to their clients are necessary to ensure similar safeguards for savers

and fair conditions of competition between comparable groups of credit institutions and

investment firms.

1

OJL 331, 15.12.2010, p. 12.
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(18)

(19)

(20)

@2y

(21a)

Since credit institutions and investment firms in the internal market are engaged in direct
competition, monitoring requirements should be equivalent throughout the Union_to a

sufficiently large degree.

Whenever in the course of supervision it is necessary to determine the amount of the
consolidated own funds of a group of credit institutions and investment firms, the

calculation should be effected in accordance with this Regulation.

According to this Regulation own funds requirements apply on an individual and
consolidated basis, unless competent authorities do not [...] apply supervision on an
individual basis where they deem this appropriate. Individual, consolidated and cross-border
consolidated supervision are useful tools in overseeing credit institutions and investment

firms.

In order to ensure adequate solvency of credit institutions and investment firms within a
group it is essential that the capital requirements apply on the basis of the consolidated
situation of these institutions in the group. In order to ensure that own funds are
appropriately distributed within the group and available to protect savings where needed, the
capital requirements should apply to individual credit institutions and investment firms

within a group, unless this objective can be effectively otherwise achieved.

The minority interests arising from intermediate financial holding companies that are

subject to the requirements of this regulation on a subconsolidated basis may also be

eligible (within the relevant limits) to the CET1 of the group on a consolidated basis, as

the common equity Tier 1 capital of an intermediate financial holding company

attributable to minority interests and the part of that same capital attributable to the

parent company support both pari passu the losses of their subsidiaries when they

occur.
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(22)

(23)

24)

The precise accounting technique to be used for the calculation of own funds, their adequacy
for the risk to which a credit institution or investment firm is exposed, and for the
assessment of the concentration of exposures should take account of the provisions of
Council Directive 86/635/EEC of 8 December 1986 on the annual accounts and consolidated
accounts of banks and other financial institutions', which incorporates certain adaptations of
the provisions of Seventh Council Directive 83/349/EEC of 13 June 1983 on consolidated
accounts’ or of Regulation (EC) No 1606/2002 of the European Parliament and of the
Council of 19 July 2002 on the application of international accounting standards®, whichever

governs the accounting of the credit institutions and investment firms under national law.

For the purposes of ensuring adequate solvency it is important to lay down capital
requirements which weight assets and off-balance-sheet items according to the degree of

risk.

On 26 June 2004 the BCBS adopted a framework agreement on the international
convergence of capital measurement and capital requirements ('Basel II framework'). The
provisions in Directive 2006/48/EC and 2006/49/EC that this Regulation has taken over
form an equivalent to the provisions of the Basel II framework agreement. Consequently, by
incorporating the supplementary elements of the Basel III this Regulation forms an

equivalent to the provisions of the Basel II and III agreements.

OJL 372,31.12.1986, p. 1.
OJL 193,18.7.1983, p. 1.
OJ L 243,11.9.2002, p. 1.
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(25)

(26)

It is essential to take account of the diversity of credit institutions and investment firms in
the Union by providing alternative approaches to the calculation of capital requirements for
credit risk incorporating different levels of risk-sensitivity and requiring different degrees of
sophistication. Use of external ratings and credit institutions and investment firms' own
estimates of individual credit risk parameters represents a significant enhancement in the
risk-sensitivity and prudential soundness of the credit risk rules. [...] Credit institutions and

investment firms should be encouraged to move towards the more risk-sensitive

approaches. In producing the estimates needed to apply the approaches to credit risk of this

Regulation, credit institutions and investment firms should enhance_their credit risk

measurement and management processes [...] to make available methods for determining

L...] regulatory own funds requirements that would |[...] reflect the [...] nature, scale, and

complexity of individual credit institutions and investment firms' processes. In this regard,
the processing of data in connection with the incurring and management of exposures to
customers should be considered to include the development and validation of credit risk
management and measurement systems. That serves not only to fulfil the legitimate interest
of credit institutions and investment firms but also the purpose of this Regulation, to use
better methods for risk measurement and management and also use them for regulatory own

funds purposes._This notwithstanding, the more risk-sensitive approaches require

considerable expertise and resources as well as data of high quality and sufficient

volume. Credit institutions and investment firms should therefore comply with high

standards before applying these approaches for regulatory own funds purposes.

The capital requirements should be proportionate to the risks addressed. In particular the
reduction in risk levels deriving from having a large number of relatively small exposures

should be reflected in the requirements.
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(29)

(30)

€2y

In line with the decision of the BCBS, as endorsed by the GHOS on 10 January 2011, all
Additional Tier 1 and Tier 2 instruments of an institution should be fully and permanently
written down or converted fully into Common Equity Tier 1 capital at the point of non-
viability of the institution. ]...] (28) The provisions of this Regulation respect the
principle of proportionality, having regard in particular to the diversity in size and scale of
operations and to the range of activities of credit institutions and investment firms. Respect
of the principle of proportionality also means that the simplest possible rating procedures,
even in the Internal Ratings Based Approach (‘IRB Approach’), are recognised for retail

cxposures.

The ‘evolutionary’ nature of this Regulation enables credit institutions and investment firms
to choose amongst three approaches of varying complexity. In order to allow especially
small credit institutions and investment firms to opt for the more risk-sensitive IRB
Approach, the relevant provisions should be read as such that exposure classes include all
exposures that are, directly or indirectly, put on a par with them throughout this Regulation.
As a general rule, the competent authorities should not discriminate between the three
approaches with regard to the Supervisory Review Process, i.e. credit institutions and
investment firms operating according to the provisions of the Standardised Approach should

not for that reason alone be supervised on a stricter basis.

Increased recognition should be given to techniques of credit risk mitigation within a
framework of rules designed to ensure that solvency is not undermined by undue
recognition. The relevant Member States' current customary banking collateral for
mitigating credit risks should wherever possible be recognised in the Standardised

Approach, but also in the other approaches.

In order to ensure that the risks and risk reductions arising from credit institutions and
investment firms' securitisation activities and investments are appropriately reflected in the
capital requirements of credit institutions and investment firms it is necessary to include
rules providing for a risk-sensitive and prudentially sound treatment of such activities and

investments.
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(32)

(33)

(34)

(35)

Operational risk is a significant risk faced by credit institutions and investment firms
requiring coverage by own funds. It is essential to take account of the diversity of credit
institutions and investment firms in the Union by providing alternative approaches to the
calculation of operational risk requirements incorporating different levels of risk-sensitivity
and requiring different degrees of sophistication. There should be appropriate incentives for
credit institutions and investment firms to move towards the more risk-sensitive approaches.
In view of the emerging state of the art for the measurement and management of operational
risk the rules should be kept under review and updated as appropriate including in relation to
the charges for different business lines and the recognition of risk mitigation techniques.
Particular attention should be paid in this regard to taking insurance into account in the

simple approaches to calculating capital requirements for operational risk.

The monitoring and control of a credit institution's exposures should be an integral part of its
supervision. Therefore, excessive concentration of exposures to a single client or group of
connected clients may result in an unacceptable risk of loss. Such a situation can be

considered prejudicial to the solvency of a credit institution.

In determining the existence of a group of connected clients and thus exposures constituting
a single risk, it is also important to take into account risks arising from a common source of
significant funding provided by the credit institution or investment firm itself, its financial

group or its connected parties.

While it is desirable to base the calculation of the exposure value on that provided for the
purposes of own funds requirements, it is appropriate to adopt rules for the monitoring of
large exposures without applying risk weightings or degrees of risk. Moreover, the credit
risk mitigation techniques applied in the solvency regime were designed with the
assumption of a well-diversified credit risk. In the case of large exposures dealing with
single name concentration risk, credit risk is not well-diversified. The effects of those
techniques should therefore be subject to prudential safeguards. In this context, it is
necessary to provide for an effective recovery of credit protection for the purposes of large

exposures.
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(36)

(37)

Since a loss arising from an exposure to a credit institution or an investment firm can be as
severe as a loss from any other exposure, such exposures should be treated and reported in
the same manner as any other exposures. |...] [...] An alternative quantitative limit has been
introduced to alleviate the disproportionate impact of such an approach on smaller
institutions. In addition, very short-term exposures related to money transmission including
the execution of payment services, clearing, settlement and custody services to clients are
exempt to facilitate the smooth functioning of financial markets and of the related
infrastructure. Those services cover, for example, the execution of cash clearing and
settlement and similar activities to facilitate settlement. The related exposures include
exposures which might not be foreseeable and are therefore not under the full control of a
credit institution, inter alia, balances on inter-bank accounts resulting from client payments,
including credited or debited fees and interest, and other payments for client services, as

well as collateral given or received.

It is important that [...] the interests of undertakings that ‘re-package’ loans into tradable
securities and other financial instruments (originators or sponsors) and undertakings that

invest in these securities or instruments (investors) are aligned [...] . |...] To achieve this, the

originator or sponsor should retain a significant interest in the underlying assets. It is
therefore important for the originators or the sponsors to retain exposure to the risk of the
loans in question. More generally, securitisation transactions should not be structured in
such a way as to avoid the application of the retention requirement, in particular through any
fee or premium structure or both. Such retention should be applicable in all situations where
the economic substance of a securitisation is applicable, whatever legal structures or
instruments are used to obtain this economic substance. In particular where credit risk is
transferred by securitisation, investors should make their decisions only after conducting

thorough due diligence, for which they need adequate information about the securitisations.
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(3%)

(39)

There should be no multiple applications of the retention requirement. For any given
securitisation it suffices that only one of the originator, the sponsor or the original lender is
subject to the requirement. Similarly, where securitisation transactions contain other
securitisations as an underlying, the retention requirement should be applied only to the
securitisation which is subject to the investment. Purchased receivables should not be
subject to the retention requirement if they arise from corporate activity where they are
transferred or sold at a discount to finance such activity. Competent authorities should apply
the risk weight in relation to non-compliance with due diligence and risk management
obligations in relation to securitisation for non-trivial breaches of policies and procedures

which are relevant to the analysis of the underlying risks.

Due diligence should be used in order to properly [...] assess the risks arising from
securitisation exposures for both the trading book and the non-trading book. In addition, due
diligence obligations need to be proportionate. Due diligence procedures should contribute
to building greater confidence between originators, sponsors and investors. It is therefore
desirable that relevant information concerning the due diligence procedures is properly

disclosed.
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(40)

(42)

(43)

When an [...] institution [...] incurs an exposure to its own parent undertaking or to other
subsidiaries of its parent undertaking, particular prudence is necessary. The management of
such exposures incurred by [...] institutions |...] should be carried out in a fully autonomous
manner, in accordance with the principles of sound management, without regard to any other

considerations. This is especially important in case of large exposures and in cases not

simply related to intra-group administration or usual intra-group transactions.

Supervisory authorities should pay particular attention to such intra-group exposures.

L...1 Such standards need not, however be applied where the parent undertaking is a financial
holding company or a credit institution or where the other subsidiaries are either credit or
financial institutions or undertakings offering ancillary services, provided that all such
undertakings are covered by the supervision of the credit institution on a consolidated basis.
[...1 (41) In view of the risk-sensitivity of the rules relating to capital requirements, it is
desirable to keep under review whether these have significant effects on the economic cycle.
The Commission, taking into account the contribution of the European Central Bank should

report on these aspects to the European Parliament and to the Council.

The capital requirements for commodity dealers, including those dealers currently exempt

from the requirements of Directive 2004/39/EC, should be reviewed.

The goal of liberalisation of gas and electricity markets is both economically and politically
important for the Union [...] . With this in mind, the capital requirements and other
prudential rules to be applied to firms active in those markets should be proportionate and
should not unduly interfere with achievement of the goal of liberalisation. This goal should,

in particular, be kept in mind when reviews of this Regulation are carried out.
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(44)

(45)

(46)

Credit institutions and investment firms investing in re-securitisations should exercise due
diligence also with regard to the underlying securitisations and the non-securitisation
exposures ultimately underlying the former. Credit institutions and investment firms should
assess whether exposures in the context of asset-backed commercial paper programmes
constitute re-securitisation exposures, including those in the context of programmes which
acquire senior tranches of separate pools of whole loans where none of those loans is a
securitisation or re-securitisation exposure, and where the first-loss protection for each
investment is provided by the seller of the loans. In the latter situation, a pool- specific
liquidity facility should generally not be considered a re-securitisation exposure because it
represents a tranche of a single asset pool (that is, the applicable pool of whole loans) which
contains no securitisation exposures. By contrast, a programme-wide credit enhancement
covering only some of the losses above the seller-provided protection across the various
pools generally would constitute a tranching of the risk of a pool of multiple assets
containing at least one securitisation exposure, and would therefore be a re-securitisation
exposure. Nevertheless, if such a programme funds itself entirely with a single class of
commercial paper, and if either the programme-wide credit enhancement is not a re-
securitisation or the commercial paper is fully supported by the sponsoring credit institution
or investment firm, leaving the commercial paper investor effectively exposed to the default
risk of the sponsor instead of the underlying pools or assets, then that commercial paper

generally should not be considered a re-securitisation exposure.

The provisions on prudent valuation for the trading book should apply to all instruments
measured at fair value, whether in the trading book or non- trading book of credit
institutions and investment firms. It should be clarified that, where the application of prudent
valuation would lead to a lower carrying value than actually recognised in the accounting,

the absolute value of the difference should be deducted from own funds.

Credit institutions and investment firms should have a choice whether to apply a capital
requirement to or deduct from Common Equity Tier 1 items those securitisation positions.
that receive a 1 250 % risk weight under this Regulation, irrespective of whether the

positions are in the trading or the non-trading book.
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(47)

(48)

(49)

Originator or sponsor institutions should not be able to circumvent the prohibition of

implicit support by using their trading books in order to provide such support.

Directive 2006/48/EC introduced a preferential risk weight under the standardised approach
for exposures to small or medium sized enterprises or natural persons and the possibility for
institutions to apply internal ratings based approaches where they themselves estimate the
risk weight, reflecting the soundness of their own particular underwriting criteria. The
preferential risk weights should continue to be in place also under this Regulation. However,
the possible merits of lowering the risk weights or expanding their application to more
exposures should be reviewed within [...] 12 months after the entry into force of this
Regulation. Such review should be evidence-based and take into account reliable data on
credit losses on exposures to small or medium sized enterprises or natural persons during a
full economic cycle. The impact on lending to consumers should be given particular

attention in the context of this review.

Without prejudice to the disclosures explicitly required by this Regulation, the aim of the
disclosure requirements should be to provide market participants with accurate and
comprehensive information regarding the risk profile of individual institutions. Credit
institutions and investment firms should therefore be required to disclose additional
information not explicitly listed in this Regulation where such disclosure is necessary to

meet that aim.
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(50)

(52)

Where an external credit assessment for a securitisation position incorporates the effect of
credit protection provided by the investing institution itself, the institution should not be able

to benefit from the lower risk weight resulting from that protection. [...] The securitisation

position should not be deducted from capital if there are other ways to determine a risk

weight in line with the actual risk of the position which does not take this credit

protection into account. [...] (51) Given their recent weak performance, the standards

for internal models to calculate market risk capital requirements should be strengthened. In
particular, their capture of risks should be completed regarding credit risks in the trading
book. Furthermore, capital charges should include a component adequate to stress conditions
to strengthen capital requirements in view of deteriorating market conditions and in order to
reduce the potential for pro-cyclicality. Credit institutions and investment firms should also
carry out reverse stress tests to examine what scenarios could challenge the viability of the
institution unless they can prove that such a test is dispensable. Given the recent particular
difficulties of treating securitisation positions using approaches based on internal models,
the ability of credit institutions and investment firms to model securitisation risks in the
trading book should be limited and a standardised capital charge for securitisation positions

in the trading book should be required by default.

This Regulation lays down limited exceptions for certain correlation trading activities, in
accordance with which an institution may be permitted by its supervisor to calculate a
comprehensive risk capital charge subject to strict requirements. In such cases the institution
should be required to subject those activities to a capital charge equal to the higher of the
capital charge in accordance with that internally developed approach and 8 % of the capital
charge for specific risk in accordance with the standardised measurement method. It should
not be required to subject those exposures to the incremental risk charge but they should be

incorporated into both the value-at-risk measures and the stressed value-at-risk measures.
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(53)

(54)

In light of the nature and magnitude of unexpected losses experienced by credit institutions
and investment firms during the financial and economic crisis, it is necessary to improve
further the quality and harmonisation of own funds that credit institutions and investment
firms are required to hold. This should include the introduction of a new definition of the
core elements of capital available to absorb unexpected losses as they arise, enhancements to
the definition of hybrid capital and uniform prudential adjustments to own funds. It is also
necessary to raise significantly the level of own funds, including new capital ratios focusing
on the core elements of own funds available to absorb losses as they arise._It is expected

that credit institutions or investment firms whose shares are listed on an EU regulated

market should meet their capital requirements regarding the core elements of capital

with these listed common shares that meet a strict set of criteria for the core capital

instruments and the disclosed reserves of the institution only. In order to adequately

take into account the diversity of legal forms credit institutions and investment firms in

the European Union are operating under, the strict set of criteria for the core capital

instruments will ensure that core capital instruments for institutions not listed on an

EU regulated market are of highest quality. [...] (53a) This Regulation should not affect

the ability of competent authorities to maintain pre-approval processes regarding the

contracts governing Additional Tier 1 and Tier 2 capital instruments. In these cases

such capital instruments may only be computed towards the institution’s Additional

Tier 1 capital or Tier 2 capital once they have successfully completed these approval

processes.

For the purposes of strengthening market discipline and enhancing financial stability it is
necessary to introduce more detailed requirements for disclosure of the form and nature of
regulatory capital and prudential adjustments made in order to ensure that investors and

depositors |...] are sufficiently well informed about the solvency of credit institutions and

investment firms.
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(35)

(56)

The new definition of capital and regulatory capital requirements should be introduced in a
manner that takes account of the fact that there are different national starting points and
circumstances, with initial variance around the new standards reducing over the transition
period. In order to ensure the appropriate continuity in the level of own funds, [...]

instruments issued within the context of a recapitalisation measure pursuant to State

aid-rules and issued prior to 20 July 2011 |...] will be grandfathered for the extent of the

transition period.

Directive 2006/48/EC required credit institutions to provide own funds that are at least equal
to specified minimum amounts until 31 December 2011. In the light of the continuing
effects of the financial crisis in the banking sector and the extension of the transitional
arrangements for capital requirements adopted by the BCBS, it is appropriate to reintroduce
a lower limit for a limited period of time until sufficient amounts of own funds have been
established in accordance with the transitional arrangements for own funds provided for in

this Regulation that will be progressively phased in from 2013 to 2019.

(56a) For groups which include significant banking or investment business and insurance

(57)

business, Directive 2002/87/EC on Financial Conglomerates, provides specific rules to
address such 'double counting' of capital. Directive 2002/87/EC is based on internationally
agreed principles for dealing with risk across sectors. This proposal strengthens the way
these [...] financial [...] conglomerates rules shall apply to bank and investment firm groups,
ensuring their robust and consistent application. Any further changes that are necessary will

be addressed in the review of Directive 2002/87/EC, due in 2012.

The financial crisis highlighted that credit institutions and investment firms massively
underestimated the level of counterparty credit risk associated with over-the-counter (OTC)
derivatives. This prompted the G20 Leaders, in September 2009, to call for more OTC
derivatives to be cleared through a Central Counterparty (CCP). Furthermore, they asked to
subject those OTC derivatives that could not be cleared centrally to higher own funds

requirements in order to properly reflect the higher risks associated with them.
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(58)

(39)

(60)

(61)

Following the G-20 Leaders' call, the BCBS, as part of Basel III, materially changed the
counterparty credit risk regime. Basel III is expected to significantly increase the own fund
requirements associated with credit institutions' and investment firms' OTC derivatives and
securities financing transactions and to create important incentives for credit institutions and
investment firms to use CCPs. Basel I1I is also expected to provide further incentives to
strengthen the risk management of counterparty credit exposures and to revise the current

regime for the treatment of counterparty credit risk exposures to CCPs.

Institutions should hold additional own funds due to credit valuation adjustment risk arising
from OTC derivatives. Institutions should also apply a higher asset value correlation in the

calculation of the own fund requirements for counterparty credit risk exposures arising from
OTC derivatives and securities-financing transactions to certain financial institutions. Credit

institutions and investment firms should also be required to considerably improve

measurement and management of counterparty credit risk by better addressing wrong-way
risk, highly leveraged counterparties and collateral, accompanied by the corresponding

enhancements in the areas of back-testing and stress testing.

Trade exposures to CCPs usually benefit from the multilateral netting and loss-sharing
mechanism provided by CCPs. As a consequence, they involve a very low counterparty
credit risk and should therefore be subject to a very low own funds requirement. At the same
time, this requirement should be positive in order to ensure that credit institutions and
investment firms track and monitor their exposures to CCPs as part of good risk

management and to reflect that even trade exposures to CCPs are not risk-free.

A CCP's default fund is a mechanism that allows the sharing (mutualisation) of losses
among the CCP's clearing members. It is used in case the losses incurred by the CCP
following the default of a clearing member are greater than the margins and default fund
contributions provided by that clearing member and any other defence the CCP may use
before recurring to the default fund contributions of the remaining clearing members. In
view of this, the risk of loss associated with exposures from default fund contributions is
higher than the one associated with trade exposures. Therefore, this type of exposures should

be subject to a higher own funds requirement.
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(62)

(63)

The “hypothetical capital” of a CCP should be a variable needed to determine the own funds
requirement for a clearing member’s exposures from its contributions to a CCP’s default
fund. It should not be understood as anything else. In particular, it should not be understood

as the amount of capital that a CCP is required to hold by its competent authority.

The review of the treatment of counterparty credit risk, and in particular putting in place
higher own funds requirements for bilateral derivative contracts in order to reflect the higher
risk that such contracts pose to the financial system, forms an integral part of the
Commission’s efforts to ensure efficient, safe and sound derivatives markets. Consequently,
this Regulation complements the Commission proposal for a Regulation on OTC

derivatives, central counterparties and trade repositories, of 15 September 2010".

[(632) [...] The Commission should review the rules for large exposures by 31 December 2013

(63b)

at the latest. Pending the outcome of this review. Member States should continue being

allowed to decide on the exemption of certain large exposures from those rules for a

sufficiently long transitional period. Building on the work done in the context of the

preparation and negotiation of directive 2009/111/EC and taking into account

international and European developments on these issues, the Commission shall report

on whether exemptions in Article 389(2) should continue to be applied in a

discretionary or in a more general way and on whether the risks related to those

exposures are addressed by other effective means laid down in this Regulation.

In order to ensure that exemptions to exposures by competent authorities do not

jeopardise the coherence of the uniform rules established by this Regulation on a

permanent basis, after a transitional period, and in the absence of any outcome of the

above mentioned review, the competent authorities should consult EBA on whether or

not it is appropriate to continue making use of this possibility.

1

COM/2010/0484 final.
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(64)

(65)

(66)

(67)

(68)

The years preceding the financial crisis were characterised by an excessive build up in credit
institutions' and investment firms' exposures in relation to their own funds (leverage).
During the financial crisis, losses and the shortage of funding forced credit institutions and
investment firms to reduce significantly their leverage over a short period of time. This
amplified downward pressures on asset prices, causing further losses for both credit
institutions and investment firms which in turn led to further declines in their own funds.
The ultimate results of this negative spiral were a reduction in the availability of credit to the

real economy and a deeper and longer crisis.

Risk-based own funds requirements are essential to ensure sufficient own funds to cover
unexpected losses. However, the crisis has shown that these requirements alone are not
sufficient to prevent credit institutions and investment firms from taking on excessive and

unsustainable leverage risk.

In September 2009, G-20 leaders committed to developing internationally-agreed rules to
discourage an excessive leverage. To this end, they supported the introduction of a leverage

ratio as a supplementary measure to the Basel II framework.

In December 2010, the BCBS published guidelines defining the methodology for calculating
the leverage ratio. These rules foresee an observation period that will run from 1 January
2013 until 1 January 2017 during which the leverage ratio, its components and its behaviour
relative to the risk-based requirement will be monitored. Based on the results of the
observation period the BCBS intends to make any final adjustments to the definition and
calibration of the leverage ratio in the first half of 2017, with a view to migrating to a
binding requirement on 1 January 2018 based on appropriate review and calibration. The
BCBS guidelines also foresee the disclosure of the leverage ratio and its components starting

from 1 January 2015.

A leverage ratio is a new regulatory and supervisory tool for the Union. In line with
international agreements, it should be introduced first as an additional feature that can be
applied on individual institutions at the discretion of supervisory authorities. Reporting
obligations for institutions would allow appropriate review and calibration, with a view to

migrating to a binding measure in 2018.
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(69)

(70)

(71)

(72)

(73)

(74)

When reviewing the impact of the leverage ratio on different business models, particular
attention should be paid to business models which are considered to entail low risk, such as
mortgage lending and specialised lending with regional governments, local authorities or

public sector entities.

[...] Credit institutions and investment firms should [...] monitor the level and changes in the
leverage ratio as well as leverage risk as part of the internal capital adequacy assessment

process (ICAAP). This monitoring should be included in the supervisory review process.

L.

Good governance structures, transparency and disclosure are essential for sound
remuneration policies. In order to ensure adequate transparency to the market of their
remuneration structures and the associated risk, credit institutions and investment J...] firms
should disclose detailed information on their remuneration policies, practices and, for
reasons of confidentiality, aggregated amounts for those members of staff whose
professional activities have a material impact on the risk profile of the credit institution or

investment firm. That information should be made available to all stakeholders.

Directive 95/46 of the European Parliament and of the Council of 24 October 1995 on the
protection of individuals with regard to the processing of personal data and on the free
movement of such data' and Regulation (EU) No 45/2001 of the European Parliament and
of the Council of 18 December 2000 on the protection of individuals with regard to the
processing of personal data by the EU institutions and bodies and on the free movement of
such data?, should be fully applicable to the processing of personal data for the purposes of
this Regulation

Credit institutions and investment firms should hold a stock of liquid assets that they can use
to cover liquidity needs in a short term liquidity stress. When they use the stock, they should
put in place a plan to restore their holdings of liquid assets and competent authorities should

ensure the adequacy of the plan and its implementation.

1
2

OJ L 281, 23.11.1995, p. 31.
OJL &, 12.1.2001, p. 1.
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(75)

(752)

The stock of liquid assets should be available at any time to meet the liquidity outflows. The
level of liquidity needs in a short term liquidity stress should be determined in a standardised
manner so as to ensure a uniform soundness standard and a level playing field. It should be
ensured that such a standardised determination has no unintended consequences for financial
markets, credit extension and economic growth, also taking into account different business
models and funding environments of credit institutions and investment firms across the
Union. To this end, the liquidity coverage requirement should be subject to an observation
period. Based on the observations and supported by EBA, the Commission shall report

together with a legislative proposal as appropriate to the European Parliament and

Council to introduce the liquidity coverage requirement. |...] .

In order to ensure global harmonization in the area of liquidity regulation. any

(75b)

legislative proposal to introduce the liquidity coverage requirement (LCR) according

to Article 481 should be equivalent to the LCR as set out in final international

framework for liquidity risk measurement, standards and monitoring of the Basel

Committee on Banking Supervision taking into account European specificities.

It should not be taken for granted that credit institutions or investment firms will

receive liquidity support from other credit institutions or investment firms belonging

to the same group when they experience difficulties to meet their payment obligations.

However, subject to stringent conditions and the individual agreement of all competent

authorities involved, competent authorities should be able to waive the application of

the LCR to individual credit institutions or investment firms and subject those credit

institutions or investment firms to a consolidated requirement, in order to allow

institutions to manage their liquidity centrally at the group or subgroup level.
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(75¢) In the same vein, where no waiver is granted, liquidity flows between two institutions

(76)

(77)

belonging to the same group and which are subject to consolidated supervision., should.

when the LCR becomes a binding measure, receive preferential inflow and outflow

rates only in those cases where all the necessary safeguards are in place. Such specific

preferential treatments should be narrowly defined and linked to the fulfilment of a

number of stringent and objective conditions. The specific treatment applicable to a

given intra-group flow should be obtained through a methodology using objective

criteria and parameters in order to determine specific levels of inflows and outflows

between the institution and the counterparty. Based on the observations and supported

by the EBA report, the Commission should, as appropriate and in accordance with article

481 of this regulation, present legislative proposals to lay down these specific intra-group

treatments, the methodology together with the objective criteria to which they are

linked as well as joint decision modalities for the assessment of those criteria.

