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1. Introduction:
With effect from 1 January 2005, regulations were introduced stipulating that banks, mortgage-credit institutions, investment companies, and investment management companies (undertakings) are required to calculate an individual solvency need regularly.

The background for these regulations is primarily that accounting regulations have changed. Financial statements are no longer to be presented in accordance with the principle of prudence in accounting. Moreover, the regulations are inspired by the draft regulations regarding the supervision process prepared by the Basel Committee on Banking Supervision.

The risk profile of the individual undertaking has not been affected by the changes in the accounting regulations. The calculation of an individual solvency need consists in finding the capital required as a minimum to cover any unexpected losses incurred by the undertaking. The solvency need may also be described as the capital required to ensure that there is very little likelihood that depositors (in banks), bond owners (in mortgage-credit institutions) and investors (in investment companies and investment management companies) will suffer losses as a consequence of the undertaking becoming insolvent. The minimum solvency need thus corresponds to the solvency requirement the Danish FSA may lay down.

The Danish FSA has decided to issue Consultative Guidelines as to how the Danish FSA believes the Act and its explanatory notes should be interpreted.

These Guidelines should not be regarded as exhaustive. They merely serve as a contribution to undertakings’ calculations of their individual solvency need.

These Guidelines will be reviewed on an ongoing basis in the light of experience gathered by the Danish FSA.
The regulations will be replaced by the new solvency regulations being prepared under the EU when the Directive in this respect is implemented in Denmark.

2. Legal basis:

The regulations on solvency need are in the Financial Business Act, and the relevant provisions have the following wording:

For banks and mortgage-credit institutions:

124(3): The board of directors and the board of management of banks and mortgage-credit institutions shall, on the basis of the risk profile of said bank or mortgage-credit institution, calculate the individual solvency need of the bank or mortgage-credit institution. The solvency need shall be expressed as the base capital as a percentage of the risk-weighted items. The solvency need may not be less than the solvency requirement of subsection (1), no. 1 and the minimum capital requirement of subsection (1), no. 2.

124(4): The Danish FSA may lay down a higher solvency requirement than the one stipulated in subsection (1), no. 1.
For investment companies and investment management companies:
125(5): The board of directors and the board of management of investment companies and investment management companies shall, on the basis of the company’s risk profile, calculate the individual solvency need of the company. The solvency need shall be expressed as the base capital as a percentage of the risk-weighted items. The solvency need may not be less than the solvency requirement of subsection (1), no. 1; the minimum capital requirement of subsection (1), nos. 2-4 and subsection (2); or the base capital requirement of subsection (4).
125(6): The Danish FSA may lay down a higher solvency requirement than the one stipulated in subsection (1), no. 1.
This shows that

(
The solvency need is to be calculated individually by the undertaking.

(
The solvency need is to be calculated at undertaking level and not at group level.

(
The solvency need is determined by the board of directors and the board of management. In case of disagreement between board of directors and board of management, obviously the board of directors will make the final decision in accordance with the general regulations regarding the competence of the board of directors and the board of management.

(
The solvency need may never be less than eight per cent.

(
The solvency need may never be less than the minimum capital requirement as a percentage of the risk-weighted items. 

(
Independently of the solvency need calculated by the undertaking, the Danish FSA may lay down a higher solvency requirement, replacing the eight per cent requirement.

Further, section 75(3) of the Act stipulates that:

”Where a member of the board of directors, board of management, external auditors, or responsible actuary of a financial undertaking have cause to believe that the undertaking does not comply with the capital requirement of sections 124-126 or the solvency need under section124(3) and section 125(5) such person shall immediately notify the Danish FSA of this fact.”
Section 75(1) stipulates that:
”The financial undertaking shall immediately inform the Danish FSA of matters which are of material significance to the continued operation of said financial undertaking.”
The group of persons covered by this provision is required to notify the Danish FSA immediately if the undertaking’s solvency ratio becomes less than the solvency need. Thus, this duty to give notification is not different from the duty to give notification if the solvency ratio becomes less than the eight per cent requirement or a higher solvency requirement laid down by the Danish FSA.
The Act does not require that changes in the solvency need, which an undertaking decides itself, be reported to the Danish FSA.

If the circumstances giving rise to the change in the solvency need are of such a nature that reporting is required under section 75(1) of the Financial Business Act, the circumstances mentioned will obviously have to be reported. The Danish FSA expects that the undertaking will also report the increased solvency need.

If, for example, a bank reports under section 75(1) due to a significant increase in the risk on its lending exposures, the Danish FSA would expect simultaneous reporting as regards the risk increase that caused the increased solvency need.

The solvency need must be calculated on an ongoing basis by the individual undertaking, but should only be reported to the Danish FSA at regular intervals, cf. the regulations in this respect in the Executive Order on Capital Adequacy.

The requirement to give immediate notification, cf. section 75(3) of the Act, thus only applies if the solvency ratio becomes less than the solvency need calculated by the undertaking or the solvency requirement.

