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1.
Introductory remarks

EUROCHAMBRES, EuroCommerce and UEAPME welcome in principle the Commission’s proposals and especially the improvements of the New Basel Accord proposed by the Commission (adjustment of €1m threshold for retail loans to inflation, lower risk weights for investments in diversified venture capital funds, regular monitoring of possible pro-cyclical effects).

EUROCHAMBRES, EuroCommerce and UEAPME also welcome the preferential treatment for loan exposures to small and medium sized businesses of up to €1m, and the proposed firm-size adjustment in the internal rating based approach (IRB).

However, we are concerned that the achieved benefits for SMEs will be frustrated by the implementation cost of Basel II in the banking system, especially with regard to smaller loans (loans below €100,000). The current proposals are still very complex and implementation will cause considerable costs in the banking system.

2.
Treatment of “retail portfolios” 

The proposed rating method for retail loans in the Foundation Internal Rating Based approach (IRB) is very demanding because it includes an estimation of Loss Given Default-values (LGD). This approach, which is likely to be chosen by most of the European banks, is thereby approximated to the most sophisticated rating procedure of the advanced IRB approach. For other - non-SME - debtors, banks only will have to estimate the Probability of Default (PD), because the LGD-values are already fixed in Annex VII. This means that banks do not have to estimate them (Art 87 par 8 of the draft directive/re-casting directive 2000/12/EC).

However for retail loans banks will have to estimate also LGD-values and other parameters for the pool or facility grade an exposure is allocated to (see e.g. Art 87 par. 7), which will make the rating process for retail loans, especially for smaller banks, more costly than the rating for other debtors, as for the allocation, the bank will have to estimate these parameters for every loan.

In the end the rating procedure for smaller loans (e.g. €50.000) will be more complex and more demanding than for larger loans (e.g. loan exposure of €5m).

Such a measure would contradict even European Commission’s own policy towards SME lending. Most recently the European Commission „highlighted the importance of promoting a more favourable environment in Europe for access by small enterprises and entrepreneurs to micro-credit“ (see Commission’s press release from September 21, on the High-level Conference on Micro-credit organized by the European Commission/DG Enterprise). Therefore, the new capital requirement directive has to avoid that access to small and micro-loans becomes more difficult because of costly rating systems, which will impact higher costs for SMEs. 

Unfortunately, the Commission’s impact study (by PricewaterhouseCoopers) shows only the expected reductions in the capital requirements for the retail portfolio, while the effects of the costs of the proposed sophisticated requirements for the rating of retail loans in the IRB approach were not examined (PwC only gives a very vague estimate of total implementation costs before the directive enters into force – from €20 to 30 billion between 2002 and 2006, see PwC-study, April 2004).

The problem pointed out above is not just a SME-specific problem but also concerns other retail customers of IRB banks (private persons taking loans which means a majority of the European population).

Our proposals to solve this problem are:

· In the Foundation IRB retail loans should not be discriminated against other debtors in the rating procedures (Art 87 par 8 should be extended to retail loans).

· In Art 89, partial use for retail loans should be allowed (i.e. to allow IRB banks to apply the standardized approach to retail loans).

3.
Transparency of the rating process (Art 146)

Already in the failed negotiations on a Code of Conduct between Banks and SMEs, the associations insisted on a certain degree of transparency in the rating process. Banks should inform their customers on the main criteria of the bank’s rating system and how they affect the rating of SMEs. Furthermore, banks should be obliged to give some kind of feed-back on the result of the rating and credit scoring, which will allow SMEs to understand which aspects of their business could be improved. 

Due to national differences regarding the framework conditions for transparency in the different Member States, the associations recommend the elaboration of bilateral agreements between banks and SME associations on national level about minimum standards for transparency of rating processes. 

Anyway, if such voluntary agreements could not achieved and transparency will not be enforced by the market, supervisory authorities should have the obligation to intervene and to ensure the necessary transparency.