Apart from short-term liquidity needs, credit institutions and investment firms should also
adopt funding structures that are stable at a longer term horizon. In December 2010, the
BCBS agreed that the NSFR will move to a minimum standard by 1 January 2018 and that
the BCBS will put in place rigorous reporting processes to monitor the ratio during a
transition period and will continue to review the implications of these standards for financial
markets, credit extension and economic growth, addressing unintended consequences as
necessary. The BCBS thus agreed that the NSFR will be subject to an observation period
and will include a review clause. In this context, EBA should, based on reporting required
by this Regulation, evaluate how a stable funding requirement should be designed. Based on
this evaluation, the Commission should report to Council and European Parliament together

with any appropriate proposals in order to introduce such a requirement by 2018.

Weaknesses in corporate governance in a number of credit institutions and investment firms
have contributed to excessive and imprudent risk-taking in the banking sector which led to

the failure of individual institutions and systemic problems.
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(78)

(79)

(80)

81

In order to facilitate the monitoring of institutions' corporate governance practices and
improve market discipline, credit institutions and investment firms should publicly disclose
their corporate governance arrangements. Their management bodies should approve and
publicly disclose a statement providing assurance to the public that these arrangements are

adequate and efficient.

In order to ensure progressive convergence between the level of own funds and the
prudential adjustments applied to the definition of own funds across the Union and to the
definition of own funds laid down in this Regulation during a transition period, the phasing
in of the own funds requirements of this Regulation should occur gradually. It is vital to
ensure that this phasing in is consistent with the recent enhancements made by Member
States to the required levels of own funds and to the definition of own funds in place in the
Member States. To that end, during the transition period the competent authorities should
determine within defined lower and upper limits how rapidly to introduce the required level

of own funds and prudential adjustments laid down in this Regulation.

In order to facilitate smooth transition from divergent prudential adjustments currently
applied in Member States to the set of prudential adjustments laid down in this Regulation,
competent authorities should be able during a transition period to continue to require
institutions, to a limited extent, to make prudential adjustments to own funds that are a

derogation from this Regulation.

In order to ensure that institutions have sufficient time to meet the new required levels and
definition of own funds, certain capital instruments that do not comply with the definition of
own funds laid down in this Regulation should be phased out between 1 January 2013 and
31 December 2021. In addition, certain state-injected instruments should be recognised fully

in own funds for a limited period. Furthermore, share premium accounts related to items

that qualified as own funds under national transposition measures for Directive

2006/48/EC shall under certain circumstances qualify as Common Equity Tier 1.
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(82)

(83)

(84)

In order to ensure progressive convergence towards uniform rules on disclosure by
institutions to provide market participants with accurate and comprehensive information
regarding the risk profile of individual institutions, disclosure requirements should be

phased in gradually.

In order to take account of market developments and experience in the application of this
Regulation, the Commission should be required to submit to the European Parliament and
the Council reports, as appropriate together with any legislative proposals, on the possible
effect of capital requirements on the economic cycle of minimum, own funds requirements
for exposures in the form of covered bonds, large exposures, liquidity requirements,
leverage, exposures to transferred credit risk, counterparty credit risk and the original
exposure method, retail exposures, on the definition of eligible capital, and the level of

application of this regulation.

In order to specify the requirements set out in this Regulation, the power to adopt acts in
accordance with Article 290 of the TFEU should be delegated to the Commission in respect
of technical adjustments to this Regulation to clarify definitions to ensure uniform
application of this Regulation or to take account of developments on financial markets; to
align terminology on, and frame definitions in accordance with, subsequent relevant acts;
L...] to adjust the provisions of that Regulation on own funds to reflect developments in
accounting standards or Union legislation, or with regard to the convergence of supervisory
practices; to expand the lists of exposure classes for the purposes of the Standardised
Approach or the IRB Approach to take account of developments on financial markets; to
adjust certain amounts relevant to those exposure classes to take into account the effects of
inflation; to adjust the list and classification of off- balance sheet items; and to adjust
specific provisions and technical criteria on the treatment of counterparty credit risk, the
Standardised Approach and the IRB Approach, credit risk mitigation, securitisation,
operational risk, market risk, [...] , leverage and disclosure in order to take account of
developments on financial markets or in accounting standards or Union legislation, or with
regard to the convergence of supervisory practices and risk measurement and account of the

outcome of the review of various matters relating to the scope of Directive 2004/39/EC.
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(85)

(86)

(87)

(88)

The power to adopt acts in accordance with Article 290 of the TFEU should also be
delegated to the Commission in respect of prescribing a temporary reduction in the level of
own funds or risk weights specified under [...] this Regulation in order to take account of
specific circumstances; to clarify the exemption of certain exposures from the application of
provisions of [...] this Regulation on large exposures; to specify amounts relevant to the
calculation of capital requirements for the trading book to take account of developments in
the economic and monetary field; to adjust the categories of investment firms eligible for
certain derogations to required levels of own funds to take account of developments on
financial markets; to clarify the requirement that investment firms hold own funds
equivalent to one quarter of their fixed overheads of the preceding year to ensure uniform
application of this Regulation; to determine the elements of own funds from which
deductions of an institution's holdings of the instruments of relevant entities should be made;
to introduce additional transitional provisions relating to the treatment of actuarial gains and
losses in measuring defined benefit pension liabilities of institutions; to temporarily increase

in the level of own funds J...] .

It is of particular importance that the Commission carry out appropriate consultations during
its preparatory work, including at expert level. The Commission, when preparing and
drawing up delegated acts, should ensure a simultaneous, timely and appropriate

transmission of relevant documents to the European Parliament and Council.

L.

Technical standards in financial services should ensure harmonisation, uniform conditions
and adequate protection of depositors, investors and consumers across the Union. As a body
with highly specialised expertise, it would be efficient and appropriate to entrust EBA with
the elaboration of draft regulatory and implementing technical standards which do not

involve policy choices, for submission to the Commission.
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(89)

(90)

oD

The Commission should adopt the draft regulatory technical standards developed by EBA in
the areas of cooperative societies or similar institutions, certain own funds instruments,
prudential adjustments, deductions from own funds, additional own funds instruments,

minority interests, [...] , conditions for application of requirements for prudent

valuation, the treatment of credit risk adjustment, probability of default, loss given default,
corporate J...] governance, approaches to risk-weighting of assets, convergence of
supervisory practices, liquidity, and transitional arrangements for own funds, by means of
delegated acts pursuant to Article 290 TFEU and in accordance with Articles 10 to 14 of
Regulation (EU) No 1093/2010. It is of particular importance that the Commission carry out

appropriate consultations during its preparatory work, including at expert level.

The Commission should also be empowered to adopt implementing technical standards by
means of implementing acts pursuant to Article 291 TFEU and in accordance with Article
15 of Regulation (EU) No 1093/2010. EBA should be entrusted with drafting implementing
technical standards for submission to the Commission with regard to consolidation, joint
decisions, reporting, disclosure, exposures secured by mortgages, risk assessment,
approaches to risk-weighting of assets, risk-weights and specification of certain exposures,
the treatment of options and warrants, positions in equity instruments and foreign exchange,

the use of internal models, leverage, and off-balance-sheet items.

In order to ensure uniform conditions for the implementation of this Regulation,
implementing powers should be conferred on the Commission. Those powers should be
exercised in accordance with Regulation (EU) No 182/2011 of the European Parliament and
of the Council on laying down the rules and general principles concerning mechanisms for

control by the Member States of the Commission's exercise of implementing powers

HAVE ADOPTED THIS REGULATION:
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PART ONE
GENERAL PROVISIONS

Title I

Subject matter, scope and definitions

Article 1
Scope

This Regulation lays down uniform rules concerning general prudential requirements that all

institutions supervised under Directive [inserted by OP] must meet in relation to the following

items:

(a)

(b)

(c)

(d)

(e)

own funds requirements relating to entirely quantifiable, uniform and standardised

elements of credit risk, market risk, operational risk, and settlement risk;

requirements limiting large exposures;

after the_procedure in Article 481 liquidity requirements relating to entirely quantifiable,

uniform and standardised elements of liquidity risk;
reporting requirements related to points (a) to (c¢) and to leverage;

public disclosure requirements.

Article 299 applies to central counterparties.

This Regulation does not govern publication requirements for competent authorities in the field of

prudential regulation and supervision of institutions as set out in Directive [inserted by OP].
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Article 2

Supervisory powers

For the purposes of ensuring compliance with this Regulation, competent authorities shall have the

powers and shall follow the procedures set out in Directive [inserted by OP].

Article 3

Application of stricter requirements by institutions

This Regulation shall not prevent institutions from holding own funds and their components in

excess of, or applying measures that are stricter than those required by this Regulation.

Article 4

Definitions

For the purposes of this Regulation, the following definitions shall apply:

(1

)

3)

‘credit institution” means an undertaking the business of which is to receive deposits or

other repayable funds from the public and to grant credits for its own account;

‘competent authorities’ means [...]| public authorities or bodies officially recognized by

national law, which are empowered by national law to supervise credit institutions or

investment firms as part of the supervisory system in operation in |...] the Member

State concerned |...] .

‘financial institution” means an undertaking other than an institution, the principal activity
of which is to acquire holdings or to pursue one or more of the activities listed in points 2

to 12 and 15 of Annex I of Directive [inserted by OP], including a financial holding

company, a mixed financial holding company, a payment institution within the meaning of

Directive 2007/61/EC and an asset management company, but excluding insurance holding

companies and mixed activity insurance holding companies;
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4)

)

(6)

(7

®)

'institution’' means credit institution or investment firm.

‘consolidating supervisor’ means the competent authority responsible for the exercise of
supervision on a consolidated basis of EU parent institutions and institutions controlled by

EU parent financial holding companies or EU parent mixed financial holding companies.

‘recognised third-country investment firms’ means firms meeting all of the following

conditions:

(a) firms which, if they were established within the Union, would be covered by the

definition of investment firm;
(b) firms which are authorised in a third country;

(c) firms which are subject to and comply with prudential rules considered by the
competent authorities as at least as stringent as those laid down by this Regulation or by

Directive [inserted by OP];

‘local firm’ means a firm dealing for its own account on markets in financial futures or
options or other derivatives and on cash markets for the sole purpose of hedging positions
on derivatives markets, or dealing for the accounts of other members of those markets and
being guaranteed by clearing members of the same markets, where responsibility for
ensuring the performance of contracts entered into by such a firm is assumed by clearing

members of the same markets;

‘investment firms’ means institutions as defined in Article 4(1)(1) of Directive 2004/39/EC

which are subject to the requirements imposed by that Directive, excluding the following:
(a) credit institutions;

(b) local firms;
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(c) firms which are only authorised to provide the service of investment advice or
receive and transmit orders from investors without holding money or securities
belonging to their clients and which for that reason may not at any time place

themselves in debt with those clients;

d)  firms which are only authorized to provide the service of portfolio management

without holding money or securities belonging to their clients and which for that

reason may not at any time place themselves in debt with those clients. Holding

money or securities means that clients’ money and/or securities are deposited on

accounts belonging to the firm and/or firms are mandated by clients to make

transactions on cash or securities accounts belonging to the clients

9 ‘collective investment undertaking (CIU)’ means an Alternative Investment Fund as
defined by Article 4(1)(a) of Directive 2011/61/EU ]...] , including non-EU AIF as defined
in Article 4(1)(a) of that Directive, or an undertaking for collective investment in
transferable securities (UCITS) as defined in Article 1 of Directive 2009/65/EU |...] ,
including, unless otherwise provided, third country entities, that carry out similar activities,
that are subject to supervision pursuant to EU legislation or to legislation of a third country
which applies supervisory and regulatory requirements at least equivalent to those applied
in the Union.

(10) ‘authorisation’ means an instrument issued in any form by the authorities by which the
right to carry on the business is granted;

(11) ‘consolidated situation’ means the situation that results from applying requirements of this
regulation in accordance with Title II Chapter 2 to one institution as if that institution
formed, together with one or more other entities, one single institution;
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(12)

‘consolidated basis’ means on the basis of the consolidated situation;

(13) ‘marking to market’ means the valuation of positions at readily available close out prices
that are sourced independently, including exchange prices, screen prices, or quotes from
several independent reputable brokers;

(14) ‘marking to model’ means any valuation which has to be benchmarked, extrapolated or
otherwise calculated from one or more market input;

(15) ‘independent price verification’ means a process by which market prices or mark-to-model
inputs are regularly verified for accuracy and independence.

(16) ‘branch’ means a place of business which forms a legally dependent part of an institution
and which carries out directly all or some of the transactions inherent in the business of
institutions;

17)
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(18)

(19)

(20)

@2y

(22)

(23)

‘home Member State’ means the Member State in which an institution has been authorised;

‘host Member State’ means the Member State in which an institution has a branch or in

which it provides services;

‘control’ means the relationship between a parent undertaking and a subsidiary, as defined
in Article 1 of Seventh Council Directive 83/349/EEC ]...], or a similar relationship

between any natural or legal person and an undertaking;

‘qualifying holding’ means a direct or indirect holding in an undertaking which represents
10 % or more of the capital or of the voting rights or which makes it possible to exercise a

significant influence over the management of that undertaking;

‘public sector entities’ means non-commercial administrative bodies responsible to central
governments, regional governments or local authorities, or authorities that exercise the
same responsibilities as regional and local authorities, or non-commercial undertakings

owned by or set up and sponsored by central governments, regional governments or local

authorities that have explicit guarantee arrangements, and may include self administered

bodies governed by law that are under public supervision;
‘eligible capital’ means the sum of the following:

(a) Tier 1 capital_as determined in Article 23;

(b)

(c) Tier 2 capital as determined in Article 59 that is equal to or less than one third of Tier 1

capital ;
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(24) ‘operational risk’ means the risk of loss resulting from inadequate or failed internal
processes, people and systems or from external events, and includes legal risk;

(25) ‘ESCB central banks’ means the national central banks that are members of the European
System of Central Banks, and the European Central Bank. |[...] .

(25a) _ ‘central banks’ means the ESCB central banks and central banks of third countries.

(26) ‘dilution risk’ means the risk that an amount receivable is reduced through cash or non-
cash credits to the obligor;

(27) ‘probability of default’ means the probability of default of a counterparty over a one year
period;

(28) ‘loss’, for the purposes of Part Three, Title 11, means economic loss, including material
discount effects, and material direct and indirect costs associated with collecting on the
instrument;

(29) ‘loss given default (LGD)’ means the ratio of the loss on an exposure due to the default of
a counterparty to the amount outstanding at default;

(30) ‘conversion factor’ means the ratio of the currently undrawn amount of a commitment that
will be drawn and outstanding at default to the currently undrawn amount of the
commitment, the extent of the commitment shall be determined by the amount that the
customer could draw without the need for a further credit decision by the institution; this
amount may be the advised limit, unless the unadvised limit is higher;

31 ‘expected loss (EL)’, for the purposes of Part Three, Title II, means the ratio of the amount
expected to be lost on an exposure from a potential default of a counterparty or dilution
over a one year period to the amount outstanding at default;

(32) ‘credit risk mitigation’ means a technique used by an institution to reduce the credit risk
associated with an exposure or exposures which that institution continues to hold;
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(33)

(34)

(35)

(36)

(37)

‘funded credit protection’ means a technique of credit risk mitigation where the reduction
of the credit risk on the exposure of an institution derives from the right of that institution -
in the event of the default of the counterparty or on the occurrence of other specified credit
events relating to the counterparty - to liquidate, or to obtain transfer or appropriation of, or
to retain certain assets or amounts, or to reduce the amount of the exposure to, or to replace
it with, the amount of the difference between the amount of the exposure and the amount

of a claim on the institution;

‘unfunded credit protection’ means a technique of credit risk mitigation where the
reduction of the credit risk on the exposure of an institution derives from the [...]
obligation of a third party to pay an amount in the event of the default of the borrower or

on the occurrence of other specified credit events;

‘repurchase transaction’ means any transaction governed by an agreement falling within

the definition of ‘repurchase agreement’ or ‘reverse repurchase agreement’;

‘cash assimilated instrument’ means a certificate of deposit, bonds including covered
bonds or any other non-subordinated instrument, which has been issued by the institution,
for which the institution has already received full payment and which shall be

unconditionally reimbursed by the institution at its nominal value;

‘securitisation’ means a transaction or scheme, whereby the credit risk associated with an

exposure or pool of exposures is tranched, having both of the following characteristics:

(a) payments in the transaction or scheme are dependent upon the performance of the

exposure or pool of exposures;

(b) the subordination of tranches determines the distribution of losses during the ongoing

life of the transaction or scheme;

8467/12

IB/rg 39
DGG 1C EN



(38)

(39)

(40)

(41)

(42)

(43)

(44)

‘tranche’ means a contractually established segment of the credit risk associated with an
exposure or number of exposures, where a position in the segment entails a risk of credit
loss greater than or less than a position of the same amount in each other such segment,
without taking account of credit protection provided by third parties directly to the holders

of positions in the segment or in other segments;
‘securitisation position’ means an exposure to a securitisation;

‘re-securitisation‘ means securitisation where the risk associated with an underlying pool
of exposures is tranched and at least one of the underlying exposures is a securitisation

position;
‘re-securitisation position‘ means an exposure to a re-securitisation;
‘originator’ means either of the following:

(a) an entity which, either itself or through related entities, directly or indirectly, was
involved in the original agreement which created the obligations or potential
obligations of the debtor or potential debtor giving rise to the exposure being

securitised;

(b) an entity which purchases a third party's exposures for its own account and then

securitises them;

‘sponsor’ means an institution other than an originator institution that establishes and
manages an asset-backed commercial paper programme or other securitisation scheme that

purchases exposures from third party entities;

‘credit enhancement’ means a contractual arrangement whereby the credit quality of a
position in a securitisation is improved in relation to what it would have been if the
enhancement had not been provided, including the enhancement provided by more junior

tranches in the securitisation and other types of credit protection;
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(45)

(46)

‘securitisation special purpose entity (SSPE)’ means a corporation trust or other entity,

other than an institution, organised for carrying on a securitisation or securitisations, the

activities of which are limited to those appropriate to accomplishing that objective, the

structure of which is intended to isolate the obligations of the SSPE from those of the

originator institution, and the holders of the beneficial interests in which have the right to

pledge or exchange those interests without restriction;

‘group of connected clients’ means any of the following:

(a)

(b)

(c)

two or more natural or legal persons who, unless it is shown otherwise, constitute a
single risk because one of them, directly or indirectly, has control over the other or

others unless the treatment set out in point (c¢) applies;

two or more natural or legal persons between whom there is no relationship of
control as described in point (a) but who are to be regarded as constituting a single
risk because they are so interconnected that, if one of them were to experience
financial problems, in particular funding or repayment difficulties, the other or all of

the others would also be likely to encounter funding or repayment difficulties;

where a central government has direct control over or is directly interconnected with

more than one natural or legal person, the set consisting of the central government

and all of the natural or legal persons directly or indirectly controlled by the central

government according to point (a) or interconnected with the central government

according to point (b) is not required to be considered as a group of connected

clients. Instead the existence of a group of connected clients formed by the central

government and other natural or legal persons may be assessed separately for each of

the persons directly controlled by the central government according to point (a) or

directly interconnected with the central government according to point (b) and all of

the natural and legal persons which are controlled by that person according to point

(a) or interconnected with that person according to point (b), including the central

government. The same applies in cases of regional governments or local authorities

to which Article 110(2) applies.
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(47)

(48)

(49)

(50)

(5D

(52)

‘recognised exchanges’ means exchanges which meet all of the following conditions:

(a) they are a market referred to in the list to be published by (ESMA) according to
Article 47 of Directive 2004/39/EC.

(b) they have a clearing mechanism whereby contracts listed in Annex II are subject to
daily margin requirements which, in the opinion of the competent authorities,

provide appropriate protection;

‘discretionary pension benefits’ means enhanced pension benefits granted on a
discretionary basis by an institution to an employee as part of that employee’s variable
remuneration package, which do not include accrued benefits granted to an employee

under the terms of the company pension scheme.

‘participation’ means participation within the meaning of the first sentence of Article 17 of
Fourth Council Directive 78/660/EEC , or the ownership, direct or indirect, of 20 % or

more of the voting rights or capital of an undertaking;
‘exposure’ for the purposes of Part Three, Title Il means an asset or off-balance sheet item.

‘mortgage lending value’ means the value of the immovable property as determined by a
prudent assessment of the future marketability of the property taking into account long-
term sustainable aspects of the property, the normal and local market conditions, the

current use and alternative appropriate uses of the property.

‘market value’ means for the purposes of immovable property the estimated amount for
which the property should exchange on the date of valuation between a willing buyer and a
willing seller in an arm's-length transaction after proper marketing wherein the parties had

each acted knowledgeably, prudently and without compulsion.
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(53)

(54)

(35)

(56)

‘applicable accounting framework' means the accounting standards to which the institution

is subject under Regulation (EC) No 1606/2002" [...] or Council Directive 86/635/EEC |[...]

‘one year default rate’ means the ratio between the number of defaults occurred during a
period that starts from one year prior to a date T and the number of obligors assigned to

this grade or pool one year prior to that date.

‘speculative immovable property financing’ means loans for the purposes of or in relation

to the acquisition or development or construction of [...] immovable property, [...] with the

intention of reselling for profit.

‘repurchase agreement’ and ‘reverse repurchase agreement’ mean any agreement in which
an institution or its counterparty transfers securities or commodities or guaranteed rights

relating to either of the following:

(a) title to securities or commodities where that guarantee is issued by a recognised
exchange which holds the rights to the securities or commodities and the agreement
does not allow an institution to transfer or pledge a particular security or commodity
to more than one counterparty at one time, subject to a commitment to repurchase

them,;

(b) substituted securities or commodities of the same description at a specified price on a
future date specified, or to be specified, by the transferor, being a repurchase
agreement for the institution selling the securities or commodities and a reverse

repurchase agreement for the institution buying them.

1

OJ L 243,11.9.2002, p. 1.
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(57)

(58)

(39)

(60)

'financial instruments’ means any of the following:

(a) a contract that gives rise to both a financial asset of one party and a financial liability

or equity instrument of another party;
(b) any instrument specified in Section C of Annex I to Directive 2004/39/EC;
(c)
(d) aprimary financial instrument;
(e) acash assimilated instrument.

The instruments referred to in points (a) to (]...] b) are only financial instruments if their
value is derived from the price of an underlying financial instrument or another underlying

item, a rate, or an index.

‘initial capital’ means the amount and types of own funds specified in Article 12 of
Directive [inserted by OP] for credit institutions and in Title IV of that Directive for

investment firms.
‘positions held with trading intent’ means any of the following:

(a) proprietary positions and positions arising from client servicing and [...] market

making;
(b) positions intended to be resold short term;

(c) positions intended to benefit from actual or expected short term price differences

between buying and selling prices or from other price or [...] interest rate variations;
‘parent undertaking’ means:

(a) aparent undertaking as defined in Articles 1 and 2 of Directive 83/349/EEC;
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(61)

(62)

(63)

(64)

(b) for the purposes of Section II of Chapters 3 and 4 of Title VII, Title VIII of Directive
[inserted by OP] and Part V of this Regulation a parent undertaking within the
meaning of Article 1(1) of Directive 83/349/EEC and any undertaking which,

effectively exercises a dominant influence over another undertaking;

this shall include an institution, a financial holding company or a mixed financial holding

company;
‘subsidiary’ means:
(a) asubsidiary as defined in Articles 1 and 2 of Directive 83/349/EEC;

(b) asubsidiary within the meaning of Article 1(1) of Directive 83/349/EEC and any
undertaking over which, a parent undertaking effectively exercises a dominant

influence;

All subsidiaries of subsidiaries shall also be considered to be subsidiaries of the

undertaking that is their original parent undertaking;

‘trading book’ means all positions in financial instruments and commodities held by an

institution either with trading intent or in order to hedge positions held with trading intent;

‘financial holding company’ means a financial institution, the subsidiaries of which are
either exclusively or mainly institutions or financial institutions, at least one of such

subsidiaries being an institution, and which is not a mixed financial holding company ;

‘parent institution in a Member State’ means an institution in a Member State which has a

institution or a financial institution as a subsidiary or which holds a participation in such an
institution, and which is not itself a subsidiary of another institution authorised in the same
Member State, or of a financial holding company or mixed financial holding company set

up in the same Member State.

8467/12

IB/rg 45
DGG 1C EN



(65)

(66)

(67)

(68)

(69)

(70)

(71)

‘EU parent institution’ means a parent institution in a Member State which is not a

subsidiary of another institution authorised in any Member State, or of a financial holding

company or mixed financial holding company set up in any Member State;

‘parent financial holding company in a Member State’ means a financial holding company
which is not itself a subsidiary of an institution authorised in the same Member State, or of
a financial holding company or mixed financial holding company set up in the same

Member State;

‘EU parent financial holding company’ means a parent financial holding company in a
Member State which is not a subsidiary of an institution authorised in any Member State or
of another financial holding company or mixed financial holding company set up in any

Member State;

‘parent mixed financial holding company in a Member State’ means a mixed financial
holding company which is not itself a subsidiary of a institution authorised in the same
Member State, or of a financial holding company or mixed financial holding company set

up in that same Member State;

‘EU parent mixed financial holding company’ means a parent mixed financial holding

company in a Member State which is not a subsidiary of an institution authorised in any

Member State or of another financial holding company or mixed financial holding

company set up in any Member State;

'multilateral trading facility' has the same meaning as under Article 4(15) of Directive

2004/39/EC;

‘mixed activity holding company’ means a parent undertaking, other than a financial
holding company or an institution or a mixed financial holding company , the subsidiaries

of which include at least one institution;
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(72)

(73)

(74)

(74a)

‘close links’ means a situation in which two or more natural or legal persons are linked in

any of the following ways:
(a) participation ]...] ;
(b) control;

(c) the fact that both or all are permanently linked to one and the same third person by a

control relationship

‘central counterparty (CCP)’ means a central counterparty as defined in Article 2(1)(1) of

Regulation (EU) ../.. [EMIR] that has been either authorised in accordance with Article 10

of that Regulation or recognised in accordance with Article 23 of that Regulation ;

‘default fund’ means a fund established by a CCP in accordance with Article 40 of

Regulation (EU) ../.. [EMIR] and used in accordance with Article 42 of that Regulation ;

'pre-funded contribution to the default fund of a CCP ' means a contribution to the default

(74b)

fund of a CCP that is paid in by an institution;

'contractually committed contribution to the default fund of a CCP' means a contribution to

(75)

(76)

the default fund of a CCP that an institution is contractually required to pay on a specified

event, but which is not a pre-funded contribution;

‘trade exposure’ means the sum of the following:

i) the mark-to-market exposures to a CCP and potential future exposures to a

CCP which are covered by the loss mutualisation protection scheme of the CCP:

ii) the exposures arising from assets posted to a CCP in the form of initial and

variation margin which are not segregated from the CCP and which are related

to the exposures listed in point i) [...] [...] [...] :

‘insurance undertaking’ has the same meaning as under Article 13(1) of Directive

2009/138/EC;
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(77) ‘mixed activity insurance holding company’ has the same meaning as under point (g) of
Article 212(1) of Directive 2009/138/EC;

(78) ‘reinsurance undertaking’ has the same meaning as under Article 13(4) of Directive
2009/138/EC;

(79) ‘third country insurance undertaking’ has the same meaning as under Article 13(3) of
Directive 2009/138/EC,;

(80) ‘third country reinsurance undertaking’ has the same meaning as under Article 13(6) of
Directive 2009/138/EC;

(81) ‘regulated market means a market referred to in the list to be published by the European
Securities and Markets Authority (ESMA) according to Article 47 of Directive
2004/39/EC;

(82) ‘management body’ has the same meaning as under Article 4 of Directive [inserted by
OP]:

(83)

(84) ‘senior management’ has the same meaning as under Article 4 of Directive [inserted by
OP];

(85) mixed financial holding company’ has the same meaning as under Article 2(15) of
Directive 2002/87/EC;

(86) ‘leverage’ means the relative size of an institution's assets, off-balance sheet obligations
and contingent obligations to pay or to deliver or to provide collateral, including
obligations from received funding, made commitments, derivates or repurchase
agreements, but excluding obligations which can only be enforced during the liquidation
of an institution, compared to that institution’s own funds;

(87) EBA’ means the European Banking Authority established by Regulation (EU) No
1093/2010 of the European Parliament and of the Council;
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(88)

'credit risk adjustment' is the amount of specific [...] loan loss provision for credit risks that

(89)

has been recognised in the financial statements of the institution in accordance with the

[...] applicable accounting framework:

‘ancillary services undertaking’ means an undertaking the principal activity of which

(90)

consists in owning or managing property, managing data-processing services, or any other

similar activity which is ancillary to the principal activity of one or more institutions:

‘internal hedge’ means a position that materially offsets the component risk elements

(91)

between a trading book and a non-trading book position or sets of positions:

‘asset management company’ means an asset management company defined in Article

(92)

2(5) of Directive 2002/87/EC and an alternative investment fund manager within the

meaning of Directive 2011/61/EC including, unless otherwise provided, third country

entities, that carry out similar activities, that are subject to legislation of a third

country which applies supervisory and regulatory requirements at least equivalent to

those applied in the Union;

‘ financial sector entity’ means any of the following:

(a) [...] an institution;

(b) a financial institution;

(ba) an ancillary services undertaking included in the consolidated financial situation of an

institution;

(c) an insurance undertaking:

(d) a third country insurance undertaking;

(e) a reinsurance undertaking;

(f) a third country reinsurance undertaking:

(2) an insurance holding company :
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(93) For the purpose of this Regulation any reference to real estate or residential or commercial

immovable property or mortgage on such property shall include shares in Finnish

residential housing companies operating in accordance with the Finnish Housing

Company Act of 1991 or subsequent equivalent legislation.

(94) External Credit Assessment Institution (ECAI) means a credit rating agency that is

registered or certified in accordance with Regulation (EC) No 1060/2009 or a central bank

issuing credit ratings which are exempt from the application of Regulation (EC) No

1060/2009. ““Nominated ECAI” means an ECAI nominated by an institution.

(95) ‘reference obligation’ means the obligation used for the purposes of determining the

cash settlement value of a credit derivative

2. For the purposes of this regulation., exposures to third-country investment firms as

defined in Article 4(1)(1) of Directive 2004/39/EC, exposures to third country credit

institutions and exposures to third country clearing houses and exchanges shall be

treated as exposures to institutions if and only if the entity is subject to legislation of a

third country which applies prudential supervisory and regulatory requirements at least

equivalent to those applied in the European Union.

3. For the purposes of paragraph 2. the Commission may adopt, by way of implementing

acts, and subject to the examination procedure referred to in Article 447(2), a decision

as to whether a third country applies prudential supervisory and regulatory

requirements at least equivalent to those applied in the European Union. In the absence

of such a decision, until 1 January 2014, institutions may continue to apply the

treatment set out in this paragraph to third countries where the relevant competent

authorities had approved the third country as eligible for this treatment before 1
January 2013.
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Title 11

Level of application of requirements

Chapter 1

Application of requirements on an individual basis

Article 5
General principles
1. Institutions shall comply with the obligations laid down in Parts Two to Five on an
individual basis.
2. Every institution which is either a subsidiary in the Member State where it is authorised

and supervised, or a parent undertaking, and every institution included in the consolidation

pursuant to Article 17, does not need to comply with the obligations laid down in Article

&4 to 86 on an individual basis.

3. Every institution which is either a parent undertaking, or a subsidiary, and every institution

included in the consolidation pursuant to Article 17, does not need to comply with the

obligations laid down in Part Eight on an individual basis.

4. Credit institutions and investment firms that are authorised to provide the investment

services listed in points 3 and 6 of Section A of Annex I to Directive 2004/39/EC shall
comply with the obligations laid down in Part Six [...] on an individual basis. Pending the

report from the Commission in accordance with article 480(2), competent authorities may

exempt investment firms from compliance with the obligations laid down in Part Six [...]

taking into account the nature, scale and complexity of investment firm's activities.
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Institutions, except for investment firms referred to in Articles 90(1) and 91(1) and

institutions for which competent authorities have exercised the derogation specified in

Article 6(1), or Article 6(3) in relation to the requirements laid out in Articles 84 to 86,

shall comply with the obligations laid down in part seven on an individual basis.
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Article 6

Derogation to the application of prudential requirements on an individual basis

l. Competent authorities may waive the application of Article 5(1) to any subsidiary of an
institution, where both the subsidiary and the institution are subject to authorisation and
supervision by the Member State concerned, and the subsidiary is included in the
supervision on a consolidated basis of the institution which is the parent undertaking, and
all of the following conditions are satisfied, in order to ensure that own funds are

distributed adequately among the parent undertaking and the subsidiaries:

(a) there is no current or foreseen material practical or legal impediment to the prompt

transfer of own funds or repayment of liabilities by its parent undertaking;

(b) either the parent undertaking satisfies the competent authority regarding the prudent
management of the subsidiary and has declared, with the permission of the
competent authority, that it guarantees the commitments entered into by the

subsidiary, or the risks in the subsidiary are of negligible interest;

(c) the risk evaluation, measurement and control procedures of the parent undertaking

cover the subsidiary;

(d) the parent undertaking holds more than 50 % of the voting rights attached to shares
in the capital of the subsidiary or has the right to appoint or remove a majority of the

members of the management body of the subsidiary.

2. Competent authorities may exercise the option provided for in paragraph 1 where the
parent undertaking is a financial holding company or a mixed financial holding company
set up in the same Member State as the institution, provided that it is subject to the same
supervision as that exercised over institutions, and in particular to the standards laid down

in Article 10(1).
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3. Competent authorities may waive the application of Article 5(1) to a parent institution in a
Member State where that institution is subject to authorisation and supervision by the
Member State concerned, and it is included in the supervision on a consolidated basis, and
all the following conditions are satisfied, in order to ensure that own funds are distributed

adequately among the parent undertaking and the subsidiaries:

(a) there is no current or foreseen material practical or legal impediment to the prompt
transfer of own funds or repayment of liabilities to the parent institution in a Member

State;

(b) the risk evaluation, measurement and control procedures relevant for consolidated

supervision cover the parent institution in a Member State.

The competent authority which makes use of this paragraph shall inform the competent

authorities of all other Member States.

Article 7

Derogation to the application of liquidity requirements on an individual basis

1. The competent authorities may waive in full or in part the application of [...] Part Six to a
institution and to all or some of its subsidiaries in the European Union and supervise them

as a single liquidity sub-group so long as they fulfil all of the following conditions:

(a) The parent institution on a consolidated basis or a subsidiary institution on a sub-

consolidated basis complies with the obligations laid down in [...] Part Six on a

consolidated basis or, where the sub-group does not include the EU parent

institution, on a sub-consolidated basis;
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2a.

(b)

(©)

(d)

The parent institution_on a consolidated basis or subsidiary institution on a sub-

consolidated basis monitors and has oversight at all times over the liquidity positions

of all institutions within the group or sub-group, that are subject to the waiver and

ensures sufficient liquidity in case of all institutions;

The institutions have entered into contracts to the satisfaction of the competent

authorities that provide for the free movement of funds between them to enable them

to meet their individual and joint obligations as they come due;

There is no current or foreseen material practical or legal impediment to the

fulfilment of the contracts referred to in (c).

The competent authorities may waive in full or in part the application of [...] Part Six to an

institution and to all or some of its subsidiaries where all institutions of the single liquidity

sub-group are authorized in the same Member State and provided that conditions of

paragraph 1 are fulfilled.

Where institutions of the single liquidity sub-group are authorised in several Member

States, paragraph 1 shall only be applied after following the procedure laid down in Article

19 and only to the institutions whose competent authorities agree about the following

elements:

(a)

(b)

(©)

the adequacy of the organisation and the treatment of liquidity risk as required by

Article 84 of Directive [inserted by OP] across the prospective liquidity sub-group;

the distribution of amounts, location and ownership of the required liquid assets to be

held within the liquidity group;

minimum amounts of liquid assets to be held by institutions for which the application

of [...] Part Six will be waived;
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2b.

(d) the need for stricter parameters than those set out in Part Six, Title II;

(e) unrestricted sharing of complete information between the competent authorities.

Competent authorities may also apply paragraph 1 and 4 to institutions which are members

of the same institutional protection scheme referred to in 108(7)(b), provided that they

meet all the conditions laid down in Article 108(7). Competent authorities shall in that case

determine one of the institutions subject to the waiver to meet [...] Part Six on the basis of

the consolidated situation of all institutions of the single liquidity group.

Where a waiver has been granted under paragraph 1 or paragraph 2. the competent

authorities may also apply Article 84 Directive [xx], or parts thereof, at the level of the

single liquidity group and waive the application of Article 84 Directive [xx], or parts

thereof, on the individual basis.
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Article 8

Individual consolidation method

Subject to paragraphs 2 and 3 of this Article and to Article 134(3) of Directive [inserted by
OP], the competent authorities may permit on a case by case basis parent institutions to
incorporate in the calculation of their requirement under Article 5(1) subsidiaries which
meet the conditions laid down in points (¢) and (d) of Article 6(1), and whose material

exposures or material liabilities are to that parent institution.

The treatment in paragraph 1 shall be permitted only where the parent institution
demonstrates fully to the competent authorities the circumstances and arrangements,
including legal arrangements, by virtue of which there is no material practical or legal
impediment, and none are foreseen, to the prompt transfer of own funds, or repayment of

liabilities when due by the subsidiary to its parent undertaking.

Where a competent authority exercises the discretion laid down in paragraph 1, it shall on a
regular basis and not less than once a year inform the competent authorities of all the other
Member States of the use made of paragraph 1 and of the circumstances and arrangements
referred to in paragraph 2. Where the subsidiary is in a third country, the competent
authorities shall provide the same information to the competent authorities of that third

country as well.
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Article 9

Waiver for credit institutions permanently affiliated to a central body

[...] Competent authorities may partially or fully waive the application of the requirements set out

in Parts Two to Four and Six to Eight to one or more credit institutions situated in the same Member
State and which are permanently affiliated to a central body which supervises them and which is

established in the same Member State, if the following conditions are met :

(a) the commitments of the central body and affiliated institutions are joint and several
liabilities or the commitments of its affiliated institutions are entirely guaranteed by the

central body;

(b) the solvency and liquidity of the central body and of all the affiliated institutions are

monitored as a whole on the basis of consolidated accounts of these institutions;

(c) the management of the central body is empowered to issue instructions to the management

of the affiliated institutions.
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Chapter 2

Prudential consolidation

SECTION 1

APPLICATION OF REQUIREMENTS ON A CONSOLIDATED BASIS

Article 10

General treatment

Parent institutions in a Member State shall comply, to the extent and in the manner
prescribed in Article 16, with the obligations laid down in Parts Two to Four and Seven on

the basis of their consolidated situation. The parent undertakings and their subsidiaries

subject to this Regulation shall set up a proper organisational structure and appropriate

internal control mechanisms in order to ensure that the data required for consolidation are

duly processed and forwarded. In particular, they shall ensure that subsidiaries not subject

to this Regulation implement arrangements. processes and mechanisms to ensure a proper

consolidation.

Institutions controlled by a parent financial holding company or a parent mixed financial
holding company in a Member State shall comply, to the extent and in the manner
prescribed in Article 16, with the obligations laid down in Parts Two to Four and Seven on
the basis of the consolidated situation of that financial holding company or mixed financial

holding company.

Where more than one institution is controlled by a parent financial holding company or by
a parent mixed financial holding company in a Member State, the first subparagraph shall
apply only to the institution to which supervision on a consolidated basis applies in

accordance with Article 106 of Directive [inserted by OP].
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EU parent institutions and institutions controlled by an EU parent financial holding
company and institutions controlled by an EU parent mixed financial holding company
shall comply with the obligations laid down in [...] Part Six on the basis of the
consolidated situation of that parent institution, financial holding company or mixed
financial holding company, if the group comprises one or more credit institutions or
investment firms that are authorised to provide the investment services listed in points 3

and 6 of Section A of Annex I to Directive 2004/39/EC.

Where Article 9 is applied, the central body referred to in that Article shall comply with
the requirements of Parts Two to Four and Seven on the basis of the consolidated situation
of the central body. Article 16 shall apply to the central body and the affiliated institutions
shall be treated as the subsidiaries of the central body.

Article 11

Financial holding company or mixed financial holding company with both a subsidiary credit

institution and a subsidiary investment firm

Where a financial holding company or a mixed financial holding company has at least one credit

institution and one investment firm as subsidiaries, the requirements that apply on the basis of the

consolidated situation of the financial holding company or of the mixed financial holding company

shall [...] apply to the credit institution.
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Article 12

Application of disclosure requirements on a consolidated basis

1. EU parent institutions shall comply with the obligations laid down in Part Eight on the

basis of their consolidated situation.

Significant subsidiaries of EU parent institutions and those subsidiaries who are of material

significance for their local market shall disclose the information specified in Article 424,

425,427,428, 435, 436 and 438, on an individual or sub-consolidated basis.

2. Institutions controlled by an EU parent financial holding company or EU parent mixed
financial holding company shall comply with the obligations laid down in Part Eight on the
basis of the consolidated situation of that financial holding company or mixed financial

holding company.

Significant subsidiaries of EU parent financial holding companies or EU parent mixed
holding companies shall disclose the information specified in Article 424, and 425, 427,
428, 435, 436 and 438 on an individual or sub-consolidated basis.

3. Paragraphs 1 and 2 shall not apply in full or in part to EU parent institutions, institutions
controlled by an EU parent financial holding company or EU parent mixed financial
holding company, to the extent that they are included within equivalent disclosures

provided on a consolidated basis by a parent undertaking established in a third country.

4. Where Article 9 is applied, the central body referred to in that Article shall comply with
the requirements of Part Eight on the basis of the consolidated situation of the central body.
Article 16(1) shall apply to the central body and the affiliated institutions shall be treated

as the subsidiaries of the central body.
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Article 13

Application of requirements of Part Five on a consolidated basis

1. Parent undertakings and their subsidiaries subject to this Regulation shall meet the
obligations laid down in Part Five on a consolidated or sub-consolidated basis, to ensure
that their arrangements, processes and mechanisms required by those provisions are
consistent and well-integrated and that any data and information relevant to the purpose of
supervision can be produced. In particular, they shall ensure that subsidiaries not subject to
this Regulation implement arrangements, processes and mechanisms to ensure compliance

with those provisions.

2. Institutions shall apply an additional risk weight in accordance with Article 396 when
applying Article 87 on a consolidated or sub-consolidated basis if the requirements of
Articles 394 or 395 are breached at the level of an entity established in a third country
included in the consolidation in accordance with Article 16 if the breach is material in

relation to the overall risk profile of the group.

3. Obligations resulting from Part Five concerning subsidiaries, not themselves subject to this
Regulation, shall not apply if the EU parent institution or institutions controlled by an EU
parent financial holding company or EU parent mixed financial holding company, can
demonstrate to the competent authorities that the application of Part Five is unlawful under

the laws of the third country where the subsidiary is established.
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Article 14
Derogation to the application of own funds requirements on a consolidated basis for groups of

investment firms

1. The consolidating supervisor may waive, on a case-by-case basis, the application of Part

Three and Chapter 4 of the Directive [inserted by OP] on a consolidated basis provided

that the following conditions exist:

(a) each EU investment firm in the |...] group uses the alternative calculation of total

risk exposure amount referred to in Article 90(2);

(b) all investment firms in [...] the group fall within the categories in Articles 90(1) and
91(1);

(¢) each EU investment firm in [...] the group meets the requirements imposed in Article
90 on an individual basis and at the same time deducts from its Common Equity Tier
1 items any contingent liability in favour of investment firms, financial institutions,
asset management companies and ancillary services undertakings, which would

otherwise be consolidated;

(d) any financial holding company which is the parent financial holding company in a
Member State of any investment firm in J...] the group holds, at least as much
capital, defined here as the sum of [...] the items referred to in Articles 24(1), 48(1)

and 59(1);_as to cover the sum of the following:

(i) _...] the sum of the full book value of any holdings, subordinated claims and
instruments referred to in Articles 33(1)(h) and (i), 53(1)(c) and (d), and
63(1)(c) and (d) in investment firms, financial institutions, asset management
companies and ancillary services undertakings which would otherwise be

consolidated; and
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(i11) the total amount of any contingent liability in favour of investment firms,
financial institutions, asset management companies and ancillary services

undertakings which would otherwise be consolidated;
(e) the group does not include credit institutions

Where the criteria in the first subparagraph are met, each EU investment firm shall have in
place systems to monitor and control the sources of capital and funding of all financial
holding companies, investment firms, financial institutions, asset management companies

and ancillary services undertakings within the group.

The competent authorities may also apply the waiver if the financial holding companies
holds a lower amount of own funds than the amount calculated under paragraph 1(d), but
no lower than the sum of the own funds requirements imposed on an individual basis to
investment firms, financial institutions, asset management companies and ancillary
services undertakings which would otherwise be consolidated and the total amount of any
contingent liability in favour of investment firms, financial institutions, asset management
companies and ancillary services undertakings which would otherwise be consolidated. For
the purposes of this paragraph, the own funds requirement for investment undertakings of
third countries, financial institutions, asset management companies and ancillary services

undertakings is a notional own funds requirement.

8467/12

IB/rg 64
DGG 1C EN



Article 14a

Derogation to the application of the leverage ratio requirements on a consolidated basis for

groups of investment firms

Where all entities in a group of investment firms, including the parent entity, are investment

firms that are exempt from the application of the requirements laid down in Part Seven on an

individual basis in accordance with Article 5(5), the parent investment firm may choose not to

apply the requirements laid down in Part Seven on a consolidated basis.

Article 15
Supervision of investment firms waived from the application of own funds requirements on a

consolidated basis

Investment firms in a group which has been granted the waiver provided for in Article 14 shall
notify the competent authorities of the risks which could undermine their financial positions,
including those associated with the composition and sources of their own funds, internal capital and

funding.

Where the competent authorities responsible for the supervision of the investment firm waive the
obligation of supervision on a consolidated basis as provided for in Article 14, they shall take other
appropriate measures to monitor the risks, notably large exposures, of the whole group, including

any undertakings not located in a Member State.

Where the competent authorities responsible for the supervision of the investment firm waive the

application of own funds requirements on a consolidated basis as provided for in Article 14, the

requirements of Part Eight shall apply on an individual basis.
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SECTION 2

METHODS FOR PRUDENTIAL CONSOLIDATION

Article 16

Methods for prudential consolidation

1. The institutions that are required to comply with the requirements referred to in Section 1
on the basis of their consolidated situation shall carry out a full consolidation of all
institutions and financial institutions that are its subsidiaries or, where relevant, the
subsidiaries of the same parent financial holding company or mixed parent financial
holding company. Paragraphs 2 to 8 of this Article shall not apply where Part Six [...]

apply on the basis of an institution's consolidated situation.

2. However, the competent authorities may on a case-by-case basis permit proportional
consolidation according to the share of capital that the parent undertaking holds in the
subsidiary. Proportional consolidation may only be permitted where all of the following

conditions are fulfilled:

(a) the liability of the parent undertaking is limited to the share of capital that the parent
undertaking holds in the subsidiary in view of the liability of the other shareholders

or members;
(b) the solvency of those other shareholders or members is satisfactory;

(c) the liability of the other shareholders and members is clearly established in a legally
binding way.
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3. Where undertakings are linked by a relationship within the meaning of Article 12(1) of
Directive 83/349/EEC, the competent authorities shall determine how consolidation is to

be carried out.

4. The consolidating supervisor shall require the proportional consolidation according to the

share of capital held of participations in institutions and financial institutions managed by
an undertaking included in the consolidation together with one or more undertakings not
included in the consolidation, where those undertakings' liability is limited to the share of

the capital they hold.

5. In the case of participations or capital ties other than those referred to in paragraphs 1 and
2, the competent authorities shall determine whether and how consolidation is to be carried
out. In particular, they may permit or require use of the equity method. That method shall
not, however, constitute inclusion of the undertakings concerned in supervision on a

consolidated basis.

6. The competent authorities shall determine whether and how consolidation is to be carried

out in the following cases:

(a) where, in the opinion of the competent authorities, an institution exercises a
significant influence over one or more institutions or financial institutions, but

without holding a participation or other capital ties in these institutions; and

(b) where two or more institutions or financial institutions are placed under single
management other than pursuant to a contract or clauses of their memoranda or

Articles of association.

8467/12 JB/rg 67
DGG 1C EN



In particular, the competent authorities may permit, or require use of, the method provided
for in Article 12 of Directive 83/349/EEC. That method shall not, however, constitute

inclusion of the undertakings concerned in consolidated supervision.

EBA shall develop draft regulatory technical standards to specify conditions according to
which consolidation shall be carried out in the cases referred to in paragraphs 2 to 6 of this

Article.

EBA shall submit those draft regulatory technical standards to the Commission by 31
December 2016.

Powers are conferred on the Commission to adopt the regulatory technical standards
referred to in the first subparagraph in accordance with the procedure laid down in Article

15 of Regulation (EU) No 1093/2010.

Where consolidated supervision is required pursuant to Article 106 of Directive [inserted
by OP], ancillary services undertakings and asset management companies as defined in
Directive 2002/87/EC shall be included in consolidations in the cases, and in accordance

with the methods, laid down in this Article.
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SECTION 3

SCOPE OF PRUDENTIAL CONSOLIDATION

Article 17

Entities excluded from the scope of prudential consolidation

1. An institution, financial institution or an ancillary services undertaking which is a
subsidiary or an undertaking in which a participation is held, need not to be included in the
consolidation where the total amount of assets and off-balance sheet items of the

undertaking concerned is less than the smaller of the following two amounts:
(@) EUR 10 million;

(b) 1 % of the total amount of assets and off-balance sheet items of the parent

undertaking or the undertaking that holds the participation.

2. The competent authorities responsible for exercising supervision on a consolidated basis
pursuant to Article 106 of Directive [inserted by OP] may on a case-by-case basis decide in
the following cases that an institution, financial institution or ancillary services undertaking
which is a subsidiary or in which a participation is held need not be included in the

consolidation:

(a) where the undertaking concerned is situated in a third country where there are legal

impediments to the transfer of the necessary information;

(b) where the undertaking concerned is of negligible interest only with respect to the

objectives of monitoring credit institutions;
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(c) where, in the opinion of the competent authorities responsible for exercising
supervision on a consolidated basis, the consolidation of the financial situation of the
undertaking concerned would be inappropriate or misleading as far as the objectives

of the supervision of credit institutions are concerned.

3. Where, in the cases referred to in paragraph 1 and point (b) of paragraph 2, several
undertakings meet the above criteria set out therein, they shall nevertheless be included in
the consolidation where collectively they are of non-negligible interest with respect to the

specified objectives.

Article 18

Joint decisions on prudential requirements
1. The competent authorities shall work together, in full consultation:

(a) 1in the case of applications for the permissions referred to in Articles 138(1), 146(4),
146(9), 277, 301(2), 352 of this Regulation, respectively submitted by an EU parent
institution and its subsidiaries, or jointly by the subsidiaries of an EU parent financial
holding company or EU parent mixed financial holding company, to decide whether
or not to grant the permission sought and to determine the terms and conditions, if

any, to which such permission should be subject.

(b)  for the purposes of determining whether the criteria for a specific intra-group

treatment as referred to in article 410(8a) and 413(4a) complemented by the EBA

regulatory technical standards referred to in Article 410(9) and 413(4b) are met.

Applications shall be submitted only to the consolidating supervisor.
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The application referred to in Article 301(2), shall include a description of the methodology
used for allocating operational risk capital between the different entities of the group. The
application shall indicate whether and how diversification effects are intended to be

factored in the risk measurement system.

2. The competent authorities shall do everything within their power to reach a joint decision

within six months on:
(a) the application referred to in paragraph 1(a);

(b) the assessment of the criteria and the determination of the specific treatment referred

to in paragraph 1(b)

This joint decision shall be set out in a document containing the fully reasoned decision
which shall be provided to the applicant by the competent authority referred to in
paragraph 1.

3. The period referred to in paragraph 2 shall begin:

(a) on the date of receipt of the complete application referred to in paragraph 1(a) by the
consolidating supervisor. The consolidating supervisor shall forward the complete

application to the other competent authorities without delay;

(b) on the date of receipt by competent authorities of a report prepared by the

consolidating supervisor analysing intra-group commitments within the group.

4. In the absence of a joint decision between the competent authorities within six months, the
consolidating supervisor shall make its own decision on paragraph 1(a). The decision of
the consolidating supervisor shall not limit the powers of the competent authorities under

Article 100a of Directive [inserted by OP].
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4a.

The decision shall be set out in a document containing the fully reasoned decision and shall
take into account the views and reservations of the other competent authorities expressed

during the six months period.

The decision shall be provided to the EU parent institution, the EU parent financial holding
company or to the EU parent mixed financial holding company and the other competent

authorities by the consolidating supervisor.

If, at the end of the six month period, any of the competent authorities concerned has
referred the matter to EBA in accordance with Article 19 of Regulation (EU) No
1093/2010, the consolidating supervisor shall defer its decision on paragraph 1(a) and

await any decision that EBA may take in accordance with Article 19(3) of that Regulation
on its decision, and shall take its decision in conformity with the decision of EBA. The six-
month period shall be deemed the conciliation period within the meaning of that
Regulation. EBA shall take its decision within 1 month. The matter shall not be referred to

EBA after the end of the six month period or after a joint decision has been reached.

In the absence of a joint decision between the competent authorities within six months, the

competent authority |[...] responsible for the supervision of |[...] the subsidiary on an

individual basis [...] shall make its own decision on paragraph 1(b).

The decision shall be set out in a document containing the fully reasoned decision and shall

take into account the views and reservations of the other competent authorities expressed

during the six months period.

The decision shall be provided to the consolidating supervisor that informs the EU parent

institution, the EU parent financial holding company or to the EU parent mixed financial

holding company.
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If, at the end of the six month period, the consolidating supervisor has referred the matter

to EBA in accordance with Article 19 of Regulation (EU) No 1093/2010. the competent

authority responsible for the supervision |...] of the subsidiary on an individual basis

shall defer its decision on paragraph 1(b) and await any decision that EBA may take in

accordance with Article 19(3) of that Regulation on its decision, and shall take its decision

in conformity with the decision of EBA. The six-month period shall be deemed the

conciliation period within the meaning of that Regulation. EBA shall take its decision

within 1 month. The matter shall not be referred to EBA after the end of the six month

period or after a joint decision has been reached.

5. Where an EU parent institution and its subsidiaries, the subsidiaries of an EU parent
financial holding company or an EU parent mixed financial holding company use an
Advanced Measurement Approach referred to in Article 301(2) or an IRB Approach
referred to in Article 138 on a unified basis, the competent authorities shall allow the

qualifying criteria set out in Article 310 and 311 or in Part Three, Title II, Chapter 3,

Section 6 respectively to be met by the parent and its subsidiaries considered together, in a
way that is consistent with the structure of the group and its risk management systems,

processes and methodologies.

6. The decisions referred to in paragraphs 2, 4 and 4a shall be recognized as determinative

and applied by the competent authorities in the Member States concerned.

7. EBA shall develop draft implementing technical standards to specify the joint decision
process referred to in paragraph 1(a), with regard to the applications for permissions
referred to in Articles 138(1), 146(4), 146(9), 301(2), 277, 352 with a view to facilitating

joint decisions.

EBA shall submit those technical standards to the Commission by 31 December 2014.
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Power is conferred on the Commission to adopt the implementing technical standards
referred to in the first subparagraph in accordance with the procedure laid down in Article

15 of Regulation (EU) No 1093/2010.

Article 19

Joint decisions on the level of application of liquidity requirements

1. Upon application of an EU parent institution or an EU parent financial holding company or
EU parent mixed financial holding company or a sub-consolidating subsidiary of an EU
parent institution or an EU parent financial holding company or EU parent mixed financial
holding company, the consolidating supervisor and the competent authorities responsible
for the supervision of subsidiaries of an EU parent institution or an EU parent financial
holding company or EU parent mixed financial holding company in a Member State shall
do everything within their power to reach a joint decision identifying a single liquidity sub-

group for the application of Article 7.

This joint decision shall be reached within six months after submission by the consolidating
supervisor of a report identifying single liquidity sub-groups on the basis of the criteria laid
down in Article 7. In the event of disagreement during the six months period, the
consolidating supervisor shall consult EBA at the request of any of the other competent

authorities concerned. The consolidating supervisor may consult EBA on its own initiative.

The joint decision may also impose constraints on the location and ownership of liquid
assets and require minimum amounts of liquid assets to be held by credit institutions that

are exempt from the application of [...] Part Six.