4.
Further specific remarks on the Commission proposal

•
SME-definition - Art 4:

Concerning the retail loan exposures it is necessary that the term „small and medium sized entities“ (e.g. Art 79 par 2) covers at least the enterprises, which are defined as SMEs in the corporate portfolio (less than 50 Mio turnover - see Annex VII Part 1, 4). This could be done through a clarification in Art 4 (definitions).

•
Retail exposure class, Art 86 (4)

Article 86 describes the criteria, which exposures should meet to be eligible for the retail exposure class. The definition does not fully reflect banking practices.Under lit. c it is pointed out that, "they are not managed individually in a way comparable to exposures in the corporate exposure class". 

EUROCHAMBRES,EuroCommerce and UEAPME consider that an individual rating of a retail exposure should not preclude assignment to the retail category.

•
Adjustment to inflation - Art 150

The obligatory regular adjustment of the 1 Mio € threshold to inflation should also be extended to the SME-definition in the corporate portfolio (50 Mio threshold, see Annex VII Part 1, 4)

•
Pro-cyclical effects - Art 156

We welcome the proposed biennial monitoring of possible pro-cyclical effects. The report should include an examination of the effects of the framework on Europe’s SMEs.

EUROCHAMBRES, EuroCommerce and UEAPME proposes to consult the relevant business associations, before the report is submitted to the Parliament and the Council.

•
Risk weights in the standard approach - Annex VI, Part 1, (39)

Annex VI defines the risk weights for enterprises differently from the Basel Accord. The latter generally allows a 100% risk weight for all enterprises without an external rating. The proposal for a directive, however, is stricter and requires at least a 100% risk weight or, if relevant, a higher risk weight of the country of incorporation/origin of the borrower. This, however, requires a more complex implementation and should – also for competitive reasons – be avoided, and the Basel and EU approaches should be harmonized.

•
Exposures secured by real estate property - Annex VI, Part 1

9.1. Exposures secured by mortgages on residential property - Paragraph 43–44

A risk weight of 35% is assigned to exposures, if the exposure is fully and completely secured by mortgages on residential property, which is or shall be occupied or let by the owner. In this context, partial collateralization should also be possible. If partial collateralization is allowed, the secured part should be assigned a 35% risk weight, the unsecured part a 100% risk weight.

9.1. Exposures secured by mortgages on commercial real estate - Paragraph 48-49

A risk weight of 50% is assigned to exposures if the exposure is fully and completely secured by mortgages on commercial property, which is or shall be occupied or let by the owner. Here, partial collateralization should also be possible. If partial collateralization is allowed, the secured part should be assigned a 50 % risk weight, the unsecured part a 100% risk weight.
•
Requirements for the recognition of real estate collateral

Annex VIII, Part 2, lit. (b) (8) 

According to the existing proposal for a directive, loans exceeding EUR 3 million or 5% of the own funds of the credit institution should be re-assessed at least every three years, irrespective of market price developments. This goes beyond the Basel requirements and has to be rejected. Under the current regulations, a re-assessment of real estate is necessary only with commercial real estate, which can be assigned a risk weight of 50%. 

EUROCHAMBRES, EuroCommerce and UEAPME do not see the necessity for a requirement to monitor the value of residential real estate on a regular basis, i.e. at least once a year, to be sensible, even in the standardized approach. Residential real estate is characterized by a particularly steady value, and the loan-to-value ratio of 60% guarantees a sufficiently large buffer. 

•
Credit risk mitigation - Annex VIII, Part 1(20)

When it comes to the recognition of other collaterals, the various kinds of collaterals should not be too narrowly defined and should be mutually recognized within the EU, since a liquid market within the European single market can and will be used by all member states. E.g. a restriction to vehicles is clearly too narrow. For instance, printing machines made by leading manufacturers can easily be sold in the second-hand market and at transparent prices. Furthermore, lower risk due to co-operations of SMEs groups should be recognized.
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