This joint decision shall be set out in a document containing the fully reasoned decision
which shall be submitted to the parent institution of the liquidity subgroup by the

consolidating supervisor.
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2. In the absence of a joint decision within six months, each competent authority responsible
for supervision on an individual basis shall take its own decision. However, any competent
authority may during the six months period refer to EBA the question whether the
conditions of (a) to (d) of Article 7(1) are met. In this case, EBA may carry out its non-
binding mediation in accordance with Article 31(c) of Regulation No (EC) 1093/2010. In

such case, all the competent authorities involved shall defer their decisions pending the

conclusion of the non-binding mediation. Where, during the mediation, no agreement has

been reached by the competent authorities within 3 months, each competent authority

responsible for supervision on an individual basis shall take its own decision. The matter

shall not be referred to EBA after the end of the six month period or after a joint decision

has been reached.

The joint decision referred to in paragraph 1 and the decision referred to in the previous

subparagraph shall be binding |...] .

3. Any relevant competent authority may also during the six months period consult EBA in

case of disagreement on the conditions of (a) to (d) of Article 7(2).. In this case, EBA may
carry out its non-binding mediation in accordance with Article 31(c) of Regulation No
(EC) 1093/2010. In such case, all the competent authorities involved shall defer their
decisions pending the conclusion of the non-binding mediation. Where, during the
mediation, no agreement has been reached by the competent authorities within 3 months,
each competent authority responsible for supervision on an individual basis shall take its

own decision.
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Article 20

Sub-consolidation in cases of entities in third countries

Subsidiary institutions shall apply the requirements laid down in Part Three, Article 84 to 86 and
Part V on the basis of their sub-consolidated situation if those institutions, or the parent undertaking
where it is a financial holding company or mixed financial holding company, have an institution or
a financial institution as a subsidiary in a third country, or hold a participation in such an

undertaking.

Article 21

Undertakings in third countries

For the purposes of applying supervision on a consolidated basis in accordance with this Chapter,
the terms ‘investment firm,” 'credit institution', financial institution, and 'institution' shall also apply
to undertakings established in third countries, which, were they established in the Union, would

fulfil the definitions of those terms in Article 16.
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PART TWO
OWN FUNDS
Title I

Definitions specific to own funds

Article 22

Definitions

For the purposes of this Part. the following definitions shall apply:

(1) ‘accumulated other comprehensive income’ has the same meaning as under International
Accounting Standard (IAS) 1, as applicable under Regulation (EC) No 1606/2002;

)

3)

4) 'basic own funds' means own funds within the meaning of Article 88 of Directive
2009/138/EC;

(5) 'Tier 1 own-fund insurance items' means basic own-fund items of undertakings subject to
the requirements of Directive 2009/138/EC where those items are classified in Tier 1
within the meaning of Directive 2009/138/EC in accordance with paragraph 1 of Article 94
of that Directive;
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(6)

(7

®)

)

(10)

(In

(12)

(13)

(14)

‘additional Tier 1 own-fund insurance items' means basic own-fund items of undertakings
subject to the requirements of Directive 2009/138/EC the items are classified as Tier 1
capital within the meaning of Directive 2009/138/EC in accordance with paragraph 1 of
Article 94 of that Directive and the inclusion of those items is limited by the delegated acts

adopted in accordance with Article 99 of that Directive;

'Tier 2 own-fund insurance items' means basic own-fund items of undertakings subject to
the requirements of Directive 2009/138/EC where those items are classified as Tier 2
within the meaning of Directive 2009/138/EC in accordance with paragraph 2 of Article 94

of that Directive;

'"Tier 3 own-fund insurance items' means basic own-fund insurance items of undertakings
subject to the requirements of Directive 2009/138/EC where those items are classified as
Tier 3 within the meaning of Directive 2009/138/EC in accordance with paragraph 3 of
Article 94 of that Directive;

'deferred tax assets' has the same meaning as under the applicable accounting standard;

‘deferred tax assets that rely on future profitability’ means deferred tax assets the future
value of which may be realised in the event the institution generates taxable profit in the

future;
‘deferred tax liabilities’ has the same meaning as under the applicable accounting standard;

‘defined benefit pension fund assets’ means the assets of a defined pension fund or plan, as
applicable, calculated after they have been reduced by the amount of obligations under the

same fund or plan;

'financial undertaking' has the same meaning as under points (b) and (d) of Article 13(25)
of Directive 2009/138/EC;
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(15)

(16)

(17)

(18)

(19)

(20)

21

(22)

‘funds for general banking risk’ has the same meaning as under Article 38 of Directive

86/635/EEC;

‘goodwill’ has the same meaning as under the applicable accounting standard;

‘indirect holding” means a direct holding of capital instruments issued by an intermediate

entity that has an exposure to capital instruments issued by a financial sector entity where,

in the event the capital instruments issued by the financial sector entity were permanently

written off, the loss that the institution would incur as a result would not be materially

different from the loss the institution would incur from a direct holding of those capital

instruments issued by the financial sector entity;

‘intangible assets’ has the same meaning as under the applicable accounting standard, and

shall also include goodwill if not already included in intangible assets under that standard;

'mixed activity insurance holding company' has the same meaning as under point (g) of

Article 212(1) of Directive 2009/138/EC;

‘operating entity’ means an entity established with the purpose of earning a profit in its

own right;

‘other capital instruments’ means capital instruments issued by financial sector entities that

do not qualify as Common Equity Tier 1, Additional Tier 1 or Tier 2 instruments or Tier 1
own-fund insurance items, additional Tier 1 own-fund insurance items, Tier 2 own-fund

insurance items or Tier 3 own-fund insurance items;

‘other reserves’ means reserves within the meaning of the applicable accounting standard
that are required to be disclosed under that applicable accounting standard, excluding any
amounts already included in accumulated other comprehensive income or retained

earnings;
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(23)

‘own funds’ means the sum of Tier 1 capital and Tier 2 capital;

(24) ‘own funds instruments’ means capital instruments issued by the institution that qualify as
Common Equity Tier 1, Additional Tier 1 or Tier 2 instruments;

(25) ‘profit’ has the same meaning as under the applicable accounting standard;

(26) ‘reciprocal cross holding’ means a holding by an institution of the own funds instruments
or other capital instruments issued by financial sector entities where those entities also hold
own funds instruments issued by the institution;

27)

(28) ‘retained earnings’ means profits and losses brought forward as a result of the final
application of profit or loss under the applicable accounting standards;

(29) ‘share premium account’ has the same meaning as under the applicable accounting
standard;

(30) ‘temporary differences' has the same meaning as under the applicable accounting standard.

(30a)  'synthetic holding' means an investment by an institution in a financial instrument the value
of which is directly linked to the value of the capital instruments issued by a financial
sector entity.
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Title 11

Elements of own funds

Chapter 1
Tier 1 capital

Article 23

Tier 1 capital

The Tier 1 capital of an institution consists of the sum of the Common Equity Tier 1 capital and

Additional Tier 1 capital of the institution.

Chapter 2
Common Equity Tier 1 capital

SECTION 1

CoMMON EQUITY TIER 1 ITEMS AND INSTRUMENTS

Article 24

Common Equity Tier 1 items
1. Common Equity Tier 1 items of institutions consist of the following:
(a) capital instruments, provided the conditions laid down in Article 26 are met;

(b) share premium accounts related to the instruments referred to in point (a);
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(c) retained earnings;

(d) accumulated other comprehensive income;
(e) other reserves;

(f) funds for general banking risk.

2. For the purposes of point (c¢) of paragraph 1, institutions may include interim or year-end
profits in Common Equity Tier 1 capital before the institution has taken a formal decision
confirming the final profit or loss of the institution for the year only with the prior consent
of the competent authority. The competent authority shall consent where the following

conditions are met:

(a) those profits have been_verified by persons independent of the institution that are

responsible for the auditing of the accounts of that institution;

(b) the institution has demonstrated to the satisfaction of the competent authority that
any foreseeable charge or dividend has been deducted from the amount of those

profits.

A review of the interim or year-end profits of the institution shall provide an adequate level
of assurance that those profits have been evaluated in accordance with the principles set

out in the applicable accounting framework |...] .

3. EBA shall develop draft regulatory technical standards to specify the meaning of
foreseeable when determining whether any foreseeable charge or dividend has been

deducted.

EBA shall submit those draft regulatory technical standards to the Commission by 1
January 2013.

Power is delegated to the Commission to adopt the regulatory technical standards referred
to in the first subparagraph in accordance with the procedure laid down in Articles 10 to 14

of Regulation (EU) No 1093/2010.
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4, On_the basis of information from each Member State, EBA shall establish, maintain

and publish a list of the forms of capital instruments, which the Member State in its

jurisdiction considers |...] as Common Equity Tier 1 instruments. [...] [...] ]...] EBA shall

establish and publish this list for the first time by 1 January 2013.

Article 25

Capital instruments of mutuals, cooperative societies, savings institutions or similar

institutions in Common Equity Tier I items

1. Common Equity Tier 1 items shall include any capital instrument issued by an institution

under its statutory terms provided the following conditions are met:

(a) the institution is of a type that is defined under applicable national law and which
competent authorities consider to qualify as a mutual, cooperative society, savings

institution or a similar institution for the purposes of this Part;

(b) the conditions laid down in Articles 26 amended by Article |...] 27 are met;

(©)

2. EBA shall develop draft regulatory technical standards to specify the conditions according

to which competent authorities may determine that a type of undertaking recognised under

applicable national law qualifies as a mutual, cooperative society, savings institution or

similar institution for the purposes of this Part.

EBA shall submit those draft regulatory technical standards to the Commission by 1
January 2013.
Power is delegated to the Commission to adopt the regulatory technical standards referred

to in the first subparagraph in accordance with the procedure laid down in Articles 10 to 14

of Regulation (EU) No 1093/2010.
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Article 26

Common Equity Tier 1 instruments

l. Capital instruments shall qualify as Common Equity Tier 1 instruments only if all the

following conditions are met:

(a)

(b)

(©)

(d)

(e)

the instruments are issued directly by the institution with the prior approval of the
owners of the institution or, where permitted under applicable national law, the

management body of the institution;

the instruments are paid up and their purchase is not funded directly or indirectly by

the institution;
the instruments meet all the following conditions as regards their classification:

(1) they qualify as capital within the meaning of Article 22 of Directive
86/635/EEC;

(i1) they are classified as equity within the meaning of the applicable accounting

standard;

(ii1) they are classified as equity capital for the purposes of determining balance

sheet insolvency, where applicable under national insolvency law;

the instruments are clearly and separately disclosed on the balance sheet in the

financial statements of the institution [...] . which in the case of institutions

subject to statutory audit shall be the balance sheet subject to that audit: ;

the instruments are perpetual;
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6y} the principal amount of the instruments may not be reduced or repaid, except in

either of the following cases:
(1) the liquidation of the institution;

(i) discretionary repurchases of the instruments or other discretionary means of
reducing capital, where the institution has received the prior consent of the

competent authority in accordance with Article 72;

(2) the provisions governing the instruments do not indicate expressly or implicitly that
the principal amount of the instruments would or might be reduced or repaid other
than in the liquidation of the institution, and the institution does not otherwise
provide such an indication prior to or at issuance of the instruments, except in the
case of instruments referred to in Article 25 where the refusal by the institution to

redeem such instruments is prohibited under applicable national law;
(h) the instruments meet the following conditions as regards distributions:

(1) there are no preferential distributions, including in relation to other
Common Equity Tier 1 instruments, and the terms governing the

instruments do not provide preferential rights to payment of distributions;

(i1) distributions to holders of the instruments may be paid only out of

distributable items, which are limited to the profit of the period for which

the distribution is paid plus any reserves which according to national

company law may be distributed following a decision of the owners of the

institution;

(i11) the conditions governing the instruments do not include a cap or other
restriction on the maximum level of distributions, except in the case of the

instruments referred to in Article 25;
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(1)

G

(k)

(iv) the level of distributions is not determined on the basis of the amount for
which the instruments were purchased at issuance, except in the case of the

instruments referred to in Article 25;

(v) the conditions governing the instruments do not include any obligation for
the institution to make distributions to their holders and the institution is

not otherwise subject to such an obligation;

(vi) non-payment of distributions does not constitute an event of default of the

institution;

(vii) the cancellation of distributions imposes no restrictions on the institution :

compared to all the capital instruments issued by the institution, the instruments
absorb the first and proportionately greatest share of losses as they occur, and each
instrument absorbs losses to the same degree as all other Common Equity Tier 1

Instruments;

the instruments rank below all other claims in the event of insolvency or liquidation

of the institution;

the instruments entitle their owners to a claim on the residual assets of the
institution, which, in the event of its liquidation and after the payment of all senior
claims, is proportionate to the amount of such instruments issued and is not fixed or
subject to a cap, except in the case of the capital instruments referred to in Article

25;
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D the instruments are not secured, or subject to a guarantee that [...] enhances the

seniority of the claim [...] by any of the following:

(1) the institution or its subsidiaries;

(i1) the parent undertaking of the institution or its subsidiaries;
(iii)

(iv)

)

(vi) any undertaking that has close links with the entities referred to in points (i)
or (i) ;
m the instruments are not subject to any arrangement, contractual or otherwise, that
) y g

enhances the seniority of claims under the instruments in insolvency or liquidation.

2. The conditions laid down in point (i) of paragraph 1 shall be met notwithstanding a write

down on a permanent basis of the principal amount of Additional Tier 1 instruments.

3. EBA shall develop draft regulatory technical standards to specify the following:
(a) the applicable forms and nature of indirect funding of capital instruments;
(b)

EBA shall submit those draft regulatory technical standards to the Commission by 1
January 2013.

Power is delegated to the Commission to adopt the regulatory technical standards referred
to in the first subparagraph in accordance with the procedure laid down in Articles 10 to 14

of Regulation (EU) No 1093/2010.
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Article 27

Capital instruments issued by mutuals, cooperative societies, savings institutions and similar

institutions

1. Capital instruments issued by mutuals, cooperative societies, savings institutions and

similar institutions shall qualify as Common Equity Tier 1 instruments only if the

conditions laid down in Article 26 with modifications resulting from application of |...]

this Article are met.
2. The following conditions shall be met as regards redemption of the capital instruments:

(a) except where prohibited under applicable national law, the institution shall be able

to refuse the redemption of the instruments;

(b) where the refusal by the institution of the redemption of instruments is prohibited
under applicable national law, the provisions governing the instruments shall give

the institution the ability to limit their redemption;

(©) refusal to redeem the instruments, or the limitation of the redemption of the
instruments where applicable, may not constitute an event of default of the

institution.

3. The capital instruments may include a cap or restriction on the maximum level of
distributions only where that cap or restriction is set out under applicable national law or

the statute of the institution.
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4. Where the capital instruments provide the owner with rights to the reserves of the
institution in the event of insolvency or liquidation that are limited to the nominal value of
the instruments, such a limitation shall apply to the same degree to the holders of all other

Common Equity Tier 1 instruments issued by that institution.

The condition laid down in the first sub-paragraph is without prejudice of the possibility for

a mutual, cooperative society or a similar institution to recognize within CET1 capital

instruments that do not afford voting rights to the holder and that meet all the following

conditions:

(a) the claim of the holders of the non-voting instruments in the insolvency or

liguidation of the institution is proportionate to the share of the total Common

Equity Tier 1 instruments that those non-voting instruments represent;

(b) the instruments otherwise qualify as a Common Equity Tier 1 instruments.

5. Where the capital instruments entitle their owners to a claim on the assets of the institution
in the event of its insolvency or liquidation that is fixed or subject to a cap, such a
limitation shall apply to the same degree to all holders of all Common Equity Tier 1

instruments issued by the institution.

6. EBA shall develop draft regulatory technical standards to specify the nature of the
limitations on redemption necessary where the refusal by the institution of the redemption

of own funds instruments is prohibited under applicable national law.

EBA shall submit those draft regulatory technical standards to the Commission by 1
January 2013.
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Power is delegated to the Commission to adopt the regulatory technical standards referred
to in the first subparagraph in accordance with the procedure laid down in Articles 10 to 14

of Regulation (EU) No 1093/2010.

Article 28

Consequences of the conditions for Common Equity Tier 1 instruments ceasing to be met

The following shall apply where, in the case of a Common Equity Tier 1 instrument, the conditions

laid down in Article 26, and Article 27 where applicable, cease to be met:

(a) that instrument shall immediately cease to qualify as a Common Equity Tier 1

instrument;

(b) the share premium accounts that relate to that instrument shall immediately cease to

qualify as Common Equity Tier 1 items.
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SECTION 2

PRUDENTIAL FILTERS

Article 29

Securitised assets

1. An institution shall exclude from any element of own funds any increase in its equity under
the applicable accounting standard that results from securitised assets, including the

following:

(a) such an increase associated with future margin income that results in a gain on sale

for the institution;

(b) where the institution is the originator of a securitisation, net gains that arise from the
capitalisation of future income from the securitised assets that provide credit

enhancement to positions in the securitisation.

2. EBA shall develop draft regulatory technical standards to specify further the concept of a

gain on sale referred to in point (a) of paragraph 1.

EBA shall submit those draft regulatory technical standards to the Commission by 1
January 2013.

Power is delegated to the Commission to adopt the regulatory technical standards referred
to in the first subparagraph in accordance with the procedure laid down in Articles 10 to 14

of Regulation (EU) No 1093/2010.
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Article 30

Cash flow hedges and changes in the value of own liabilities

Institutions shall not include the following items in any element of own funds:

(a) the fair value reserves related to gains or losses on cash flow hedges of financial
instruments that are not valued at fair value, including projected cash flows;

(b) gains or losses on liabilities of the institution that are valued at fair value that result from
changes in the own credit standing of the institution_except when such gains and losses are
offset by a change in the fair value of another financial instrument measured at fair value
resulting from changes in the own credit standing of the institution

Article 31
Additional value adjustments

1. Institutions shall apply the requirements of Article 100 to all their assets measured at fair
value when calculating the amount of their own funds and shall deduct from Common
Equity Tier 1 capital the amount of any additional value adjustments necessary.

2.
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Article 32

Unrealised gains and losses measured at fair value

Except in the case of the items referred to in Article 30, institutions shall not make adjustments to

remove from their own funds unrealised gains or losses on their assets or liabilities measured at fair

value.
SECTION 3
DEDUCTIONS FROM COMMON EQUITY TIER 1 ITEMS, EXEMPTIONS AND
ALTERNATIVES
SUB-SECTION 1
DEDUCTIONS FROM COMMON EQUITY TIER 1 ITEMS
Article 33
Deductions from Common Equity Tier 1 items
1. Institutions shall deduct the following from Common Equity Tier 1 items:
(a) losses for the current financial year;
(b) intangible assets;
(c) deferred tax assets that rely on future profitability;
(d) for institutions calculating risk-weighted exposure amounts using the Internal
Ratings Based Approach, negative amounts resulting from the calculation of
expected loss amounts laid down in Articles 154 and 155;
(e) defined benefit pension fund assets of the institution;
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(2

(h)

(@)

W)

(k)

direct, indirect and synthetic holdings by an institution of own Common Equity Tier
1 instruments, including own Common Equity Tier 1 instruments that an institution
is under an actual or contingent obligation to purchase by virtue of an existing

contractual obligation;

direct, indirect and synthetic holdings of the Common Equity Tier 1 instruments of

financial sector entities where those entities have a reciprocal cross holding with the

institution that the competent authority considers to have been designed to inflate

artificially the own funds of the institution;

the applicable amount of direct, indirect and synthetic holdings by the institution of

Common Equity Tier 1 instruments of financial sector entities where the institution

does not have a significant investment in those entities;

the applicable amount of direct, indirect and synthetic holdings by the institution of

the Common Equity Tier 1 instruments of financial sector entities where the

institution has a significant investment in those entities;

the amount of items required to be deducted from Additional Tier 1 items pursuant to

Article 53 that exceeds the Additional Tier 1 capital of the institution;

the exposure amount of the following items which qualify for a risk weight of 1 250
%, where the institution deducts that exposure amount from Common Equity Tier 1

capital as an alternative to applying a risk weight of 1 250 %:
(1)  qualifying holdings outside the financial sector;

(i) securitisation positions, in accordance with Articles 238(1)(b), 239(1)(b) and
253;

(ii1) free deliveries, in accordance with Article 369(3);
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1v)  positions in a basket for which an institution cannot determine the risk weight

under the IRB approach, in accordance with Article 148(8);

(v) equity exposures under an internal models approach, in accordance with Article

150(4).

(I)  any tax charge relating to Common Equity Tier 1 items foreseeable at the moment of
its calculation, except where the institution suitably adjusts the amount of Common
Equity Tier 1 items insofar as such tax charges reduce the amount up to which those

items may be applied to cover risks or losses.

2. EBA shall develop draft regulatory technical standards to specify the application of the
deductions referred to in points (a), (c), (), (f), (h), (1) and (1) of paragraph 1;

EBA shall submit those draft regulatory technical standards to the Commission by 1

January 2013.

Power is delegated to the Commission to adopt the regulatory technical standards referred

to in the first subparagraph in accordance with the procedure laid down in Articles 10 to 14

of Regulation (EU) No 1093/2010.

3. EBA shall develop [...] [...] draft regulatory technical standards to specify the types of

capital instruments of third country financial institutions_and, in consultation with

EIOPA, of third country insurance and reinsurance undertakings, and undertakings
excluded from the scope of Directive 2009/138/EC in accordance with Article 4 of that

Directive that shall be deducted from the following elements of own funds:
(i) Common Equity Tier 1 items;
(1) Additional Tier 1 items;

(ii1) Tier 2 items.
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EBA shall submit those draft regulatory technical standards to the Commission

by 1 January 2013.

Power is delegated to the Commission to adopt the regulatory technical standards referred
to in the first subparagraph in accordance with the procedure laid down in Articles 10 to 14

of Regulation (EU) No 1093/2010.

Article 34

Deduction of intangible assets

Institutions shall determine the amount of intangible assets to be deducted in accordance with the

following:

(a)

(b)

the amount to be deducted shall be reduced by the amount of associated deferred tax
liabilities that would be extinguished if the intangible assets became impaired or were

derecognised under the [...] applicable accounting standard;

the amount to be deducted shall include goodwill included in the valuation of significant

investments of the institution.
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Article 35
Deduction of deferred tax assets that rely on future profitability

1. Institutions shall determine the amount of deferred tax assets that rely on future

profitability that require deduction in accordance with this Article.

2. Except where the conditions laid down in paragraph 3 are met, the amount of deferred tax
assets that rely on future profitability shall be calculated without reducing it by the amount

of the associated deferred tax liabilities of the institution.

3. The amount of deferred tax assets that rely on future profitability may be reduced by the
amount of the associated deferred tax liabilities of the institution, provided the following

conditions are met:

(a) the entity has the legally enforceable right under applicable national law to set off the

[...] those current tax assets against current tax liabilities:

(b) the [...] those deferred tax assets and the deferred tax liabilities relate to income taxes

levied by the same taxation authority and on the same taxable entity..

4. Associated deferred tax liabilities of the institution used for the purposes of paragraph 3
may not include deferred tax liabilities that reduce the amount of intangible assets or

defined benefit pension fund assets required to be deducted.

5. The amount of associated deferred tax liabilities referred to in paragraph 4 shall be

allocated between the following:

(a) deferred tax assets that rely on future profitability and arise from temporary

differences that are not deducted in accordance with point (a) of Article 45(1);
(b) all other deferred tax assets that rely on future profitability.

Institutions shall allocate the associated deferred tax liabilities according to the proportion
of deferred tax assets that rely on future profitability that the items referred to in points (a)

and (b) represent.
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Article 36

Tax overpayments, tax loss carry backs and deferred tax assets that do not rely on future

profitability
1.
2. The following items shall not be deducted from own funds and shall be subject to a risk
weight in accordance with Chapter 2 or 3 of Title II of Part Three, as applicable,:

(a) overpayments of tax by the institution for the current year;

(b) current year tax losses of the institution carried back to previous years that give rise
to a claim on, or a receivable from, a central government, regional government or
local tax authority.

3. Deferred tax assets that do not rely on future profitability shall be limited to deferred tax
assets arising from temporary differences, where all the following conditions are met:

(a) they are automatically and mandatorily replaced without delay with a tax credit in
the event that the institution reports a loss when the annual financial statements of
the institution are formally approved. or in the event of liquidation or insolvency of
the institution:

(b) _ an institution shall be able under the applicable national tax law to offset a tax credit
referred to in point (a ) against any tax liability of the institution or any other
undertaking included in the same consolidation as the institution for tax purposes
under that law or any other undertaking subject to the supervision on a consolidated
basis in accordance with Chapter 2 of Title II of Part One:
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(c)  where the amount of tax credits referred to in point ( b) exceeds the tax liabilities

referred to in that point, any such excess is replaced without delay with a direct claim

on the central government of the Member State in which the institution is

incorporated.

Institutions shall apply a risk weight of 100% to deferred tax assets where the conditions

laid down in points a) to ¢) are met.

Article 37

Deduction of negative amounts resulting from the calculation of expected loss amounts

The amount to be deducted in accordance with point (d) of Article 33(1) shall not be reduced by a
rise in the level of deferred tax assets that rely on future profitability, or other additional tax effect,

that could occur if provisions were to rise to the level of expected losses referred to in Section 3 of
Chapter 3 of Title II.

Article 38

Deduction of defined benefit pension fund assets

1. For the purposes of point (e) of Article 33(1), the amount of defined benefit pension fund
assets to be deducted shall be reduced by the following:

(a) the amount of any associated deferred tax liability which could be extinguished if the

assets became impaired or were derecognised under the applicable accounting

standard;
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(b) the amount of assets in the defined benefit pension fund which the institution has an
unrestricted ability to use, provided the institution has received the prior permission
of the competent authority. Those assets used to reduce the amount to be deducted
shall receive a risk weight in accordance with Chapter 2 or 3 of Title II of Part Three,

as applicable.

2. EBA shall develop draft regulatory technical standards to specify the criteria according to
which a competent authority shall permit an institution to reduce the amount of assets in

the defined benefit pension fund as specified in point (b) of paragraph 1.

EBA shall submit those draft regulatory technical standards to the Commission by 1
January 2013.

Power is delegated to the Commission to adopt the regulatory technical standards referred
to in the first sub-paragraph in accordance with the procedure laid down in Articles 10 to

14 of Regulation (EU) No 1093/2010.
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Article 39

Deduction of holdings of own Common Equity Tier I instruments

For the purposes of point (f) of Article 33(1), institutions shall calculate holdings of own Common

Equity Tier 1 instruments on the basis of gross long positions subject to the following exceptions:

(a)

(b)

(©)

institutions may calculate the amount of holdings of own Common Equity Tier 1
instruments on the basis of the net long position provided the long and short positions are

in the same underlying exposure and the short positions involve no counterparty risk;

institutions shall determine the amount to be deducted for direct, indirect and synthetic
holdings of index securities by calculating the underlying exposure to own Common

Equity Tier 1 instruments included in those indices;

institutions may net gross long positions in own Common Equity Tier 1 instruments
resulting from holdings of index securities against short positions in own Common Equity
Tier 1 instruments resulting from short positions in the underlying indices, including where

those short positions involve counterparty risk.

Article 40

Significant investment in a financial sector entity

For the purposes of deduction, a significant investment of an institution in a financial sector entity

shall arise where any of the following conditions is met:

(a) the institution owns more than 10 % of the Common Equity Tier 1 instruments issued by
that entity;

(b) the institution has close links with that entity and owns Common Equity Tier 1 instruments
issued by that entity;
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(©) the institution owns Common Equity Tier 1 instruments issued by that entity and the entity
is not included in consolidation pursuant to Chapter 2 of Title II of Part One but is included
in the same accounting consolidation as the institution for the purposes of financial

reporting under the applicable accounting standard.

Article 41

Deduction of holdings of Common Equity Tier 1 instruments of financial sector entities

and where an institution has a reciprocal cross holding designed artificially to inflate own

funds

Institutions shall make the deductions referred to in points (g), (h) and (i) of Article 33(1) in

accordance with the following:

(a) holdings of Common Equity Tier 1 instruments and other capital instruments of financial

sector entities shall be calculated on the basis of the gross long positions;

(b) Tier 1 own-fund insurance items shall be treated as holdings of Common Equity Tier 1

instruments for the purposes of deduction.

Article 42

Deduction of holdings of Common Equity Tier 1 instruments of financial sector entities

Institutions shall make the deductions required by points (h) and (i) of Article 33(1) in accordance

with the following provisions:
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(a) they may calculate direct, indirect and synthetic holdings of the financial sector entities on

the basis of the net long position in the same underlying exposure provided the maturity of
the short position matches the maturity of the long position or has a residual maturity of at

least one year;

(b) they shall determine the amount to be deducted for direct, indirect and synthetic holdings
of index securities by calculating the underlying exposure to the capital instruments of the

financial sector entities in those indices.

Article 43
Deduction of holdings where an institution does not have a significant investment in a

financial sector entity

1. For the purposes of point (h) of Article 33(1), institutions shall calculate the applicable
amount to be deducted by multiplying the amount referred to in point (a) by the factor

derived from the calculation referred to in point (b):

(a) the aggregate amount by which the direct, indirect and synthetic holdings by the
institution of the Common Equity Tier 1, Additional Tier 1 and Tier 2 instruments of

financial sector entities in which the institution does not have a significant

investment exceeds 10% of the Common Equity Tier 1 items of the institution

calculated after applying the following to Common Equity Tier 1 items:
(1)  Articles 29 to 32;

(i) the deductions referred to in points (a) to (g) and (1) of Article 33(1), excluding
the amount to be deducted for deferred tax assets that rely on future

profitability and arise from temporary differences;

(ii1) Articles 41 and 42;
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(b) the amount of direct, indirect and synthetic holdings by the institution of the

Common Equity Tier 1 instruments of financial sector entities divided by the

aggregate amount of direct, indirect and synthetic holdings by the institution of the

own funds instruments of those financial sector entities.

2. Institutions shall exclude underwriting positions held for 5 working days or fewer from the
amount referred to in point (a) of paragraph 1 and from the calculation of the factor

referred to in point (b) of paragraph 1.

3. The amount to be deducted pursuant to paragraph 1 shall be apportioned across each

Common Equity Tier 1 instrument held. Institutions shall determine the portion of holdings

of Common Equity Tier 1 instruments that is deducted pursuant to paragraph 1 by dividing

the amount specified in point (a) by the amount specified in point (b):
(a) the amount of holdings required to be deducted pursuant to paragraph 1;

(b) the aggregate amount of direct, indirect and synthetic holdings by the institution of

the ]...] Common Equity Tier 1 instruments of financial sector entities in which the

institution does not have a significant investment.

4. The amount of holdings referred to in point (h) of Article 33(1) that is equal to or less than
10 % of the Common Equity Tier 1 items of the institution after applying the provisions
laid down in points (a)(i) to (iii) of paragraph 1 shall not be deducted and shall be subject to
the applicable risk weights in accordance with Chapter 2 or 3 of Title II of Part Three and

the requirements laid down in Title IV of Part Three, as applicable.
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Article 44
Deduction of holdings of Common Equity Tier 1 instruments where an institution has a

significant investment in a financial sector entity

For the purposes of point (i) of Article 33(1), the applicable amount to be deducted from Common
Equity Tier 1 items shall exclude underwriting positions held for 5 working days or fewer and shall

be determined in accordance with Articles 41 and 42 and Sub-Section 2.
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SUB-SECTION 2

EXEMPTIONS FROM AND ALTERNATIVES TO DEDUCTION FROM COMMON EQUITY

TIER 1 ITEMS

Article 45

Threshold exemptions from deduction from Common Equity Tier 1 items

In making the deductions required pursuant to points (c¢) and (i) of Article 33(1),

institutions shall not deduct the items listed in points (a) and (b) which in aggregate are

equal to or less than 15 % of Common Equity Tier 1 capital;

(a)

(b)

deferred tax assets that are dependent on future profitability and arise from
temporary differences, and in aggregate are equal to or less than 10 % of the
Common Equity Tier 1 items of the institution calculated after applying the

following:
(1)  Articles 29 to 32;

(i) points (a) to (h) and (1) of Article 33(1), excluding deferred tax assets that rely

on future profitability and arise from temporary differences.

where an institution has a significant investment in a financial sector entity, the

direct, indirect and synthetic holdings of that institution of the Common Equity Tier
1 instruments of those entities that in aggregate are equal to or less than 10 % of the
Common Equity Tier 1 items of the institution calculated after applying the

following:
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(1) Article 29 to 32;

(i) points (a) to (h) and [...] (I) of Article 33(1), excluding deferred tax assets that

rely on future profitability and arise from temporary differences.

2. Items that are not deducted pursuant to paragraph 1 shall be risk weighted at 250 %.

Article 46

Requirement for deduction where consolidation, supplementary supervision or institutional

protection schemes are applied

1. For the purposes of calculating own funds on a stand-alone basis, a subconsolidated basis

and a consolidated basis, where the competent authorities require or permit institutions to

apply methods 1 or 2 of Annex I to Directive 2002/87/EC, the competent authorities may

permit institutions not to deduct the holdings of own funds instruments of a financial sector

entity in which the parent institution, parent financial holding company or parent mixed

financial holding company or institution has a significant investment ., provided that the

conditions laid down in points (a) to (e) are met:

(a)  the financial sector entity is an insurance undertaking, re-insurance undertaking or an

insurance holding company;

(b)  that insurance undertaking. re-insurance undertaking or an insurance holding

company is included in the same supplementary supervision under Directive

2002/87/EC as the parent institution, parent financial holding company or parent

mixed financial holding company or institution that has the holding:

() the institution has received the prior permission of the competent authorities;
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(d)  prior to granting the permission referred to in point (c), and on a continuing basis,

the competent authorities are satisfied that the level of integrated management, risk

management and internal control regarding the entities that would be included in the

scope of method 1 or 2 is adequate;

(e)  the holdings in the entity belongs to [...] one of the following:

(i) the parent credit institution;

(i) the parent financial holding company:;

(ii1) the parent mixed financial holding company:

(iv) the institution:

(v) a subsidiary of one of the entities referred to in points (i) to (iv) that is included

in the scope of consolidation pursuant to Chapter 2 of Title II of Part One.

The method chosen shall be applied in a consistent manner over time.

2. For the purposes of calculating own funds on a stand-alone basis_and a sub-consolidated

basis, institutions subject to supervision on a consolidated basis in accordance with
Chapter 2 of Title II of Part One shall not deduct holdings referred to in points (h) and (i)

of Article 33(1) in financial sector entities included in the scope of consolidated

supervision

3. Competent authorities may permit institutions not to deduct a holding of an item referred to

in points (h) and (i) of Article 33(1) in the following cases:

(a)

8467/12 JB/rg 108
DGG 1C EN



(b)  where an institution referred to in Article 25 has a holding in another such institution,

(©)

or in its central or regional credit institution, and the following conditions are met:

(i1) the institutions fall within the same institutional protection scheme referred to
in Article 108(7);

(ii1) the competent authorities have granted the permission referred to in Article
108(7);

(iv) the conditions laid down in Article 108(7) are satisfied;

(v) the institution draws up and reports to the competent authorities the
consolidated balance sheet referred to in point (e) of Article 108(7) no less
frequently than own funds requirements are required to be reported under
Article 95.

(vi) the institutions included in each institutional protection scheme meet together

on a consolidated basis the requirements laid down in Article 87. in Article

100 of the Directive and in Title VI, Chapter 4 of the Directive; and carry

out reporting of compliance with those requirements in accordance with Article

95.

where a regional credit institution has a holding in its central or another regional

credit institution and the conditions laid down in point (b)(i) to (vi) are met.

3a. The holdings in respect of which deduction is not made in accordance with paragraphs 1, 2
or 3 shall qualify as equity exposures and be risk weighted in accordance with Chapter 2 or
3 of Title II of Part Three, as applicable.
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4. EBA, EIOPA and ESMA shall, through the Joint Committee, develop draft regulatory
technical standards to specify for the purposes of this Article the conditions of application
of the calculation methods listed in Annex I, Part IT and Article 228(1) of Directive
2002/87/EC for the purposes of the alternatives to deduction referred to in paragraph 1 and
point (a) of paragraph 3.

EBA, EIOPA and ESMA shall submit those draft regulatory technical standards to the
Commission by 1 January 2013.

Power is delegated to the Commission to adopt the regulatory technical standards referred
to in the first sub-paragraph in accordance with the procedure laid down in Articles 10 to

14 of Regulation (EU) No 1093/2010.

5. EBA shall develop draft regulatory technical standards to specify the conditions of

application of paragraph 3_to specify the conditions of application of points (v) and (vi)

of paragraph 3(b).

EBA shall submit those draft regulatory technical standards to the Commission by 31
January 2013.

Power is delegated to the Commission to adopt the regulatory technical standards referred
to in the first sub-paragraph in accordance with the procedure laid down in Articles 10 to

14 of Regulation (EU) No 1093/2010.
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SECTION 3

CoOMMON EQUITY TIER 1 CAPITAL

Article 47
Common Equity Tier 1 capital

The Common Equity Tier 1 capital of an institution shall consist of Common Equity Tier 1 items
after the application of the adjustments required by Article 29 to 32, the deductions pursuant to
Article 33 and the exemptions and alternatives laid down in Article 45, 46 and 74.
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Chapter 3
Additional Tier 1 capital

SECTION 1

ADDITIONAL TIER 1 ITEMS AND INSTRUMENTS

Article 48
Additional Tier 1 items

Additional Tier 1 items shall consist of the following:
(a) capital instruments, where the conditions laid down in Article 49(1) are met;
(b) the share premium accounts related to the instruments referred to in point (a).

Instruments included under point (a) shall not qualify as Common Equity Tier 1 or Tier 2 items.

Article 49

Additional Tier 1 instruments

1. Capital instruments shall qualify as Additional Tier 1 instruments only if the following

conditions are met:

(a) the instruments are issued and paid up;

(b) the instruments are not purchased by any of the following:
(1) the institution or its subsidiaries;

(i) aundertaking in which the institution has a material holding or a participation

in the form of ownership, direct or by way of control, of 20% or more of the

voting rights or capital of that undertaking;
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(c) the purchase of the instruments is not funded directly or indirectly by the institution;

(d) the instruments rank below Tier 2 instruments in the event of the insolvency of the

institution;

(e) the instruments are not secured, or subject to a guarantee that enhances the

seniority of the claim |...] by any of the following:

(1) the institution or its subsidiaries;

(i) the parent undertaking of the institution or its subsidiaries;

(iii)
(iv)
(v)

(vi) any undertaking that has close links with entities referred to in points (i) or (ii)
(f) the instruments are not subject to any arrangement, contractual or otherwise, that

enhances the seniority of the claim under the instruments

(g) the instruments are perpetual and the provisions governing them include no incentive

for the institution to redeem them:;

(h)  where the provisions governing the instruments include one or more call options, the

option to call may be exercised at the sole discretion of the issuer;

(1) the instruments may be called, redeemed or repurchased only where the conditions
laid down in Article 72 are met, and not before five years after the date of issuance

except where the conditions laid down in Article 73(2a) are met;
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(j)  the provisions governing the instruments do not indicate explicitly or implicitly that
the instruments would or might be called, redeemed or repurchased and the

institution does not otherwise provide such an indication;

(k) the institution does not indicate explicitly or implicitly that the competent authority

would consent to a request to call, redeem or repurchase the instruments;

(I)  the instruments meet the following conditions_as regards distributions:

(1) _they shall be paid out of distributable items as defined in Article 26 (h) (ii);

(i)  the level of distributions made on the instruments will not be modified based

on the credit standing of the institution_or its parent undertaking ;

(ii1) the provisions governing the instruments give the institution full discretion at
all times to cancel the distributions on the instruments for an unlimited period
and on a non-cumulative basis, and the institution may use such cancelled

payments without restriction to meet its obligations as they fall due;

(iv) cancellation of distributions does not constitute an event of default of the

institution;
(v) the cancellation of distributions imposes no restrictions on the institution;

(m) the instruments do not contribute to a determination that the liabilities of an
institution exceed its assets, where such a determination constitutes a test of

insolvency under applicable national law;

(n) the provisions governing the instruments require the principal amount of the

instruments to be written down_on a permanent or temporary basis, or the

instruments to be converted to Common Equity Tier 1 instruments, upon the

occurrence of a trigger event;
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(0)

the provisions governing the instruments include no feature that could hinder the

recapitalisation of the institution;

(p) where the instruments are not issued directly by the institution or by an operating
entity within the consolidation pursuant to Chapter 2 of Title II of Part One_, the
proceeds are immediately available without limitation in a form that satisfies the
conditions laid down in this paragraph to_those entities.

2. EBA shall develop draft regulatory technical standards to specify all the following:

(a) the form and nature of incentives to redeem;

(b) _the nature of any write up of the principal amount of an Additional Tier 1 instrument
following a write down of'its principal amount on a temporary basis;

(c) the procedures and timing for the following:

(1)  determining that a trigger event has occurred;
(1) (i) writing up the principal amount of an Additional Tier 1 instrument
following a write down of its principal amount on a temporary basis;

(d) features of instruments that could hinder the recapitalisation of the institution;

(e) the use of special purposes entities for indirect issuance of own funds instruments.
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EBA shall submit those draft regulatory technical standards to the Commission by 1
January 2013.

Power is delegated to the Commission to adopt the regulatory technical standards referred
to in the first sub-paragraph in accordance with the procedure laid down in Articles 10 to

14 of Regulation (EU) No 1093/2010.

Article 50
Restrictions on the cancellation of distributions on Additional Tier 1 instruments and features that

could hinder the recapitalisation of the institution

For the purposes of points (1)(v) and (o) of Article 49(1), the provisions governing Additional Tier 1

instruments may, in particular, not include the following:

(a) arequirement for distributions on the instruments to be made in the event of a
distribution being made on an instrument issued by the institution that ranks to the
same degree as, or more junior than, an Additional Tier 1 instrument, including a

Common Equity Tier 1 instrument;

(b)  arequirement for the payment of distributions on Common Equity Tier 1, Additional
Tier 1 or Tier 2 instruments to be cancelled in the event that distributions are not

made on those Additional Tier 1 instruments;

(c) an obligation to substitute the payment of interest or dividend by a payment in any

other form. The institution shall not otherwise be subject to such an obligation.
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Article 51

Write down or conversion of Additional Tier 1 instruments

1. For the purposes of point (n) of Article 49(1), the following provisions shall apply to

Additional Tier 1 instruments:

(a) atrigger event occurs when the Common Equity Tier 1 capital ratio of the institution

referred to in point (a) of Article 87 falls below either of the following:
(1 5.125 %;

(i) alevel higher than 5.125 %, where determined by the institution and specified

in the provisions governing the instrument;

(aa) institutions may specify in the provisions governing the instrument one or more

trigger events in addition to that referred to in point (a);

(b)  where the provisions governing the instruments require them to be converted into
Common Equity Tier 1 instruments upon the occurrence of a trigger event, those

provisions shall specify either of the following:
(1) the rate of such conversion and a limit on the permitted amount of conversion;

(i) arange within which the instruments will convert into Common Equity Tier 1

instruments;

(c)  where the provisions governing the instruments require their principal amount to be
written down upon the occurrence of a trigger event, the write down shall reduce all

the following:

(i)  the claim of the holder of the instrument in the insolvency or liquidation of the

institution;
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(i1) the amount required to be paid in the event of the call or redemption of the

instrument;

(ii1) the distributions made on the instrument.

2. Write down or conversion of an Additional Tier 1 instrument shall, under the [...]

applicable accounting standard, generate items that qualify as Common Equity Tier 1

items.

3. The amount of Additional Tier 1 instruments recognised in Additional Tier 1 items is

limited to the minimum amount Common Equity Tier 1 items that would be generated if

the principal amount of the Additional Tier 1 instruments were fully written down or

converted into Common Equity Tier 1 instruments.

4. The aggregate amount of Additional Tier 1 instruments that is required to be written down

or converted upon the occurrence of a trigger event shall be no less than the lower of the

following:

(a)  the amount required to restore fully the Common Equity Tier 1 ratio of the institution

to 5.125%:

(b)  the full principal amount of the instrument.

5. When a trigger event occurs institutions shall do the following without delay:

(a) inform the competent authorities and the holders of the Additional Tier 1

instruments;

b) write down the principal amount of the instruments, or convert the instruments into

Common Equity Tier 1 instruments without delay, in accordance with the

requirement laid down in this Article.
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Article 52

Consequences of the conditions for Additional Tier I instruments ceasing to be met

The following shall apply where, in the case of an Additional Tier 1 instrument, the conditions laid

down in Article 49(1) cease to be met:

(a) that instrument shall immediately cease to qualify as an Additional Tier 1 instrument
(b) the part of the share premium accounts that relates to that instrument shall immediately

cease to qualify as Additional Tier 1 items.
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SECTION 2

DEDUCTIONS FROM ADDITIONAL TIER 1 ITEMS

Article 53

Deductions from Additional Tier 1 items

Institutions shall deduct the following from Additional Tier 1 items:

(a)

(b)

(©)

(d)

(e)

direct, indirect and synthetic holdings by an institution of own Additional Tier 1
instruments, including own Additional Tier 1 instruments that an institution could be

obliged to purchase as a result of existing contractual obligations;

direct, indirect and synthetic holdings of the Additional Tier 1 instruments of financial

sector entities with which the institution has reciprocal cross holdings that the competent
authority considers to have been designed to inflate artificially the own funds of the

institution;

the applicable amount determined in accordance with Article 57 of direct, indirect and

synthetic holdings of the Additional Tier 1 instruments of financial sector entities, where

an institution does not have a significant investment in those entities;

direct, indirect and synthetic holdings by the institution of the Additional Tier 1

instruments of financial sector entities where the institution has a significant investment in

those entities, excluding underwriting positions held for 5 working days or fewer;

the amount of items required to be deducted from Tier 2 items pursuant to Article 63 that

exceed the Tier 2 capital of the institution;
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§)) any tax charge relating to Additional Tier 1 items foreseeable at the moment of its
calculation, except where the institution suitably adjusts the amount of Additional Tier 1
items insofar as such tax charges reduce the amount up to which those items may be

applied to cover risks or losses.

Article 54

Deductions of holdings of own Additional Tier 1 instruments

For the purposes of point (a) of Article 53, institutions shall calculate holdings of own Additional

Tier 1 instruments on the basis of gross long positions subject to the following exceptions:

(a) institutions may calculate the amount of holdings of own Additional Tier 1 instruments on
the basis of the net long position provided the long and short positions are in the same

underlying exposure and the short positions involve no counterparty risk;

(b) institutions shall determine the amount to be deducted for direct, indirect or synthetic
holdings of index securities by calculating the underlying exposure to own Additional Tier

1 instruments in those indices;

(©) gross long positions in own Additional Tier 1 instruments resulting from holdings of index
securities may be netted by the institution against short positions in own Additional Tier 1
instruments resulting from short positions in the underlying indices, including where those

short positions involve counterparty risk.
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Article 55

Deduction of holdings of Additional Tier I instruments of financial sector entities and where an

institution has a reciprocal cross holding designed artificially to inflate own funds

Institutions shall make the deductions required by points (b), (¢) and (d) of Article 53 in accordance

with the following:

(a)

(b)

holdings of Additional Tier 1 instruments shall be calculated on the basis of the gross long

positions;

additional Tier 1 own-fund insurance items shall be treated as holdings of Additional Tier

1 instruments for the purposes of deduction.

Article 56

Deduction of holdings of Additional Tier 1 instruments of financial sector entities

Institutions shall make the deductions required by points (c) and (d) of Article 53 in accordance

with the following:

(a)

(b)

they shall calculate holdings of the capital instruments of financial sector entities on the

basis of the net long position in the same underlying exposure provided the maturity of the
short position matches the maturity of the long position or has a residual maturity of at

least one year;

they shall determine the amount to be deducted for direct, indirect and synthetic holdings
of index securities by calculating the underlying exposure to the capital instruments of the

financial sector entities in those indices.
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Article 57

Deduction of holdings of Additional Tier I instruments where an institution does not have

a significant investment in a financial sector entity

For the purposes of point (c) of Article 53, institutions shall calculate the applicable

amount to be deducted by multiplying the amount referred to in point (a) by the factor

derived from the calculation referred to in point (b):

(a)

(b)

the aggregate amount by which the direct, indirect and synthetic holdings by the
institution of the Common Equity Tier 1, Additional Tier 1 and Tier 2 instruments of

financial sector entities exceeds 10% of the Common Equity Tier 1 items of the

institution calculated after applying the following:
(1)  Article 29 to 32;

(1))  points (a) to (g) and (1) of Article 33(1), excluding deferred tax assets that rely

on future profitability and arise from temporary differences;
(ii1) Articles 41 and 42;

the amount of direct, indirect and synthetic holdings by the institution of the

Additional Tier 1 instruments of financial sector entities divided by the aggregate

amount of all direct and indirect holdings by the institution of the Common Equity

Tier 1, Additional Tier 1 and Tier 2 instruments of those financial sector entities.

Institutions shall exclude underwriting positions held for 5 working days or fewer from the

amount referred to in point (a) of paragraph 1 and from the calculation of the factor

referred to in point (b) of paragraph 1.
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3. The amount to be deducted pursuant to paragraph 1 shall be apportioned across each

Additional Tier 1 instrument held. Institutions shall determine the portion of holdings of

Additional Tier 1 instruments that is deducted by dividing the amount specified in point (a)

by the amount specified in point (b):
(a) the amount of holdings required to be deducted pursuant to paragraph 1;

(b) the aggregate amount of direct, indirect and synthetic holdings by the institution of

the ]...] Additional Tier 1 instruments of financial sector entities in which the

institution does not have a significant investment.
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SECTION 3

ADDITIONAL TIER 1 CAPITAL

Article 58
Additional Tier 1 capital

The Additional Tier 1 capital of an institution shall consist of Additional Tier 1 items after the

deduction of the items referred to in Article 53 and the application of Article 74.
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Chapter 4
Tier 2 capital

SECTION 1

TIER 2 ITEMS AND INSTRUMENTS

Article 59

Tier 2 items

Tier 2 items shall consist of the following:

(a) capital instruments_and subordinated loans where the conditions laid down in Article 60
are met;

(b) _share premium accounts related to the instruments referred to in point (a);

(©) for institutions calculating risk-weighted exposure amounts in accordance with Chapter 2

of Title I1, general credit risk adjustments, gross of tax effects, of up to 1.25 % of risk-
weighted exposure amounts calculated in accordance with Chapter 2 of Title II of Part

Three;

(d) for institutions calculating risk-weighted exposure amounts under Chapter 3 of Title I,
positive amounts, gross of tax effects, resulting from the calculation laid down in Article
154 and 155 up to 0,6 % of risk weighted exposure amounts calculated under Chapter 3 of
Title II of Part Three.

Items included under point (a) shall not qualify as Common Equity Tier 1 or Additional Tier 1

items.
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Article 60

Tier 2 instruments

Capital instruments |...] including subordinated loans shall qualify as Tier 2 instruments provided

the following conditions are met:

(a) the instruments are issued and fully paid-up;

(b) the instruments are not purchased by any of the following:
(1) the institution or its subsidiaries;

(i) an undertaking in which the institution has a material holding or participation in the

form of ownership, direct or by way of control, of 20% or more of the voting rights

or capital of that undertaking;
(c) the purchase of the instruments is not funded directly or indirectly by the institution;

(d) the claim on the principal amount of the instruments under the provisions governing the

instruments is wholly subordinated to claims of all non-subordinated creditors;

(e) the instruments are not secured, or subject to a guarantee that enhances the seniority of the

claim [...] by any of the following:

(i)  the institution or its subsidiaries;

(i1) the parent undertaking of the institution or its subsidiaries;

(iii)
(iv)
(v)

(vi) any undertaking that has close links with entities referred to in points (i) or (ii) ;
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(h)

(1)

\)

(k)

)

(m)

()

the instruments are not subject to any arrangement that otherwise enhances the seniority of

the claim under the instruments;
the instruments have an original maturity of at least 5 years;

the provisions governing the instruments do not include any incentive for their principal

amount to be redeemed by the institution_prior to their maturity;

where the instruments include one or more call options, the options are exercisable at the

sole discretion of the issuer;

the instruments may be called, redeemed or repurchased only where the conditions laid
down in Article 72 are met, and not before five years after the date of issuance except

where the conditions laid down in Article 73(2a) are met;

the provisions governing the instruments do not indicate explicitly or implicitly that the

instruments would or might be redeemed or repurchased by the institution other than in the

insolvency or liquidation of the institution and the institution does not otherwise provide

such an indication ;

the provisions governing the instruments do not give the holder the right to accelerate the
future scheduled payment of interest or principal, other than in the insolvency or

liquidation of the institution;

the level of interest or dividend payments due on the instruments will not be modified

based on the credit standing of the institution_or its parent undertaking ;

where the instruments are not issued directly by the institution or by an operating entity
within the consolidation pursuant to Chapter 2 of Title II of Part One_, the proceeds are
immediately available without limitation in a form that satisfies the conditions laid down in

this paragraph to those entities.
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Article 61

Amortisation of Tier 2 instruments

The extent to which Tier 2 instruments qualify as Tier 2 items during the final 5 years of maturity of
the instruments is calculated by multiplying the result derived from the calculation in point (a) by

the amount referred to in point (b) as follows:

(a) the nominal amount of the instruments on the first day of the final five year period of their

contractual maturity divided by the number of calendar days in that period;

(b) the number of remaining calendar days of contractual maturity of the instruments.

Article 62

Consequences of the conditions for Tier 2 instruments ceasing to be met

Where in the case of a Tier 2 instrument the conditions laid down in Article 60 cease to be met, the

following shall apply:
(a) that instrument shall immediately cease to qualify as a Tier 2 instrument;
(b) the part of the share premium accounts that relate to that instrument shall immediately

cease to qualify as Tier 2 items.
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SECTION 2

DEDUCTIONS FROM TIER 2 ITEMS

Article 63

Deductions from Tier 2 items

The following shall be deducted from Tier 2 items:

(a)

(b)

(©)

(d)

direct, indirect and synthetic holdings by an institution of own Tier 2 instruments,
including own Tier 2 instruments that an institution could be obliged to purchase as a result

of existing contractual obligations;

direct, indirect and synthetic holdings of the Tier 2 instruments of financial sector entities

with which the institution has reciprocal cross holdings that the competent authority

considers to have been designed to inflate artificially the own funds of the institution;

the applicable amount determined in accordance with Article 67 of direct, indirect and

synthetic holdings of the Tier 2 instruments of financial sector entities, where an institution

does not have a significant investment in those entities;

direct, indirect and synthetic holdings by the institution of the Tier 2 instruments of

financial sector entities where the institution has a significant investment in those entities,

excluding underwriting positions held for fewer than 5 working days.
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Article 64

Deductions of holdings of own Tier 2 instruments

For the purposes of point (a) of Article 63, institutions shall calculate holdings on the basis of the

gross long positions subject to the following:

(a) institutions may calculate the amount of holdings on the basis of the net long position
provided the long and short positions are in the same underlying exposure and the short

positions involve no counterparty risk;

(b) institutions shall determine the amount to be deducted for direct, indirect and synthetic
holdings of index securities by calculating the underlying exposure to own Tier 2

instruments in those indices;

(©) institutions may net gross long positions in own Tier 2 instruments resulting from holdings
of index securities against short positions in own Tier 2 instruments resulting from short
positions in the underlying indices, including where those short positions involve

counterparty risk.

Article 65

Deduction of holdings of Tier 2 instruments of financial sector entities and where an institution has

a reciprocal cross holding designed artificially to inflate own funds

Institutions shall make the deductions required by points (b), (c) and (d) of Article 63 in accordance

with the following provisions:

(a) holdings of Tier 2 instruments |...] shall be calculated on the basis of the gross long

positions;

(b) holdings of Tier 2 own-fund insurance items and Tier 3 own-fund insurance items shall be

treated as holdings of Tier 2 instruments for the purposes of deduction.
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Article 66

Deduction of holdings of Tier 2 instruments [...] of financial sector entities

Institutions shall make the deductions required by points (c) and (d) of Article 63 in accordance
with the following:

(a) they may calculate holdings of the capital instruments |...] of financial sector entities on the

basis of the net long position in the same underlying exposure provided the maturity of the
short position matches the maturity of the long position or has a residual maturity of at

least one year;

(b) they shall determine the amount to be deducted for direct, indirect and synthetic holdings
of index securities by looking through to the underlying exposure to the capital instruments

of the financial sector entities in those indices.

Article 67
Deduction of Tier 2 instruments where an institution does not have a significant investment in a

financial sector entity

1. For the purposes of point (c) of Article 63, institutions shall calculate the applicable
amount to be deducted by multiplying the amount referred to in point (a) by the factor

derived from the calculation referred to in point (b):

(a) the aggregate amount by which the direct, indirect and synthetic holdings by the
institution of the Common Equity Tier 1, Additional Tier 1 and Tier 2 instruments of

financial sector entities exceeds 10% of the Common Equity Tier 1 items of the

institution calculated after applying the following:
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(1) Article 29 to 32;

(i) points (a) to (g) and (j) to (1) of Article 33(1), excluding the amount to be
deducted for deferred tax assets that rely on future profitability and arise from

temporary differences;
(i11) Articles 41 and 42;

(b) the amount of direct, indirect and synthetic holdings by the institution of the Tier 2

instruments of financial sector entities divided by the aggregate amount of all direct,

indirect and synthetic holdings by the institution of the Common Equity Tier 1,

Additional Tier 1 and Tier 2 instruments of those financial sector entities.

2. Institutions shall exclude underwriting positions held for 5 working days or fewer from the
amount referred to in point (a) of paragraph 1 and from the calculation of the factor

referred to in point (b) of paragraph 1.

3. The amount to be deducted pursuant to paragraph 1 shall be apportioned across each Tier 2

instrument held. Institutions shall determine the portion of holdings of Tier 2 instruments

that is deducted by dividing the amount specified in point (a) by the amount specified in
point (b):

(a) the total amount of holdings required to be deducted pursuant to paragraph 1;

(b) aggregate amount of direct, indirect and synthetic holdings by the institution of the

[...] Tier 2 instruments of financial sector entities in which the institution does not

have a significant investment.

8467/12 JB/rg 133
DGG 1C EN



SECTION 3

TIER 2 CAPITAL

Article 68
Tier 2 capital

The Tier 2 capital of an institution shall consist of the Tier 2 items of the institution after the

deductions referred to in Article 63 and the application of Article 74.
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Chapter 5

Own funds

Article 69
Own funds

The own funds of an institution shall consist of the sum of its Tier 1 capital and Tier 2 capital.
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Chapter 6

General requirements

Article 69a

Distributions on own funds instruments

1. Capital instruments for which an institution has the sole discretion to decide to pay

distributions in a form other than cash or an own funds instrument shall not be capable of

qualifying as Common Equity Tier 1, Additional Tier 1 or Tier 2 instruments unless the

institution has received the prior permission of the competent authorities.

2. Competent authorities shall grant the permission referred to in paragraph 1 only where they

consider all the following conditions to be met:

(a)  the ability of the institution to cancel payments under the instrument would not be

adversely affected by the discretion referred to in paragraph 1. or by the form in

which distributions could be made;

(b)  the ability of the instrument to absorb losses would not be adversely affected by the

discretion referred to in paragraph 1, or by the form in which distributions could be

made;

(c)  the quality of the capital instrument would not otherwise be reduced by the

discretion referred to in paragraph 1 or the form in which distributions could be

made.

8467/12 JB/rg 136
DGG 1C EN



3. Capital instruments for which a legal person other than the institution issuing them has the

discretion to decide or require that the payment of distributions on the instrument shall be

made in a form other than cash or an own funds instrument shall not be capable of

qualifying as Common Equity Tier 1, Additional Tier 1 or Tier 2 instruments.

4. Institutions may use [...] in a broad market index as one of the bases for determining the

level of distributions on Additional Tier 1 and Tier 2 instruments.

5. Paragraph 4 shall not apply where the institution is a reference entity in that broad market

index unless both the following conditions are met:

(a)  the institution considers movements in that broad market index not to be

significantly correlated to the credit stranding of the institution, its parent institution

or parent financial holding company or parent mixed financial holding company or

parent mixed activity holding company:

(b)  the competent authority has not reached a different determination from that referred

to in point (a).

6. The EBA shall develop draft implementing technical standards to specify the indices that

shall qualify as broad indices for the purposes of paragraph 1.

EBA shall submit those draft implementing technical standards to the Commission by 1

January 2013.

Power is delegated to the Commission to adopt the implementing technical standards

referred to in the first sub-paragraph in accordance with the procedure laid down in Article

15 of Regulation (EU) No 1093/2010.

8467/12 JB/rg 137
DGG 1C EN



Article 70

Holding of capital instruments of financial sector entities that do not qualify as regulatory capital

Institutions shall not deduct from any element of own funds direct, indirect or synthetic holdings of

a financial sector entity within the meaning of Article 137(4) that do not qualify as regulatory

capital of that entity. Institutions shall apply a risk weight to such holdings in accordance with

Chapter 2 or 3 of Title II of Part Three, as applicable.

Article 70a

Deduction and maturity requirements for cash equity positions in the trading book

The maturity requirements for short positions referred to in Articles 42(a), 56(a), and 66(a) shall not

apply in respect of cash equity positions held in the trading book where the following conditions are

met:

(a) the institution has the contractual right to sell on a specific future date to the counterparty
providing the hedge the long position that is being hedged:

(b) the counterparty [...] providing the hedge to the institution is contractually obliged to
purchase from the institution on that specific future date the long position referred to in
point (a).

Article 71
Index holdings_of capital instruments

0. For the purposes of Articles 39(a), 42(a), 54(a), 56(a), 64(a) and 66(a), institutions may
reduce the amount of a long position in a capital instrument by the portion of the index that
is made up of the same underlying exposure that is being hedged, provided the following
conditions are met:
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(a)  the long position being hedged and the short position in an index used to hedge that

long position are held in the trading book:

(b)  the positions referred to in point (a) are held at fair value on the balance sheet of the

institution;

(c)  the short position referred to in point (a) qualifies as an effective hedge under the

internal control processes of the institution;

(d) the competent authorities assess the adequacy of the control processes referred t

0 in

point (¢) on at least an annual basis and are satisfied with their continuing

appropriateness.

Where the competent authority has given its prior permission, an institution may use a

conservative estimate of the underlying exposure of the institution to capital instruments

included in indices as an alternative to an institution calculating its exposure to the items

referred to in either or both of points (a) and (b):

(a)  own Common Equity Tier 1. Additional Tier 1 and Tier 2 instruments included in

indices;

(b)  or Common Equity Tier 1, Additional Tier 1 and Tier 2 instruments of financial

sector entities, included in indices

_Competent authorities shall grant such permission only where the institution has

demonstrated to their satisfaction that it would be operationally burdensome for the

institution to monitor its underlying exposure to the items referred to in one or both of

points (a) or (b), as appropriate, of paragraph 1 .

EBA shall develop draft regulatory technical standards to specify:

(a) the extent of conservatism required in estimates used as an alternative to the

calculation of underlying exposure referred to in paragraph 1;
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(b) the meaning of operationally burdensome for the purposes of paragraph 2.

EBA shall submit those draft regulatory technical standards to the Commission by 1
January 2013.

Power is delegated to the Commission to adopt the regulatory technical standards referred
to in the first sub-paragraph in accordance with the procedure laid down in Articles 10 to

14 of Regulation (EU) No 1093/2010.

Article 72

Conditions for reducing own funds

An institution shall require the prior permission of the competent authority to do the following:

(a)

(b)

reduce, redeem or repurchase Common Equity Tier 1 instruments issued by the institution

in a manner that is permitted under applicable national law;

effect the call, redemption or repurchase of Additional Tier 1 instruments, or Tier 2

instruments prior to the date of their contractual maturity.

Article 73
Supervisory permission for reducing own funds

The competent authority shall grant permission for an institution to reduce, repurchase, call
or redeem Common Equity Tier 1, Additional Tier 1 or Tier 2 instruments where any of

the following conditions is met:
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2a.

(a) earlier than or at the same time as the action referred to in Article 72, the institution
replaces the instruments referred to in Article 72 with own funds instruments of
equal or higher quality at terms that are sustainable for the income capacity of the

institution;

(b) the institution has demonstrated to the satisfaction of the competent authority that the
own funds of the institution would, following the action in question, exceed the
requirements laid down in Article 87(1) by a margin that the competent
authority may consider necessary on the basis of Article 100 (2) ...] of the Directive

[inserted by OP].

When assessing under point (a) the sustainability of the replacement instruments for the

income capacity of the institution, competent authorities shall consider the extent to which

those replacement capital instruments would be more costly for the institution than those

they would replace.

Where an institution takes an action referred to in point (a) of Article 72 and the refusal of
redemption of Common Equity Tier 1 instruments referred to in Article 25 is prohibited by
applicable national law, the competent authority may waive the conditions laid down in
paragraph 1 of this Article provided the competent authority requires the institution to limit

the redemption of such instruments on an appropriate basis.

The competent authorities may permit institutions to redeem Additional Tier 1 or Tier 2

instruments before 5 years after the date of issue only where the conditions laid down in

paragraph 1 and point (a) or (b) of this paragraph are met:

(a)  there is a change in the regulatory classification of those instruments that would be

likely to result in their exclusion from own funds or reclassification as a lower

quality form of own funds, and both the following conditions are met:

(1) the competent authority considers such a change to be sufficiently certain:
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(b)

(11)  the institution demonstrates to the satisfaction of the competent authorities that

the regulatory reclassification of those instruments was not reasonably

foreseeable at the time of their issuance:

there is a change in the applicable tax treatment of those instruments which the

institution demonstrates to the satisfaction of the competent authorities is material

and was not reasonably foreseeable at the time of their issuance.

EBA shall develop draft regulatory technical standards to specify the following:

(a)

(b)

(c)

the meaning of sustainable for the income capacity of the institution;
the appropriate bases of limitation of redemption referred to in paragraph 2;

the process and data requirements for an application by an institution for the consent
of the competent authority to carry out an action listed in Article 72, including the

process to be applied in the case of redemption of shares issued to members of

cooperative societies, and the time period for processing such an application.

EBA shall submit those draft regulatory technical standards to the Commission by 1

January 2013.

Power is delegated to the Commission to adopt the regulatory technical standards referred

to in the first sub-paragraph in accordance with the procedure laid down in Articles 10 to

14 of Regulation (EU) No 1093/2010.
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Article 74

Temporary waiver from deduction from own funds

1. Where an institution holds capital instruments that qualify as Common Equity Tier 1,

Additional Tier 1 or Tier 2 instruments in a financial sector entity temporarily and the
competent authority deems those holdings to be for the purposes of a financial assistance
operation designed to reorganise and save that entity, the competent authority may waive
on a temporary basis the provisions on deduction that would otherwise apply to those

instruments.

Article 75

Continuing review of quality of own funds

1. EBA shall monitor the quality of own funds instruments issued by institutions across the
Union and shall notify the Commission immediately where there is significant evidence of

material deterioration in the quality of those instruments.
2. A notification shall include the following:
(a) adetailed explanation of the nature and extent of the deterioration identified;

(b) technical advice on the action by the Commission that EBA considers to be

necessary.

3. EBA shall provide technical advice to the Commission on any significant changes it

considers to be required to the definition of own funds as a result of any of the following:
(a) relevant developments in market standards or practice;

(b) changes in relevant legal or accounting standards;
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(c) significant developments in the methodology of EBA for stress testing the solvency

of institutions.

4. EBA shall provide technical advice to the Commission by 31 December 2013 on possible
treatments of unrealised gains measured at fair value other than including them in
Common Equity Tier 1 without adjustment. Such recommendations shall take into account
relevant developments in international accounting standards and in international

agreements on prudential standards for banks.
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Title 111
Minority interest and Additional Tier 1 and Tier 2

instruments issued by subsidiaries held by persons other than

undertakings included in consolidation

Article 76

Minority interests that qualify for inclusion in consolidated Common Equity Tier 1 capital

1. Minority interests shall comprise the Common Equity Tier 1 instruments, plus the related

retained earnings, share premium accounts_and other reserves, of a subsidiary where the

following conditions are met:
(a) the subsidiary is one of the following:
(1)  an institution;

(i) an undertaking that is subject by virtue of applicable national law to the

requirements of this Regulation and Directive [inserted by OP],

(b) the subsidiary is included fully in the consolidation pursuant to Chapter 2 of Title II
of Part One;

(c) those Common Equity Tier 1 instruments are owned by persons other than the
undertakings included in the consolidation pursuant to Chapter 2 of Title II of Part
One.

2. Minority interests that are funded directly or indirectly, through a special purpose entity or

otherwise, by the parent undertaking of the institution, or its subsidiaries shall not qualify

as consolidated Common Equity Tier 1 capital.
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Article 77
Qualifying Additional Tier 1, Tier 1, Tier 2 capital and qualifying own funds

Qualifying Additional Tier 1, Tier 1, Tier 2 capital and qualifying own funds shall comprise the
minority interest, Additional Tier 1, Tier 1 or Tier 2 instruments, as applicable, plus the related
retained earnings and share premium accounts, of a subsidiary where the following conditions are

met:
(a) the subsidiary is either of the following:
(i)  an institution;

(1) an undertaking that is subject by virtue of applicable national law to the requirements

of this Regulation and Directive [inserted by OP];

(b) the subsidiary is included fully in the scope of consolidation pursuant to Chapter 2 of Title
II of Part One;
(©) those instruments are owned by persons other than the undertakings included in the

consolidation pursuant to Chapter 2 of Title II of Part One.

Article 78
Qualifying Additional Tier 1 and Tier 2 capital issued by a special purpose entity

1. Additional Tier 1 and Tier 2 instruments issued by special purpose entity, and the related
retained earnings and share premium accounts, are included in qualifying Additional Tier
1, Tier 1 or Tier 2 capital or qualifying own funds, as applicable, only where the following

conditions are met:

(a) the special purpose entity issuing those instruments is included fully in the

consolidation pursuant to Chapter 2 of Title II of Part One;
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(b) the instruments, and the related retained earnings and share premium accounts, are
included in qualifying Additional Tier 1 capital only where the conditions laid down

in Article 49(1) are satisfied;

(c) the instruments, and the related retained earnings and share premium accounts, are
included in qualifying Tier 2 capital only where the conditions laid down in Article

60 are satisfied;

(d) the only asset of the special purpose entity is its investment in the own funds of the

parent undertaking or a subsidiary thereof that is included fully in the consolidation

pursuant to Chapter 2 of Title 2 of Part One, the form of which satisfies the relevant

conditions laid down in Articles 49(1) or 60, as applicable.

Where the competent authority considers the assets of a special purpose entity other than

its investment in the own funds of the parent undertaking or a subsidiary thereof that is

included in the scope of consolidation pursuant to Chapter 2 of Title II of Part One, to be

minimal and insignificant for such an entity, the competent authority may waive the

condition specified in point (d).

2. EBA shall develop draft regulatory technical standards to specify the types of assets that
relate to the operation of the special purpose entity and the concepts of minimal and
insignificant referred to in second subparagraph of paragraph 1.
EBA shall submit those draft regulatory technical standards to the Commission by 1
January 2013.
Power is delegated to the Commission to adopt the regulatory technical standards referred
to in the first sub-paragraph in accordance with the procedure laid down in Articles 10 to
14 of Regulation (EU) No 1093/2010.
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1.

(a)

Article 79

Minority interests included in consolidated Common Equity Tier I capital

Institutions shall determine the amount of minority interests of a subsidiary that is included in

consolidated Common Equity Tier 1 capital by subtracting from the minority interests of that

undertaking the result of multiplying the amount referred to in point (a) by the percentage

referred to in point (b):

the Common Equity Tier 1 capital of the subsidiary minus the lower of the following:

(@)

(i)

the amount of Common Equity Tier 1 capital of that subsidiary required to meet the

sum of the requirement laid down in point (a) of Article 87(1), the requirements

referred to in Article 443 A and 443 B, the specific own funds requirements

referred to in Article 100 of Directive, the combined buffer referred to in Article

122(2) of Directive [inserted by OP] [...] , the Systemic Risk Buffer requirement

referred to in Article 124a of Directive [inserted by OP] and the requirements in

Article 476 [...] :

the amount of consolidated Common Equity Tier 1 capital that relates to that
subsidiary that is required on a consolidated basis to meet the sum of the requirement

laid down in point (a) of Article 87(1), the requirements referred to in Article 443

A and 443 B, the specific own funds requirements referred to in Article 100 of

Directive, the combined buffer referred to in Article 122(2) of Directive [inserted by

OP] [...] , the Systemic Risk Buffer requirement referred to in Article 124a of

Directive [inserted by OP and the requirements in Article 476 [...] |...]
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(b) the minority interests of the subsidiary expressed as a percentage of all Common Equity
Tier 1 instruments of that undertaking plus the related retained earnings, share premium

accounts and other reserves.

2. The calculation referred to in paragraph 1 shall be undertaken on a sub-consolidated basis

for each subsidiary referred to in Article 76(1).

An institution may choose not to undertake this calculation for a subsidiary referred to in

Article 76(1). Where an institution takes such a decision, the minority interest of that

subsidiary may not be included in consolidated Common Equity Tier 1.

3. EBA shall develop draft regulatory technical standards to specify the sub-consolidation

calculation required in accordance with paragraph la of this Article, Articles 80 and 82,

EBA shall submit those draft regulatory technical standards to the Commission by 1

January 2013.

Power is delegated to the Commission to adopt the regulatory technical standards referred

to in the first sub-paragraph in accordance with the procedure laid down in Articles 10 to

14 of Regulation (EU) No 1093/2010.

Article 80

Qualifying Tier 1 instruments included in consolidated Tier I capital

Institutions shall determine the amount of qualifying Tier 1 capital of a subsidiary that is included in
consolidated own funds by subtracting from the own funds of that undertaking the result of

multiplying the amount referred to in point (a) by the percentage referred to in point (b).
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(a) the Tier 1 capital of the subsidiary minus the lower of the following:

(i)  the amount of Tier 1 capital of the subsidiary required to meet the sum of the

requirement laid down in point (b) of Article 87(1), the requirements referred to in

Article 443 A and 443 B, the specific own funds requirement referred to in Article

100 of Directive, the combined buffer referred to in Article 122(2)of Directive

[inserted by OP] [...] , the Systemic Risk Buffer requirement referred to in Article

124a of Directive [inserted by OP] and the requirements in Article 476 |...] (ii)

the amount of consolidated Tier 1 capital that relates to the subsidiary that is
required on a consolidated basis to meet the sum of the requirement laid down in

point (b) of Article 87(1), the requirements referred to in Article 443 A and 443

B. the specific own funds requirements referred to in Article 100 of Directive, the
combined buffer referred to in Article 122(2) of Directive [inserted by OP] ...] , the

Systemic Risk Buffer requirement referred to in Article 124a of Directive [inserted

by OP] and the requirements in Article 476 [...] ;

(b) the qualifying Tier 1 capital of the subsidiary expressed as a percentage of all Tier 1
instruments of that undertaking plus the related retained earnings, share premium accounts

and other reserves.

2. The calculation referred to in paragraph 1 shall be undertaken on a sub-consolidated basis

for each subsidiary referred to in Article 76(1).

An institution may choose not to undertake this calculation for a subsidiary referred to in

Article 76(1). Where an institution takes such a decision, the qualifying Tier 1 capital of

that subsidiary may not be included in consolidated Tier 1 capital.

8467/12 JB/rg 150
DGG 1C EN



Article 81
Qualifying Tier I capital included in consolidated Additional Tier I capital

Institutions shall determine the amount of qualifying Tier 1 capital of a subsidiary that is included in
consolidated Additional Tier 1 capital by subtracting from the qualifying Tier 1 capital of that
undertaking included in consolidated Tier 1 capital the minority interests of that undertaking that

are included in consolidated Common Equity Tier 1 capital.

Article 82

Qualifying own funds included in consolidated own funds

1.  Institutions shall determine the amount of qualifying own funds of a subsidiary that is
included in consolidated own funds by subtracting from the qualifying own funds of that
undertaking the result of multiplying the amount referred to in point (a) by the percentage

referred to in point (b):

(a) the own funds of the subsidiary minus the lower of the following:

(i)  the amount of own funds of the subsidiary required to meet the sum of the

requirement laid down in point (c) of Article 87(1), the requirements referred to in

Article 443 A and 443 B, the specific own funds requirement referred to in Article

100 of Directive, the combined buffer referred to in Article 122(2) of Directive

[inserted by OP] [...] , the Systemic Risk Buffer requirement referred to in Article

124a of Directive [inserted by OP] and the requirements in Article 476 |...]
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(i) the amount of own funds that relates to the subsidiary that is required on a
consolidated basis to meet the sum of the requirement laid down in point (c) of

Article 87(1), the requirements referred to in Article 443 A and 443 B, the

specific own funds requirements referred to in Article 100 of Directive, the combined

buffer referred to in Article 122(2) of Directive [inserted by OP] [...] , the Systemic

Risk Buffer requirement referred to in Article 124a of Directive [inserted by OP] and

the requirements in Article 476 |...]

(b) the qualifying own funds of the undertaking, expressed as a percentage of all own funds
instruments of the subsidiary that are included in Common Equity Tier 1, Additional Tier 1
and Tier 2 items and the related retained earnings, share premium accounts_and other

IeSCrves.

2. The calculation referred to in paragraph 1 shall be undertaken on a sub-consolidated basis

for each subsidiary referred to in Article 76(1).

An institution may choose not to undertake this calculation for a subsidiary referred to in

Article 76(1). Where an institution takes such a decision, the qualifying own funds of that

subsidiary may not be included in consolidated own funds.

Article 83

Qualifying own funds instruments included in consolidated Tier 2 capital

Institutions shall determine the amount of qualifying own funds of a subsidiary that is included in
consolidated Tier 2 capital by subtracting from the qualifying own funds of that undertaking that are
included in consolidated own funds the qualifying Tier 1 capital of that undertaking that is included

in consolidated Tier 1 capital.
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Title IV

Qualifying holdings outside the financial sector

Article 84
Risk weighting and prohibition of qualifying holdings outside the financial sector

1. A qualifying holding, the amount of which exceeds 15 % of the eligible capital of the
institution, in an undertaking which is not one of the following shall be subject to the
provisions laid down in paragraph 3:

(a) a financial sector entity;
(b) an undertaking, that is not a financial sector entity, carrying on activities which the
competent authority considers to be the following:
(i)  adirect extension of banking; or
(i1) ancillary to banking,
(ii1) leasing, factoring, the management of unit trusts, the management of data
processing services or any other similar activity.

2. The total amount of the qualifying holdings of an institution in undertakings other than
those referred to in (a) and (b) of paragraph 1 that exceeds 60 % of its eligible capital shall
be subject to the provisions laid down in paragraph 3.

3. Competent authorities shall apply the requirements laid down in point (a) or (b) to
qualifying holdings of institutions referred to in paragraphs 1 and 2:

(a) for the purpose of calculating the minimum capital requirement in accordance with
Part Three of this Regulation, institutions shall apply a risk weight of 1 250 % to the
greater of the following:

8467/12 JB/rg 153

DGG 1C EN



(1)  the amount of qualifying holdings referred to in paragraph 1 in excess of 15 %

of eligible capital;

(i1)  the total amount of qualifying holdings referred to in paragraph 2 that exceed
60 % of the eligible capital of the institution;

(b) the competent authorities shall prohibit institutions from having qualifying holdings
referred to in paragraphs 1 and 2 the amount of which exceeds the percentages of

eligible capital laid down in those paragraphs.

(¢) competent authorities shall publish their choice of (a) or (b).

4. EBA shall issue guidelines specifying the following concepts:

(a) activities that are a direct extension of banking:
(b) activities that concern services that are ancillary to banking:
(c) similar activities for the purposes of point (b)(iii) of paragraph 1.

The guidelines shall be adopted in accordance with Article 16 of Regulation (EU) No
1093/2010.

Article 85
Alternative to 1 250 % risk weight

As an alternative to applying a 1 250 % risk weight to the amounts in excess of the limits specified
in paragraphs 1 and 2 of Article 84, institutions may deduct those amounts from Common Equity

Tier 1 items in accordance with point (k) of Article 33(1).
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Article 86

Exceptions

Shares of undertakings not referred to in points (a) and (b) of Article 84 paragraph 1 shall
not be included in calculating the eligible capital limits specified in that Article where any

of the following conditions is met:

(a) those shares are held temporarily during a financial reconstruction or rescue

operation, as referred to in Article 74;

(b) the holding of those shares is an underwriting position held for 5 working days or

fewer;
(c) those shares are held in the own name of the institution and on behalf of others.

Shares which are not financial fixed assets as defined in Article 35(2) of Directive

86/635/EEC shall not be included in the calculation specified in Article 84.
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PART THREE
CAPITAL REQUIREMENTS

Title I

General Requirements, valuation and reporting

Chapter 1

Required level of own funds

SECTION 1

OWN FUNDS REQUIREMENTS FOR INSTITUTIONS

Article 87

Own funds requirements

1. Subject to Articles 88 and 89, institutions shall at all times satisfy the following own funds

requirements:
(a) aCommon Equity Tier 1 capital ratio of 4.5 %;
(b) aTier 1 capital ratio of 6 %;
(c) atotal capital ratio of 8 %.
2. Institutions shall calculate their capital ratios as follows:

(a) the Common Equity Tier 1 capital ratio is the Common Equity Tier 1 capital of the

institution expressed as a percentage of the total risk exposure amount;

(b) the Tier 1 capital ratio is the Tier 1 capital of the institution expressed as a

percentage of the total risk exposure amount;
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(c) the total capital ratio is the own funds of the institution expressed as a percentage of

the total risk exposure amount.

3. Total risk exposure amount shall be calculated as the sum of points (a) to (f) after taking

into account the provisions laid down in paragraph 4:

(a) the risk weighted exposure amounts for credit risk and dilution risk, calculated in

accordance with Title II of Part Three and Article 369, in respect of all the business

activities of an institution, excluding risk weighted exposure amounts from the

trading book business of the institution;

(b) the own funds requirements, determined in accordance with Title IV of Part Three or
Part Four, as applicable, for the trading-book business of an institution, for the

following:
(i)  position risk;

(i1) large exposures exceeding the limits specified in Articles 384 to 390, to the

extent an institution is permitted to exceed those limits;

(c) the own funds requirements determined in accordance with Title IV of Part Three or

Title V of Part Three with the exception of Article 369, as applicable, for the

following:

(1) foreign-exchange risk;
(i) settlement risk;

(ii1)) commodities risk;

(d) the own funds requirements calculated in accordance with Title VI for credit
valuation adjustment risk of OTC derivative instruments other than credit derivatives

recognised to reduce risk-weighted exposure amounts for credit risk;
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(e) the own funds requirements determined in accordance with Title III of Part Three for

operational risk;
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(f)  the risk weighted exposure amounts determined in accordance with Title II of Part
Three for counterparty risk arising from the trading book business of the institution

for the following types of transactions and agreements:
(1)  OTC derivative instruments and credit derivatives;

(i) repurchase transactions, securities or commodities lending or borrowing

transactions based on securities or commodities;
(ii1)) margin lending transactions based on securities or commodities;
(iv) long settlement transactions.

4. The following provisions shall apply in the calculation of the total exposure amount

referred to in paragraph 3:

(a) the own funds requirements referred to in points (c) to (e) of that paragraph shall

include those arising from all the business activities of an institution;

(b) institutions shall multiply the own funds requirements set out in points (b) to (e) of

that paragraph by 12.5.

Article 88

Initial capital requirement on going concern

1. The own funds of an institution may not fall below the amount of initial capital required at

the time of its authorisation.

2. Credit institutions that were already in existence on 1 January 1993, the amount of own

funds of which do not attain the amount of initial capital required may continue to carry on
their activities. In that event, the amount of own funds of those institutions may not fall

below the highest level reached with effect from 22 December 1989.
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2a.

[...] Authorised investment firms and firms covered by Article 6 of the Directive

2004/39/EC which were in existence before 31 December 1995. the amount of own funds

of which do not attain the amount of initial capital required [...] , may continue to carry on

their activities. The own funds of such firms or investment firms shall not fall below the

highest reference level calculated after the date of notification contained in Directive

93/6/EEC. That reference level shall be the average daily level of own funds calculated

over a six-month period preceding the date of calculation. It shall be calculated every six

months in respect of the corresponding preceding period.

Where control of an institution falling within the category referred to in paragraph 2 or 2a
is taken by a natural or legal person other than the person who controlled the institution
previously, the amount of own funds of that institution shall attain the amount of initial

capital required.

Where there is a merger of two or more institutions falling within the category referred to

in paragraph 2 or 2a, the amount of own funds of the institution resulting from the merger

shall not fall below the total own funds of the merged institutions at the time of the merger,

as long as the amount of initial capital required has not been attained.

Where competent authorities consider it necessary to ensure the solvency of an institution
that the requirement laid down in paragraph 1 is met, the provisions laid down in

paragraphs 2 to 4 shall not apply.
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Article 89

Derogation for small trading book business

1. Institutions may replace the capital requirement referred to in point (b) of paragraph 3 of
Article 87 by a capital requirement calculated in accordance with point (a) of that
paragraph in respect of their trading-book business, provided that the size of their on- and

off-balance-sheet trading-book business meets the following conditions:
(a) is normally less than 5% of the total assets and €15 million;
(b) never exceeds 6% of total assets and €20 million.

2. In calculating the size of on- and off-balance-sheet business, debt instruments shall be
valued at their market prices or their nominal values, equities at their market prices and
derivatives according to the nominal or market values of the instruments underlying them.

Long positions and short positions shall be summed regardless of their signs.

3. Where an institution fails to meet the condition in point (b) of paragraph 1 it shall
immediately notify the competent authority. If, following assessment by the competent
authority, the competent authority determines and notifies the institution that the
requirement in point (a) of paragraph 1 is not met, the institution shall cease to make use of

paragraph 1 from the next reporting date.
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SECTION 2

OWN FUNDS REQUIREMENTS FOR INVESTMENT FIRMS WITH
LIMITED AUTHORISATION TO PROVIDE INVESTMENT SERVICES

Article 90

Own funds requirements for investment firms with limited authorisation to provide investment

services

For the purposes of Article 87(3), investment firms that are not authorised to provide the
investment services listed in points 3 and 6 of Section A of Annex I to
Directive 2004/39/EC shall use the calculation of the total risk exposure amount specified

in paragraph 2.

Investment firms referred to in paragraph 1 shall calculate the total risk exposure amount

as the higher of the following:

(a) the sum of the items referred to in points (a) to (d) and (f) of Article 87(3) after
applying paragraph 87(4);

(b) 12.5 multiplied by the amount specified in Article 92.

Investment firms referred to in paragraph 1 are subject to all other provisions regarding
operational risk laid down in Title VII, Chapter 3, section II, Sub-section 1 of Directive

[inserted by OP].
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Article 91

Own funds requirements for investment firms which hold initial capital as laid down in

Article 28(2) of Directive [inserted by OP]

1. For the purposes of Article 87(3), the following categories of investment firm which hold
initial capital in accordance with Article 28(2)of Directive [inserted by OP] shall use the
calculation of the total risk exposure amount specified in paragraph 2:

(a) investment firms that deal on own account only for the purpose of fulfilling or
executing a client order or for the purpose of gaining entrance to a clearing and
settlement system or a recognised exchange when acting in an agency capacity or
executing a client order;

(b) investment firms:

(1) that do not hold client money or securities;

(ii) that undertake only dealing on own account ;

(ii1) that have no external customers;

(iv) for which the execution and settlement whose transactions takes place under
the responsibility of a clearing institution and are guaranteed by that
clearing institution.

2. For investment firms referred to in paragraph 1, total risk exposure amount shall be
calculated as the sum of the following:

(a) points (a) to (d) and (f) of Article 87(3) after applying paragraph 87(4);

(b) the amount referred to in Article 92 multiplied by 12.5.

3. Investment firms referred to in paragraph 1 are subject to all other provisions regarding
operational risk laid down in Title VII, Chapter 3, Section 2, Sub-section 1 of Directive
[inserted by OP].
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Article 92
Own Funds based on Fixed Overheads

1. In accordance with Article 90 and 91, an investment firm shall hold eligible capital of at

least one quarter of the fixed overheads of the investment firm for the preceding year.

2. Where there is a change in the business of an investment firm since the preceding year that
the competent authority considers to be material, the competent authority may adjust the

requirement laid down in paragraph 1.

3. Where an investment firm has not completed business for one year, starting from the day it
starts up, an investment firm shall hold eligible capital of at least one quarter of the fixed
overheads projected in its business plan, except where the competent authority requires the

business plan to be adjusted.

4., EBA in consultation with ESMA shall develop draft regulatory technical standards to

specify in greater detail the following:

(a) the calculation of the requirement to hold eligible capital of at least one quarter

of the fixed overheads of the previous vear:

(b) the conditions for the adjustment by the competent authority of the requirement

to hold eligible capital of at least one quarter of the fixed overheads of the

previous vear:;

(c) the calculation of projected fixed overheads in the case of an investment firm

that has not completed business for one vear.

EBA shall submit those draft regulatory technical standards to the Commission by 1
January 2014.

8467/12 JB/rg 164
DGG 1C EN



Article 93

Own funds for investment firms on a consolidated basis

In the case of the investment firms referred to in Article 90(1) in a group, where that group
does not include credit institutions, a parent investment firm in a Member State shall apply

Article 87 at a consolidated level as follows:
(a) using the calculation of total risk exposure amount specified in Article 90(2);

(b) own funds calculated on the basis of the consolidated financial situation of the parent

investment firm.

In the case of investment firms referred to in Article 91(1) in a group, where that group

does not include credit institutions, a parent investment firm in a Member State and an

investment firm controlled by a financial holding company shall apply Article 87 at a

consolidated level as follows:
(a) it shall use the calculation of total risk exposure amount specified in Article 91(2);

(b) it shall use own funds calculated on the basis of the consolidated financial situation

of the parent investment firm_or that of the financial holding company, as applicable,

and in compliance with Chapter 2 of Part One.
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Chapter 2

Calculation and reporting requirements

Article 94

Valuation

1. Save where otherwise provided, the valuation of assets and off-balance-sheet items shall be

effected in accordance with the applicable accounting framework.

2. By derogation to paragraph 1. competent authorities may require that institutions effect the

valuation of assets and off-balance-sheet items in accordance with International Accounting

Standards as applicable under Regulation (EC) No 1606/2002.

Article 95

Reporting on own funds requirements_and financial information

1. Reporting by institutions to the competent authorities on the obligations laid down in

Article 87 shall be carried out at least on a [...] semiannual basis.

_This reporting shall also include financial information to the extent that:
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a)  the competent authorities considers this is necessary to obtain a comprehensive view

of the risk profile of an institution's activities.

b) the competent authorities considers this information necessary to obtain a view on

the systemic risks posed by institutions to the financial sector or the real economy in

accordance with Regulation (EU) No 1093/2010.

EBA shall develop draft implementing technical standards to specify the uniform formats,

frequencies and dates of reporting, definitions and the IT solutions to be applied in the

Union for [...] the reporting in paragraph 1. Regarding the financial information, the

scope of the implementing technical standard shall be limited to institutions that a re

subject to article 4 in Regulation (EC) No 1606/2002 and those credit institutions, other

than those referred to in Article 4, that prepare their consolidated accounts in conformity

with the international accounting standards adopted in accordance with the procedure laid

down in Article 6(2).

The reporting formats shall be proportionate to the nature, scale and complexity of the

activities of the institutions.

Regarding the financial information, the scope and level of application of the reporting

shall be proportionate nature, scale and complexity of the activities of the institutions. EBA

shall submit those draft implementing technical standards to the Commission by 1 January

2013.

Power is delegated to the Commission to adopt the implementing standards referred to in
the first sub-paragraph in accordance with the procedure laid down in Article 15 of

Regulation (EU) No 1093/2010.
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Article 96

Specific reporting obligations

Institutions shall report on a |...] semiannual basis the following data to the competent

authorities for each national property market to which they are [...] exposed:

(a) losses stemming from exposures for which an institution has recognised immovable

residential property as collateral , up to_the lower of the pledged amount and 80% of the
market value or 80% of the mortgage lending value unless otherwise decided under

Article 119(2), ;

(b) overall losses stemming from exposures for which an institution has recognised

immovable by residential property as collateral, up to the part of the exposure treated as

fully secured by immovable residential property according to Article 119(1) ;

(ba) the exposure value of all outstanding exposures for which an institution has recognised

immovable residential property as collateral limited to the part treated as fully secured by

immovable residential property according to Article 119(1);

(c) losses stemming from exposures for which an institution has recognised immovable

commercial property as collateral , up to the lower of the pledged amount and 50% of the

market value or 60% of the mortgage lending value unless otherwise decided under

Article 119(2)

(d) overall losses stemming from [...] exposures for which an institution has recognised

immovable commercial property as collateral, up to the part of the exposure treated as fully

secured by immovable commercial property according to Article 119(1) .

(e) __the exposure value of all outstanding exposures for which an institution has recognised

immovable commercial property as collateral limited to the part treated as fully secured by
immovable commercial property according to Article 119(1).
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The data shall be reported

(1) to the competent authority of the home member state of the relevant institution, in case of an

institution having a branch in another Member State, the data relating to that branch

shall also be reported to the competent authority of the host Member State,

i) [..]

(111) _separately for each property market within the EEA to which the relevant institution is

exposed to.

2. The competent authorities shall publish annually on an aggregated basis the data specified
in points (a) to (_e) of paragraph 1, together with historical data, where available. A
competent authority shall, upon the request of another competent authority in a Member
State or the EBA provide to that competent authority or the EBA more detailed
information on the condition of the residential or commercial immovable property markets

in that Member State.
3. EBA shall develop draft implementing technical standards to specify the following:

(a) uniform formats, definitions, frequencies and dates of reporting, and the IT solutions

of the items referred to in paragraph 1;

(b) uniform formats, definitions, frequencies and dates of reporting, and the IT solutions,

of the aggregate data referred to in paragraph 2.

The reporting formats shall be proportionate to the nature, scale and complexity of the

activities of the institutions.
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EBA shall submit those draft implementing technical standards to the Commission by 1

January 2013.

Power is delegated to the Commission to adopt the implementing technical standards
referred to in the first sub-paragraph in accordance with the procedure laid down in Article

15 of Regulation (EU) No 1093/2010.
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Chapter 3
Trading book

Article 97
Requirements for the Trading Book

1. Positions may only be included in the trading book provided that they are either free of

restrictions on their tradability or [...] can be hedged.

2. Trading intent shall be evidenced on the basis of the strategies, policies and procedures set

up by the institution to manage the position or portfolio in accordance with Article 98.

3. Institutions shall establish and maintain systems and controls to manage their trading book

in accordance with Articles 99 and 100.

4. Institutions may include internal hedges in the calculation of capital requirements for
position risk provided that they are held with trading intent and that the requirements of

Articles 98 to 101 are met.

Article 98
Management of the trading book

In managing its positions or sets of positions in the trading book the institution shall comply with all

of the following requirements:

(a) the institution shall have in place a clearly documented trading strategy for the
position/instrument or portfolios, approved by senior management, which shall include the

expected holding period;
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(b) the institution shall have in place clearly defined policies and procedures for the active
management of positions entered into on a trading desk. Those policies and procedures

shall include the following:
(i)  which positions may be entered into by which trading desk;
(1) position limits are set and monitored for appropriateness;

(ii1)) dealers have the autonomy to enter into and manage the position within agreed limits

and according to the approved strategy;

(iv) positions are reported to senior management as an integral part of the institution's

risk management process;

(v) positions are actively monitored with reference to market information sources and an
assessment is made of the marketability or hedge-ability of the position or its
component risks, including the assessment, the quality and availability of market
inputs to the valuation process, level of market turnover, sizes of positions traded in

the market;

(c) the institution shall have in place clearly defined policies and procedures to monitor the
positions against the institution's trading strategy including the monitoring of turnover and

positions for which the originally intended holding period has been exceeded.
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Article 99

Inclusion in the Trading Book

1. Institutions shall have in place clearly defined policies and procedures for determining
which position to include in the trading book for the purposes of calculating their capital
requirements, in accordance with the requirements set out in Article 97 and the definition
of trading book in accordance with Article 4(62), taking into account the institution's risk
management capabilities and practices. The institution shall fully document its compliance

with these policies and procedures and shall subject them to periodic internal audit.

2. Institutions shall have in place clearly defined policies and procedures for the overall

management of the trading book. These policies and procedures shall at least address:

(a) the activities the institution considers to be trading and as constituting part of the

trading book for own funds requirement purposes;

(b) the extent to which a position can be marked-to-market daily by reference to an

active, liquid two-way market;
(c) for positions that are marked-to-model, the extent to which the institution can:
(i)  identify all material risks of the position;

(11) hedge all material risks of the position with instruments for which an active,

liquid two-way market exists;

(ii1) derive reliable estimates for the key assumptions and parameters used in the

model,;

(d) the extent to which the institution can, and is required to, generate valuations for the

position that can be validated externally in a consistent manner;

8467/12 JB/rg 173
DGG 1C EN



(e) the extent to which legal restrictions or other operational requirements would impede
the institution's ability to effect a liquidation or hedge of the position in the short

term;

(f)  the extent to which the institution can, and is required to, actively manage the risks of

positions within its trading operation;

(g) the extent to which the institution may transfer risk or positions between the non-

trading and trading books and the criteria for such transfers.

Article 100

Requirements for Prudent Valuation

1. All fair valued positions shall be subject to the standards for prudent valuation specified in
this Article. Institutions shall in particular ensure that the prudent valuation of their fair
valued positions achieves an appropriate degree of certainty having regard to the dynamic
nature of trading book positions, the demands of prudential soundness and the mode of

operation and purpose of capital requirements in respect of fair valued positions.

2. Institutions shall establish and maintain systems and controls sufficient to provide prudent
and reliable valuation estimates. Those systems and controls shall include at least the

following elements:

(a) documented policies and procedures for the process of valuation, including clearly
defined responsibilities of the various areas involved in the determination of the
valuation, sources of market information and review of their appropriateness,
guidelines for the use of unobservable inputs reflecting the institution's assumptions
of what market participants would use in pricing the position, frequency of
independent valuation, timing of closing prices, procedures for adjusting valuations,

month end and ad-hoc verification procedures;
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(b) reporting lines for the department accountable for the valuation process that are clear

and independent of the front office.
3. Institutions shall revalue fair valued positions at least daily.

4. Institutions shall mark their positions to market whenever possible, including when

applying trading book capital treatment.

5. When marking to market, an institution shall use the more prudent side of bid and offer

unless the institution can close out at mid market.

6. Where marking to market is not possible, institutions shall use a demonstrably prudent

valuation approach to mark to model their positions and portfolios, including when

calculating own funds requirements for positions in the trading book.
7. Institutions shall comply with the following requirements when marking to model:

(a) senior management shall be aware of the elements of the trading book or of other
fair-valued positions which are subject to mark to model and shall understand the
materiality of the uncertainty thereby created in the reporting of the risk/performance

of the business;

(b) institutions shall source market inputs, where possible, in line with market prices,
and shall assess the appropriateness of the market inputs of the particular position

being valued and the parameters of the model on a frequent basis;

(c) where available, institutions shall use valuation methodologies which are accepted

market practice for particular financial instruments or commodities;

(d) where the model is developed by the institution itself, it shall be based on appropriate
assumptions, which have been assessed and challenged by suitably qualified parties

independent of the development process;
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(e) institutions shall have in place formal change control procedures and shall hold a

secure copy of the model and use it periodically to check valuations;

(f) risk management shall be aware of the weaknesses of the models used and how best

to reflect those in the valuation output; and

(g) institutions' models shall be subject to periodic review to determine the accuracy of

their performance, which shall include assessing the continued appropriateness of
assumptions, analysis of profit and loss versus risk factors, and comparison of actual

close out values to model outputs.

For the purposes of point (d), the model shall be developed or approved independently of
the trading desk and shall be independently tested, including validation of the mathematics,

assumptions and software implementation.

8. Institutions shall perform independent price verification in addition to daily marking to
market or marking to model. Verification of market prices and model inputs shall be
performed by a person or unit independent from persons or units that benefit from the
trading book, at least monthly, or more frequently depending on the nature of the market or
trading activity. Where independent pricing sources are not available or pricing sources are

more subjective, prudent measures such as valuation adjustments may be appropriate.
9. Institutions shall establish and maintain procedures for considering valuation adjustments.

10. Institutions shall formally consider the following valuation adjustments: unearned credit

spreads, close-out costs, operational risks, market price uncertainty, early termination,

investing and funding costs, future administrative costs and, where relevant, model risk.
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11. Institutions shall establish and maintain procedures for calculating an adjustment to the

current valuation of any less liquid positions, which can in particular arise from market

events or institution-related situations such as concentrated positions and/or positions for

which the originally intended holding period has been exceeded. Institutions shall, where

necessary, make such adjustments in addition to any changes to the value of the position

required for financial reporting purposes and shall design such adjustments to reflect the

illiquidity of the position. Under those procedures, institutions shall consider several

factors when determining whether a valuation adjustment is necessary for less liquid

positions. Those factors include the following:

(a) the amount of time it would take to hedge out the position or the risks within the
position;

(b) the volatility and average of bid/offer spreads;

(c) the availability of market quotes (number and identity of market makers) and the
volatility and average of trading volumes including trading volumes during periods
of market stress;

(d) market concentrations;

(e) the ageing of positions;

(f) the extent to which valuation relies on marking-to-model;

(g) the impact of other model risks.

12. When using third party valuations or marking to model, institutions shall consider whether

to apply a valuation adjustment. In addition, institutions shall consider the need for

establishing adjustments for less liquid positions and on an ongoing basis review their

continued suitability. Institutions shall also explicitly assess the need for valuation

adjustments relating to the uncertainty of parameter inputs used by models.
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13. With regard to complex products, including securitisation exposures and n-th-to-default
credit derivatives, institutions shall explicitly assess the need for valuation adjustments to
reflect the model risk associated with using a possibly incorrect valuation methodology and
the model risk associated with using unobservable (and possibly incorrect) calibration

parameters in the valuation model.

14. EBA shall develop draft regulatory technical standards to specify the conditions according

to which the requirements of Article 100 shall be applied for the purposes of paragraph 1.

EBA shall submit those draft regulatory technical standards to the Commission by 31
December 2013.

Power is delegated to the Commission to adopt the regulatory technical standards referred

to in the first subparagraph in accordance with the procedure laid down in Articles 10 to 14

of Regulation (EU) No 1093/2010.

Article 101
Internal Hedges

1. An internal hedge shall in particular meet the following requirements:
(a) it shall not be primarily intended to avoid or reduce own funds requirements;

(b) it shall be properly documented and subject to particular internal approval and audit

procedures;
(c) itshall be dealt with at market conditions;

(d) the market risk that is generated by the internal hedge shall be dynamically managed

in the trading book within the authorised limits;
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(e) it shall be carefully monitored.
Monitoring shall be ensured by adequate procedures.

The requirements of paragraph 1 apply without prejudice to the requirements applicable to

the hedged position in the non-trading book.

By way of derogation from paragraphs 1 and 2, when an institution hedges a non-trading
book credit risk exposure or counterparty risk exposure using a credit derivative booked in
its trading book using an internal hedge, the non-trading book exposure or counterparty
risk exposure shall not be deemed to be hedged for the purposes of calculating risk
weighted exposure amounts unless the institution purchases from an eligible third party
protection provider a corresponding credit derivative meeting the requirements for
unfunded credit protection in the non-trading book. Without prejudice to point (h) of
Article 293, where such third party protection is purchased and recognised as a hedge of a
non-trading book exposure for the purposes of calculating capital requirements, neither the
internal nor external credit derivative hedge shall be included in the trading book for the

purposes of calculating capital requirements.
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Title 11

Capital requirements for credit risk

Chapter 1

General principles

Article 102

Approaches to credit risk

Institutions shall apply either the Standardised Approach provided for in Chapter 2 or, if permitted
by the competent authorities in accordance with Article 138, the Internal Ratings Based Approach
provided for in Chapter 3 to calculate their risk-weighted exposure amounts for the purposes of

points (a) and (f) of Article 87(3).

For trade exposures to a central counterparty and for default fund contributions to a central

counterparty, institutions shall apply the treatment specified in Chapter 6, Section 9 to calculate

their risk-weighted exposure amounts for the purposes of points (a) and (f) of Article 87(3). For all

other types of exposures to a central counterparty, institutions should treat those exposures as

exposures to institutions.
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Article 103
Use of credit risk mitigation technique under the Standardised Approach and the IRB Approach

1. For an exposure to which an institution applies the Standardised Approach under Chapter 2
or applies the IRB Approach under Chapter 3 but without using its own estimates of LGD
and conversion factors under Article 146, the institution may use credit risk mitigation in
accordance with Chapter 4 in the calculation of risk-weighted exposure amounts for the
purposes of points (a) and (f) of Article 87(3) or, as relevant, expected loss amounts for the
purposes of the calculation referred to in point (d) of Article 33(1) and point (d) of Article
59.

2. For an exposure to which an institution applies the IRB Approach by using their own
estimates of LGD and conversion factors under Articles 146, the institution may use credit

risk mitigation in accordance with Chapter 3.

Article 104
Treatment of securitised exposures under the Standardised Approach and the IRB Approach

1. Where an institution uses the Standardised Approach under Chapter 2 for the calculation of
risk-weighted exposure amounts for the exposure class to which the securitised exposures
would be assigned under Article 107, it shall calculate the risk-weighted exposure amount
for a securitisation position in accordance with Articles 240, 241 and 246 to 253.
Institutions using the Standardised Approach may also use the internal assessment

approach where this has been permitted under Article 254(3).

2. Where an institution uses the IRB Approach under Chapter 3 for the calculation of risk-
weighted exposures amounts for the exposure class to which the securitised exposure
would be assigned under Article 142, it shall calculate the risk-weighted exposure amount

in accordance with Articles 240, 241 and 254 to 261.
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Except for the internal assessment approach, where the IRB Approach is used only for a
part of the securitised exposures underlying a securitisation, the institution shall use the

approach corresponding to the predominant share of securitised exposures underlying this

securitisation.
Article 105
Treatment of credit risk adjustment
1. Institutions applying the Standardised Approach shall treat general credit risk adjustments

in accordance with Article 59 (c¢).

2. Institutions applying the IRB Approach shall treat general credit risk adjustments in
accordance with Article 155, Article 59 (d) and Article 33 (1)(d) [...] .

For the purposes of this Article and Chapters 2 and 3, general and specific credit risk

adjustments shall exclude funds for general banking risk.

3. Institutions using the IRB Approach that apply the Standardised Approach for a part of
their exposures on consolidated or individual basis, in accordance with Article 143 and 145
shall determine the part of general credit risk adjustment that shall be assigned to the
treatment of general credit risk adjustment under the Standardised Approach and to the

treatment of general credit risk adjustment under the IRB Approach as follows:

(a) where applicable when an institution included in the consolidation exclusively
applies the IRB Approach, general credit risk adjustments of this institution shall be

assigned to the treatment set out in paragraph 2;

(b) where applicable, when an institution included in the consolidation exclusively
applies the Standardised Approach, general credit risk adjustment of this institution

shall be assigned to the treatment set out in paragraph 1;
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(c) The remainder of credit risk adjustment shall be assigned on a pro rata basis
according to the proportion of risk weighted exposure amounts subject to the

Standardised Approach and subject to the IRB Approach.

4. EBA shall develop draft regulatory technical standards to specify the calculation of
specific credit risk adjustments and general credit risk adjustments under the [...]

applicable accounting framework for the following:

(a) exposure value under the Standardised Approach referred to in Article 106;
(b) exposure value under the IRB Approach referred to in Articles 162 to 164;
(c) treatment of expected loss amounts referred to in Article 155;

(d) exposure value for the calculation of the risk-weighted exposure amounts for

securitisation position referred to in Article 241 and 261;

(e) the determination of default under Article 174;

(M L.l

EBA shall submit those draft regulatory technical standards to the Commission by 1
January 2013.

Power is delegated to the Commission to adopt the regulatory standards referred to in the
first subparagraph in accordance with the procedure laid down in Article 10 to 14 of

Regulation (EU) No 1093/2010.
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Chapter 2
Standardised Approach

SECTION 1

GENERAL PRINCIPLES

Article 106

Exposure value

1. The exposure value of an asset item shall be its accounting value remaining after specific

credit risk adjustments, additional value adjustments in accordance with Article 31 and 105

and other own funds reductions related to the asset item have been applied._]...] The

exposure value of an off-balance sheet item listed in Annex I shall be the following

percentage of its nominal value after reduction of specific credit risk adjustments:

(a)
(b)
(©)

(d)

100 % if it is a full-risk item;

50 % if it is a medium-risk item;

20 % if it is a medium/low-risk item;

0 % if it is a low-risk item.

The off-balance sheet items referred to in the second sentence of the first subparagraph

shall be assigned to risk categories as indicated in Annex I.
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When an institution is using the Financial Collateral Comprehensive Method under Article
218, the exposure value of securities or commodities sold, posted or lent under a
repurchase transaction or under a securities or commodities lending or borrowing
transaction, and margin lending transactions shall be increased by the volatility adjustment

appropriate to such securities or commodities as prescribed in Articles 218 to 220.

2. The exposure value of a derivative instrument listed in Annex II shall be determined in
accordance with Chapter 6 with the effects of contracts of novation and other netting
agreements taken into account for the purposes of those methods in accordance with
Chapter 6. The exposure value of repurchase transaction, securities or commodities lending
or borrowing transactions, long settlement transactions and margin lending transactions

may be determined either in accordance with Chapter 6 or Chapter 4.

3. Where an exposure is subject to funded credit protection, the exposure value applicable to

that item may be modified in accordance with Chapter 4.

Article 107

Exposure classes

Each exposure shall be assigned to one of the following exposure classes:

(a) exposures to central governments or central banks
(b) exposures to regional governments or local authorities;

() exposures to public sector entities;

(d) exposures to multilateral development banks;

(e) exposures to international organisations;
() exposures to institutions;
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exposures to corporates;

(h) retail exposures;

(1) exposures secured by mortgages on immovable property;

) exposures in default;

(ja) items associated with particularly high risk

(k) exposures in the form of covered bonds

Q) items representing securitisation positions

(m) exposures to institutions and corporates with a short-term credit assessment

(n) exposures in the form of units or shares in collective investment undertakings (‘CIUs’);

(o) equity exposures

(p) other items.

Article 108
Calculation of risk weighted exposure amounts

1. To calculate risk-weighted exposure amounts, risk weights shall be applied to all
exposures, unless deducted from own funds, in accordance with the provisions of Section
2. The application of risk weights shall be based on the exposure class to which the
exposure is assigned and, to the extent specified in Section 2, its credit quality. Credit
quality may be determined by reference to the credit assessments of External Credit
Assessment Institutions (hereinafter referred to as ‘ECAIs’) as defined in Article [...] 4(95)
or the credit assessments of Export Credit Agencies in accordance with Section 3.
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2. For the purposes of applying a risk weight, as referred to in paragraph 1, the exposure
value shall be multiplied by the risk weight specified or determined in accordance with

Section 2.

3. Where an exposure is subject to credit protection the risk weight applicable to that item

may be modified in accordance with Chapter 4.

4. Risk-weighted exposure amounts for securitised exposures shall be calculated in

accordance with Chapter 5.

5. Exposures for which no calculation is provided in Section 2 shall be assigned a risk-weight
of 100 %.
6. With the exception of exposures giving rise to Common Equity Tier 1, Additional Tier 1 or

Tier 2 items, an institution may, subject to the prior approval of the competent authorities,
decide not to apply the requirements of paragraph 1 of this Article to the exposures of that
institution to a counterparty which is its parent undertaking, its subsidiary, a subsidiary of
its parent undertaking or an undertaking linked by a relationship within the meaning of
Article 12(1) of Directive 83/349/EEC. Competent authorities are empowered to [...] grant
approval if the following conditions are fulfilled:

(a) the counterparty is an institution, a financial holding company or a mixed financial
holding company, financial institution, asset management company or ancillary

services undertaking subject to appropriate prudential requirements;

(b) the counterparty is included in the same consolidation as the institution on a full

basis;

(c) the counterparty is subject to the same risk evaluation, measurement and control

procedures as the institution;

(d) the counterparty is established in the same Member State as the institution;
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(e) there is no current or foreseen material practical or legal impediment to the prompt
transfer of own funds or repayment of liabilities from the counterparty to the

institution.

Where the institution, in accordance with this paragraph, is authorised not to apply the

requirements of paragraph 1, it may assign a risk weight of 0 %.

7. With the exception of exposures giving rise to Common Equity Tier 1, Additional Tier 1
and Tier 2 items, institutions may, subject to the prior approval of the competent
authorities, not to apply the requirements of paragraph 1 of this Article to exposures to
counterparties with which the institution has entered into an institutional protection scheme
that is a contractual or statutory liability arrangement which protects those institutions and
in particular ensures their liquidity and solvency to avoid bankruptcy in case it becomes
necessary. Competent authorities are empowered to grant approval if the following

conditions are fulfilled:
(a) the requirements set out in points (a), (d) and (e) of paragraph 6 are met;

(b) the arrangements ensure that the institutional protection scheme is able to grant

support necessary under its commitment from funds readily available to it;

(c) the institutional protection scheme disposes of suitable and uniformly stipulated
systems for the monitoring and classification of risk, which gives a complete
overview of the risk situations of all the individual members and the institutional
protection scheme as a whole, with corresponding possibilities to take influence;
those systems shall suitably monitor defaulted exposures in accordance with Article

174(1);

(d) the institutional protection scheme conducts its own risk review which is

communicated to the individual members;
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(e) the institutional protection scheme draws up and publishes on an annual basis, a
consolidated report comprising the balance sheet, the profit-and-loss account, the
situation report and the risk report, concerning the institutional protection scheme as
a whole, or a report comprising the aggregated balance sheet, the aggregated profit-
and-loss account, the situation report and the risk report, concerning the institutional

protection scheme as a whole;

(f) ~members of the institutional protection scheme are obliged to give advance notice of

at least 24 months if they wish to end the institutional protection scheme;

(g) the multiple use of elements eligible for the calculation of own funds (hereinafter
referred to as ‘multiple gearing’) as well as any inappropriate creation of own funds

between the members of the institutional protection scheme shall be eliminated;

(h) the institutional protection scheme shall be based on a broad membership of credit

institutions of a predominantly homogeneous business profile;

(i) the adequacy of the systems referred to in point (c) is approved and monitored at

regular intervals by the relevant competent authorities.

Where the institution, in accordance with this paragraph, decides not to apply the

requirements of paragraph 1, it shall assign a risk weight of 0 %.

8. Risk weighted exposure amounts for exposures arising from an institution's pre-funded
contribution to the default fund of a CCP and trade exposures with a CCP shall be

determined in accordance with Articles 296 to 300 as applicable.
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SECTION 2

RISK WEIGHTS

Article 109

Exposures to central governments or central banks

1. Exposures to central governments and central banks shall be assigned a 100 % risk weight,

unless the treatments set out in paragraphs 2 to 5 apply.

2. Exposures to central governments and central banks for which a credit assessment by a
nominated ECALI is available shall be assigned a risk weight according to Table 1 which

corresponds to the credit assessment of the [...]| ECAI in accordance with Article 131.

Table 1
Credit quality step | 1 2 3 4 5 6
Risk weight 0% 20% |50% | 100% |100% | 150 %
3. Exposures to the European Central Bank shall be assigned a 0 % risk weight.
4. Exposures to Member States' central governments and central banks denominated and

funded in the domestic currency of that central government and central bank shall be

assigned a risk weight of 0 %.

8467/12 JB/rg 190
DGG 1C EN



5. When the competent authorities of a third country which apply supervisory and regulatory
arrangements at least equivalent to those applied in the Union assign a risk weight which is
lower than that indicated in paragraphs 1 to 2 to exposures to their central government and
central bank denominated and funded in the domestic currency, institutions may risk

weight such exposures in the same manner.

For the purposes of this paragraph, the Commission may adopt, by way of implementing
acts, and subject to the examination procedure referred to in Article 447(2), a decision as to
whether a third country applies supervisory and regulatory arrangements at least equivalent
to those applied in the Union. In the absence of such a decision, until 1 January 2014,
institutions may continue to apply the treatment set out in this paragraph to the exposures

to the central government or central bank of the third country where the relevant competent

authorities had approved the third country as eligible for this treatment before 1 January

2013.
Article 110
Exposures to regional governments or local authorities
1. Exposures to regional governments or local authorities shall be risk-weighted as exposures

to institutions unless they are treated as exposures to central governments under paragraphs

2 or 4 or receive a risk weight as specified in paragraph 5. The preferential treatment for

short-term exposures specified in Articles 115(2), and 114(2) shall not be applied.

2. Exposures to regional governments or local authorities shall be treated as exposures to the
central government in whose jurisdiction they are established where there is no difference
in risk between such exposures because of the specific revenue-raising powers of the
former, and the existence of specific institutional arrangements the effect of which is to

reduce their risk of default.

8467/12 JB/rg 191
DGG 1C EN



3. Exposures to churches or religious communities constituted in the form of a legal person
under public law shall, in so far as they raise taxes in accordance with legislation
conferring on them the right to do so, be treated as exposures to regional governments and
local authorities. Paragraph 2 shall not apply. In this case for the purposes of Article
145(1)(a), permission to apply the Standardised Approach shall not be excluded.

4. When competent authorities of a third country jurisdiction which applies supervisory and
regulatory arrangements at least equivalent to those applied in the Union treat exposures to
regional governments or local authorities as exposures to their central government and
there is no difference in risk between such exposures because of the specific revenue-
raising powers of regional government or local authorities and to specific institutional
arrangements to reduce the risk of default, institutions may risk weight exposures to such

regional governments and local authorities in the same manner.

For the purposes of this paragraph, the Commission may adopt, by way of implementing
acts, and subject to the examination procedure referred to in Article 447(2), a decision as to
whether a third country applies supervisory and regulatory arrangements at least equivalent
to those applied in the Union. In the absence of such a decision, until 1 January 2014,
institutions may continue to apply the treatment set out in this paragraph to the third
country where the relevant competent authorities had approved the third country as eligible

for this treatment before 1 January 2013.

5. Exposures to regional governments or local authorities of the Member States that are not
referred to in paragraphs 2 to 4 and are denominated and funded in the domestic currency

of that regional government and local authority shall be assigned a risk weight of 20 %.
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Article 111

Exposures to public sector entities

1. Exposures to public sector entities for which a credit assessment by a nominated ECAI is
not available shall be assigned a risk weight according to the credit quality step to which
exposures to the central government of the jurisdiction in which the Public Sector Entity is

incorporated are assigned in accordance with the following Table 2:

Table 2

Credit quality step | 1 2 3 4 5 6
to which central
government is

assigned

Risk weight 20% | 50% | 100% |100% | 100 % | 150 %

For exposures to public sector entities incorporated in countries where the central

government is unrated, the risk weight shall be 100%.

2. Exposures to public sector entities for which a credit assessment by a nominated ECAI is
available shall be treated according to Article 115. The preferential treatment for short-
term exposures specified in Articles 114(2) and 115(2), shall not be applied to those

entities.

3. For exposures to public sector entities with an original maturity of 3 months or less, the

risk weight shall be 20 %.
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In exceptional circumstances, exposures to public-sector entities may be treated as

exposures to the central government, regional government or local authority in whose

jurisdiction they are established where in the opinion of the competent authorities of this

jurisdiction there is no difference in risk between such exposures because of the existence

of an appropriate guarantee by the central government, regional government or local

authority

When competent authorities of a third country jurisdiction, which apply supervisory and

regulatory arrangements at least equivalent to those applied in the Union, treat exposures to

public sector entities according to paragraph 1 or 2, institutions may risk weight exposures

to such public sector entities in the same manner. Otherwise the institutions shall apply a

risk weight of 100%.

For the purposes of this paragraph, the Commission may adopt, by way of implementing
acts, and subject to the examination procedure referred to in Article 447(2), a decision as to
whether a third country applies supervisory and regulatory arrangements at least equivalent
to those applied in the Union. In the absence of such a decision, until 1 January 2014,
institutions may continue to apply the treatment set out in this paragraph to the third
country where the relevant competent authorities had approved the third country as eligible

for this treatment before 1 January 2013.
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Article 112

Exposures to multilateral development banks

1. Exposures to multilateral development banks that are not referred to in paragraph 2 shall be

treated in the same manner as exposures to institutions. The preferential treatment for

short-term exposures as specified in Articles 114(2) and 115(2) shall not be applied.

The Inter-American Investment Corporation, the Black Sea Trade and Development Bank

and the Central American Bank for Economic Integration shall be considered Multilateral

Development Banks (MDB).

2. Exposures to the following multilateral development banks shall be assigned a 0 % risk
weight:
(a) the International Bank for Reconstruction and Development;
(b) the International Finance Corporation;
(c) the Inter-American Development Bank;
(d) the Asian Development Bank;
(e) the African Development Bank;
(f)  the Council of Europe Development Bank;
(g) the Nordic Investment Bank;
(h) the Caribbean Development Bank;
(i) the European Bank for Reconstruction and Development;
(j)  the European Investment Bank;
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(k) the European Investment Fund;

(I)  the Multilateral Investment Guarantee Agency;

(m) the International Finance Facility for Immunisation;
(n) the Islamic Development Bank.

3. A risk weight of 20 % shall be assigned to the portion of unpaid capital subscribed to the

European Investment Fund.

Article 113

Exposures to international organisations
Exposures to the following international organisations shall be assigned a 0 % risk weight:
(a) the European Union;
(b) the International Monetary Fund;
(©) the Bank for International Settlements;
(d) the European Financial Stability Facility

(e) an international financial institution established by two or more Member States, which has
the purpose to mobilise funding and provide financial assistance to the benefit of its

members that are experiencing or threatened by severe financing problems.
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Article 114

Exposures to institutions

1. Exposures to institutions for which a credit assessment by a nominated ECALI is available
shall be risk-weighted in accordance with Article 115. Exposures to institutions for which a
credit assessment by a nominated ECALI is not available shall be risk-weighted in

accordance with Article 116.

2. Exposures to institutions of a residual maturity of 3 months or less denominated and

funded in the national currency of the borrower shall be assigned a risk weight that is one

category less favourable than the preferential risk weight, as described in Articles 109(4)

and 109(5), assigned to exposures to the central government_in which the institution is

incorporated.

3. No exposures with a residual maturity of 3 months or less denominated and funded in the

national currency of the borrower shall be assigned a risk weight less than 20 %.

4. Exposure to an institution in the form of minimum reserves required by the ECB or by the
central bank of a Member State to be held by an institution may be risk-weighted as

exposures to the central bank of the Member State in question provided:

(a) the reserves are held in accordance with Regulation (EC) No 1745/2003 of the
European Central Bank of 12 September 2003 on the application of minimum
reserves or a subsequent replacement regulation or in accordance with national

requirements in all material respects equivalent to that Regulation;

(b) in the event of the bankruptcy or insolvency of the institution where the reserves are
held, the reserves are fully repaid to the institution in a timely manner and are not

made available to meet other liabilities of the institution.
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5. Exposures to financial institutions authorised and supervised by the competent authorities
and subject to prudential requirements comparable to those applied to institutions in terms

of robustness shall be treated as exposures to institutions.

Article 115

Exposures to rated institutions

1. Exposures to institutions with a residual maturity of more than three months for which a
credit assessment by a nominated ECALI is available shall be assigned a risk weight
according to Table 3 which corresponds to the credit assessment of the [...] ECAI in

accordance with Article 131.

Table 3
Credit quality step | 1 2 3 4 5 6
Risk weight 20% | 50% |50 % 100 % | 100 % | 150 %
2. Exposures to an institution of up to three months residual maturity for which a credit

assessment by a nominated ECAI is available shall be assigned a risk-weight according to
Table 4 which corresponds to the credit assessment of the [...] ECAI in accordance with
Article 131:

Table 4
Credit quality step | 1 2 3 4 5 6
Risk weight 20% [20% [20% |50% |50% | 150%
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3. The interaction between the treatment of short term credit assessment under Article 126
and the general preferential treatment for short term exposures set out in paragraph 2 shall
be as follows:

(a) If there is no short-term exposure assessment, the general preferential treatment for
short-term exposures as specified in paragraph 2 shall apply to all exposures to
institutions of up to three months residual maturity;

(b) Ifthere is a short-term assessment and such an assessment determines the application
of a more favourable or identical risk weight than the use of the general preferential
treatment for short-term exposures, as specified in paragraph 2, then the short-term
assessment shall be used for that specific exposure only. Other short-term exposures
shall follow the general preferential treatment for short-term exposures, as specified
in paragraph 2;

(c) [Ifthere is a short-term assessment and such an assessment determines a less
favourable risk weight than the use of the general preferential treatment for short-
term exposures, as specified in paragraph 2, then the general preferential treatment
for short-term exposures shall not be used and all unrated short-term claims shall be
assigned the same risk weight as that applied by the specific short-term assessment.

Article 116
Exposures to unrated institutions

1. Exposures to institutions for which a credit assessment by a nominated ECAI is not
available shall be assigned a risk weight according to the credit quality step to which
exposures to the central government of the jurisdiction in which the institution is
incorporated are assigned in accordance with Table 5.
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Table 5
Credit quality step to which central 1 2 3 4 5 6
government is assigned
Risk weight of exposure 20% |50% | 100 % | 100 % | 100 150 %
%
2. For exposures to unrated institutions incorporated in countries where the central
government is unrated, the risk weight shall be 100 %.
3. For exposures to unrated institutions with an original effective maturity of three months or
less, the risk weight shall be 20 %.
Article 117
Exposures to corporates
1. Exposures for which a credit assessment by a nominated ECAI is available shall be

assigned a risk weight according to Table 6 which corresponds to the credit assessment of

the [...] ECAI in accordance with Article 131.

Table 6
Credit quality step | 1 2 3 4 5 6
Risk weight 20% |50% 100% | 100% | 150% | 150 %
2. Exposures for which such a credit assessment is not available shall be assigned a 100 %

risk weight or the risk weight of exposures to the central government of the jurisdiction in

which the corporate is incorporated, whichever is the higher.
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Article 118

Retail exposures

Exposures that comply with the following criteria shall be assigned a risk weight of 75 %:

(a) the exposure shall be either to an natural person or persons, or to a small or medium sized
enterprise;
(b) the exposure shall be one of a significant number of exposures with similar characteristics

such that the risks associated with such lending are substantially reduced;

(©) the total amount owed to the institution and parent undertakings and its subsidiaries,
including any exposure in default, by the obligor client or group of connected clients, but

excluding [...] exposures fully secured on residential property collateral that have been

assigned to the exposure class laid down in Article 107 (i), shall not, to the knowledge of

the institution, exceed EUR 1 million. The institution shall take reasonable steps to acquire

this knowledge.
Securities shall not be eligible for the retail exposure class.

Exposures that do not comply with the criteria (a) to (c) shall not be eligible for the retail exposures

class.

The present value of retail minimum lease payments is eligible for the retail exposure class.
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Article 119

Exposures secured by mortgages on immovable property

1. An exposure or any part of an exposure fully secured by mortgage on immovable property
shall be assigned a risk weight of 100 %, where the conditions under Article 120 and
Article 121 are not met, except for any part of the exposure which is assigned to another

exposure class.

The part of an exposure treated as fully secured by immovable property shall not be higher
than the pledged amount of the market value or in those Member States that have laid
down rigorous criteria for the assessment of the mortgage lending value in statutory or

regulatory provisions, the mortgage lending value of the property in question.
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2. Based on the data collected under Article 96, and any other relevant indicators, the

competent authorities shall periodically, and at least annually. assess whether the risk-

weight of 35% for exposures secured by mortgages on residential property referred to in

Article 120 and the risk weight of 50% for exposures secured on commercial immovable

property referred to in Article 121 located in their territory are appropriately based on

(a) the loss experience of exposures secured by immovable property;

(b) forward-looking immovable property markets developments :

Competent authorities may set a higher risk weight or stricter criteria than those set out in

Article 120(2) and 121(2), where appropriate, on the basis of financial stability

considerations.

For exposures secured by mortgages on residential property, the competent authority shall

set the risk weight at a percentage from [...] 35% [...] through 150 [...] %, including
both.

For exposures secured on commercial immovable property, the competent authority shall

set the risk weight |[...] at a percentage from 50% [...] through |...] 150%, including
both.

Within these ranges, the higher risk weight shall be set based on loss experience and

taking into account forward-looking markets developments and financial stability

considerations. Where the assessment demonstrates that the risk weights set out in Article

120(2) and 121(2) do not reflect the actual risks related to one or more property segments

of such exposures, fully secured by mortgages on residential property or on commercial

immovable property located in one or more parts of its territory, the competent authorities

shall set, for those property seements of exposures, a higher risk weight corresponding to

the actual risks. The higher risk weight shall not exceed the risk weight set in Article 120

and 121, as applicable.
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2b.

The competent authorities shall consult EBA on the adjustments to the risk weights and

criteria applied, which will be calculated in accordance with the criteria set out above as

specified by the regulatory technical standards referred to in paragraph 2b of this Article.

EBA shall publish the risk weights and criteria that the competent authorities set for

exposures referred to in Articles 120, 121 and 195.

EBA shall develop regulatory technical standards to specify

(a) the rigorous criteria for the assessment of the mortgage lending value referred to in

paragraph 1;

(b) the conditions referred to in paragraph 2 that competent authorities shall take into

account when determining higher risk-weights, in particular the term of "financial stability

considerations".

EBA shall submit those draft technical standards to the Commission by 31 December
2014.

Power is delegated to the Commission to adopt the regulatory technical standards referred

to in the first subparagraph in accordance with the procedure laid down in Articles 10 to 14

of Regulation (EU)No 1093/2010.”

The institutions of one Member State shall apply the risk-weights and criteria that have
been determined by the competent authorities of another Member State to exposures
secured by mortgages on commercial and residential immovable property located in that

Member State.
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Article 120
Exposures fully and completely secured by residential property

1. Unless otherwise decided by the competent authorities in accordance with Article 119(2),

exposures fully and completely secured by residential property shall be treated as follows:

(a) exposures or any part of an exposure fully and completely secured by mortgages on
residential property which is or shall be occupied or let by the owner, or the
beneficial owner in the case of personal investment companies, shall be assigned a

risk weight of 35%;

(b)

(c) exposures to a tenant under a property leasing transaction concerning residential
property under which the institution is the lessor and the tenant has an option to
purchase, shall be assigned a risk weight of 35 % provided that the exposure of the
institution is fully and completely secured by its ownership of the property.

2. Institutions shall consider an exposure or any part of an exposure as fully and completely

secured for the purposes of paragraph 1 only if the following conditions are met:

(a) the value of the property [...] shall not materially depend upon the credit quality of
the borrower. Institutions may exclude situations where purely macro-economic
factors affect both the value of the property and the performance of the borrower

from their determination of the materiality of such dependence;
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(b) the risk of the borrower |...] shall not materially depend upon the performance of the
underlying property or project, but on the underlying capacity of the borrower to
repay the debt from other sources, and as a consequence, the repayment of the
facility [...] shall not materially depend on any cash flow generated by the underlying
property serving as collateral. For those other sources, institutions shall determine
maximum loan-to-income ratios as part of their lending policy and obtain suitable

evidence of the relevant income when granting the loan.

(c) the requirements set out in Article 203 and the valuation rules set out in Article

224(1) are met;

(d) the part of the loan to which the 35% risk weight unless otherwise determined under
Article 119(2) is assigned does not exceed 80% unless otherwise determined under
Article 119(2) of the market value of the property in question or 80% of the
mortgage lending value unless otherwise determined under Article 119(2) of the
property in question in those Member States that have laid down rigorous criteria for

the assessment of the mortgage lending value in statutory or regulatory provisions.

3. Institutions may derogate from point (b) in paragraph 2 for exposures fully and completely
secured by mortgages on residential property which is situated within the territory of a
Member State, where the competent authority of that Member State has published evidence
showing that a well-developed and long-established residential property market is present

in that territory with loss rates which do not exceed the following limits:

(a) losses stemming from lending collateralised by residential property up to 80% of the
market value or 80% of the mortgage lending value unless otherwise decided under
Article 119(2) do not exceed 0,3% of the outstanding loans collateralised by

residential property in any given year;

8467/12 JB/rg 206
DGG 1C EN



(b) overall losses stemming from lending collateralised by residential property do not
exceed 0,5% of the outstanding loans collateralised by residential property in any

given year.

4. If either of the limits referred to in paragraph 3 is not satisfied in a given year, the
eligibility to use paragraph 3 shall cease and the condition contained in paragraph 2(b)

shall apply until the conditions in paragraph 3 are satisfied in a subsequent year.

Article 121

Exposures fully and completely secured by mortgages on commercial immovable property

l. Unless otherwise decided by the competent authorities in accordance with Article 119(2),
exposures fully and completely secured by commercial immovable property shall be

treated as follows:

(a) exposures or any part of an exposure fully and completely secured by mortgages on

offices or other commercial premises may be assigned a risk weight of 50%;

(b)

(c) exposures related to property leasing transactions concerning offices or other

commercial premises under which the institution is the lessor and the tenant has an

option to purchase may be assigned a risk weight of 50 % provided that the exposure

of the institution is fully and completely secured by its ownership of the property.
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2. Institutions shall consider an exposure or any part of an exposure as fully and

completely secured for the purposes |[...] of paragraph 1 [...] only if the following

conditions are met:

(a) the value of the property shall not materially depend upon the credit quality of the
borrower. Institutions may exclude situations where purely macro-economic factors
affect both the value of the property and the performance of the borrower from their

determination of the materiality of such dependence;

(b) the risk of the borrower shall not materially depend upon the performance of the
underlying property or project, but [...] on the underlying capacity of the borrower to
repay the debt from other sources, and as a consequence, the repayment of the
facility shall not materially depend on any cash flow generated by the underlying

property serving as collateral;

(c) the requirements set out in Article 203 and the valuation rules set out in article

224(1) are met;

(d) The 50 % risk weight unless otherwise provided under Article 119(2) shall be
assigned to the part of the loan that does not exceed 50 % of the market value of the
property or 60 % of the mortgage lending value unless otherwise provided under
Article 119(2) of the property in question in those Member States that have laid
down rigorous criteria for the assessment of the mortgage lending value in statutory

or regulatory provisions.

3. Institutions may derogate from point (b) in paragraph 2 for exposures fully and completely
secured by mortgages on commercial property which is situated within the territory of a
Member State, where the competent authority of that Member State has published evidence
showing that a well-developed and long-established commercial immovable property

market is present in that territory with loss rates which do not exceed the following limits:
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(a) losses stemming from lending collateralised by commercial immovable property up
to 50 % of the market value or 60 % of the mortgage lending value (unless otherwise
determined under Article 119(2)) do not exceed 0,3 % of the outstanding loans

collateralised by commercial immovable property in any given year;

(b) overall losses stemming from lending collateralised by commercial immovable
property do not exceed 0,5 % of the outstanding loans collateralised by commercial

immovable property in any given year.

4. Where either of the limits referred to in paragraph 3 is not satisfied in a given year, the
eligibility to use paragraph 3 shall cease and the condition contained in paragraph 2(b)

shall apply until the conditions in paragraph 3 are satisfied in a subsequent year.

Article 122

Exposures in default

1. The unsecured part of any item_where the obligor has defaulted according to Article 174,

or in the case of retail exposures, the unsecured part of any credit facility which has

defaulted according to Article 174 shall be assigned a risk weight of:

(a) 150 %, where specific credit risk adjustments are less than 20 % of the unsecured

part of the exposure value if these specific credit risk adjustments were not applied;

(b) 100 %, where specific credit risk adjustments are no less than 20 % of the unsecured

part of the exposure value if these specific credit risk adjustments were not applied.

2. For the purpose of determining the secured part of the past due item, eligible collateral and

guarantees shall be those eligible for credit risk mitigation purposes under Chapter 4.
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3. Exposures fully and completely secured by mortgages on residential property in

accordance with Article 120 shall be assigned a risk weight of 100 % to the exposure

value remaining after [...] specific credit risk adjustments if a default has occurred

according to Article 174

4. Exposures fully and completely secured by mortgages on commercial immovable property
in accordance with Article 121 shall be assigned a risk weight of 100 % if a default has

occurred according to Article 174

Article 123

Items associated with particular high risk

1. Institutions shall assign a 150% risk weight to exposures, including exposures in the form
of shares or units in a Collective Investment Undertaking that are associated with

particularly high risks, where appropriate.
2. Exposures with particularly high risks shall include any of the following exposures:
(a) investments in venture capital firms;

(b) ...l investments in alternative investment funds as defined by Article 4(1)(a]...] )
of Directive 2011/61/EU (OJ L 174/1, 1.7.2011) that are leveraged;

(ba) investments in private equity [...] ;

(c) speculative immovable property financing.

3. When assessing whether an exposure other than exposures referred to in the paragraph 2 is
associated with particularly high risks, institutions shall take into account the following

risk characteristics:
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(a) there is a high risk of loss as a result of a default of the obligor;
(b) it is impossible to assess adequately whether the exposure falls under point (a).

EBA shall issue guidelines specifying which types of exposures are associated with

particularly high risk and under which circumstances.

The guidelines shall be adopted in accordance with Article 16 of Regulation (EU) No

1093/2010.
Article 124
Exposures in the form of covered bonds
1. To be eligible for the preferential treatment set out in paragraph 3_and 4, ‘covered bonds’

shall mean bonds as defined in Article 52(4) of Directive 2009/65/EC of the European
Parliament and of the Council of 13 July 2009 on the coordination of laws, regulations and
administrative provisions relating to undertakings for collective investment in transferable

securities (UCITS)' and collateralised by any of the following eligible assets:

(a) exposures to or guaranteed by central governments, ESCB central banks, public

sector entities, regional governments and local authorities in the Union;

' 0JIL02,17.11.2009, p. 2.
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(b)

(c)

exposures to or guaranteed by third country central governments, non-EU central
banks, multilateral development banks, international organisations that qualify for
the credit quality step 1 as set out in this Chapter, and exposures to or guaranteed by
non-EU public sector entities, non-EU regional governments and non-EU local
authorities that are risk weighted as exposures to institutions or central governments
and central banks according to Articles 110(1), 110(2), 111(1), 111(2) or 111(4)
respectively and that qualify for the credit quality step 1 as set out in this Chapter,
and exposures in the sense of this point that qualify as a minimum for the credit
quality step 2 as set out in this Chapter, provided that they do not exceed 20 % of the

nominal amount of outstanding covered bonds of issuing institutions;

exposures to institutions that qualify for the credit quality step 1 as set out in this
Chapter. The total exposure of this kind shall not exceed 15 % of the nominal
amount of outstanding covered bonds of the issuing institution. Exposures caused by
transmission and management of payments of the obligors of, or liquidation proceeds
in respect of, loans secured by immovable property to the holders of covered bonds
shall not be comprised by the 15 % limit. Exposures to institutions in the EU with a
maturity not exceeding 100 days shall not be comprised by the step 1 requirement
but those institutions shall as a minimum qualify for credit quality step 2 as set out in

this Chapter;

The competent authorities may, after having consulted EBA, partly waive the
application of (c) and allow credit quality step 2 for up to 10 % of the total exposure
of the nominal amount of outstanding covered bonds of the issuing institution,
provided that significant potential concentration problems in the Member States
concerned can be documented due to the application of the credit quality step 1

requirement referred to in (c);
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(d)

loans secured by residential property up to the lesser of the principal amount of the
liens that are combined with any prior liens and 80 % of the value of the pledged
properties or by senior units issued by French Fonds Communs de Créances or by
equivalent securitisation entities governed by the laws of a Member State securitising
residential property exposures. In the event of such senior units being used as
collateral, the special public supervision to protect bond holders as provided for in
Article 52(4) of Directive 2009/65/EC of the European Parliament and of the Council
of 13 July 2009 on the coordination of laws, regulations and administrative
provisions relating to undertakings for collective investment in transferable securities
(UCITS) shall ensure that the assets underlying such units shall, at any time while
they are included in the cover pool be at least 90 % composed of residential
mortgages that are combined with any prior liens up to the lesser of the principal
amounts due under the units, the principal amounts of the liens, and 80 % of the
value of the pledged properties, that the units qualify for the credit quality step 1 as
set out in this Chapter and that such units do not exceed 10 % of the nominal amount

of the outstanding issue;

Exposures caused by transmission and management of payments of the obligors of,
or liquidation proceeds in respect of, loans secured by pledged properties of the

senior units or debt securities shall not be comprised in calculating the 90 % limit;
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(e) loans secured by commercial immovable property up to the lesser of the principal
amount of the liens that are combined with any prior liens and 60 % of the value of
the pledged properties or by senior units issued by French Fonds Communs de
Créances or by equivalent securitisation entities governed by the laws of a Member
State securitising commercial immovable property exposures. In the event of such
senior units being used as collateral, the special public supervision to protect bond
holders as provided for in Article 52(4) of Directive 2009/65/EC shall ensure that the
assets underlying such units shall, at any time while they are included in the cover
pool be at least 90 % composed of commercial mortgages that are combined with
any prior liens up to the lesser of the principal amounts due under the units, the
principal amounts of the liens, and 60 % of the value of the pledged properties, that
the units qualify for the credit quality step 1 as set out in this Chapter and that such
units do not exceed 10 % of the nominal amount of the outstanding issue. Loans
secured by commercial immovable property are eligible where the Loan to Value
ratio of 60 % is exceeded up to a maximum level of 70 % if the value of the total
assets pledged as collateral for the covered bonds exceed the nominal amount
outstanding on the covered bond by at least 10 %, and the bondholders' claim meets
the legal certainty requirements set out in Chapter 4. The bondholders’ claim shall
take priority over all other claims on the collateral. Exposures caused by
transmission and management of payments of the obligors of, or liquidation proceeds