The Danish FSA is not required to fix a time limit for compliance with the solvency need if the undertaking’s solvency need has changed since it was reported, but the Danish FSA will decide whether a solvency requirement is to be set.

The Danish FSA may and must only fix a time limit for compliance if the solvency ratio becomes less than the solvency requirement set by the Danish FSA or eight per cent in accordance with the regulations in section 225 of the Financial Business Act.

3. The undertaking’s procedures and documentation requirements in the calculation of the solvency need:
The solvency need should be determined by the board of directors and the board of management of the undertaking. The decisions regarding determination of the solvency need are, in the opinion of the Danish FSA, integral to the overall management of the undertaking. 

Any need to reassess the solvency need of the individual undertaking will depend on the undertaking and its developments. 

The calculation of the solvency need must look ahead in time. This entails that, when calculating the solvency need, the undertaking must place more emphasis on expectations for the future and less on historical experience.

The calculation is an ongoing process, where the solvency need of the individual undertaking can vary both up and down with developments of the undertaking. The Danish FSA is of the opinion that the board of directors and the board of management should, as a minimum, consider the solvency need once a year. This means that, in the interim period, changes may happen to the solvency need, if the calculation method approved by the board of directors and the board of management so warrants.

The Danish FSA would expect that the board of directors be informed of the undertaking’s fulfilment of the solvency need to the same extent as the board of directors should be informed of compliance with the solvency requirement.

During inspections, the Danish FSA will review the undertaking’s procedure for calculation of the solvency need, unless such inspection exclusively concerns selected risk areas. 

The undertaking must prepare written documentation for how it obtains the calculated solvency need. The Danish FSA is, however, aware that the solvency need, to a certain extent, will be based on estimates. The extent of the documentation will typically grow in step with the undertaking’s size and the complexity of its business areas.

If the undertaking bases the calculation on the minimum requirement of eight per cent, the board of directors and the board of management must consider which risks are thus covered before the board of directors and the board of management decides on any additions to the solvency need. Moreover, it is important that the board of directors and the board of management consider the extent to which risks and potential risks are to be covered by capital. 

The undertaking’s actual solvency ratio at the time of calculation has no influence on the calculation of the solvency need.

Undertakings have a great extent of freedom of choice as to the method of calculation of the solvency need.

The board of directors and the board of management may use more, or less, advanced models as their starting point. Models may be based on the minimum requirement of eight per cent. Other models for economic capital are based on the capital required to be able to withstand unforeseen losses within a horizon of, typically, one year. In annexes A and B, examples are shown of the two different approaches. The Danish FSA points out that annexes A and B are only illustrative examples, and they are not an exhaustive listing of models. The illustrative examples may, as a rule, be applied by all undertakings.

Irrespective of which method the undertaking applies, the board of directors and the board of management cannot avoid having to consider the extent of security the undertaking wishes to have that depositors (in banks), bond owners (in mortgage-credit institutions) and investors (in investment companies and investment management companies) will not suffer losses. The use of sensitivity analyses (stress-tests) will, in this connection, be a tool to test which influencing factors the undertaking should be able to withstand as a minimum.

The level of the solvency need will also have to be based on estimates.

There is no requirement that the undertaking is to make the calculated solvency need public. However, there is no ban against making the solvency need public. If the Danish FSA sets a higher solvency requirement than eight per cent, cf. section 124(4) of the Financial Business Act, listed undertakings must consider whether publication is required under stock-exchange regulations.

Many undertakings actually control the solvency ratio according to a so-called solvency target. Today, several undertakings choose to make their solvency target public. The Financial Business Act and its explanatory notes do not consider a possible calculated solvency target. In the opinion of the Danish FSA, there is nothing to prevent undertakings from actually aiming at a solvency target that is higher than the solvency need. The reasons for wanting a higher solvency target may be many and are only subject to the discretion of the board of directors and the board of management.

As mentioned above, the Danish FSA is of the opinion that the solvency need is an expression of the capital required to ensure that there is very little likelihood that depositors (in banks), bond owners (in mortgage-credit institutions) and investors (in investment companies and investment management companies) will suffer losses.

The Financial Business Act does not require the solvency need to include a buffer above the eight per cent requirement or any higher solvency requirement set by the Danish FSA. In this connection, “a buffer” means the solvency need is set higher than the eight per cent or any higher requirement set by the Danish FSA, merely on the basis of consideration of maintaining a suitable distance from the solvency requirement. It is up to the individual undertaking to decide whether it wants such a buffer in the calculation of the solvency need.

4. Framework for the level of the solvency need:

The Danish FSA is of the opinion that the current solvency requirement of eight per cent covers the risk existing in the sectors as a whole at the time these Guidelines are issued. Thus, only undertakings with significantly higher risk than average would have a higher solvency need. In this connection, especially the standing of the loan portfolio of banks and mortgage-credit institutions is important for the calculation of the solvency need. This could mean that both general and specific adverse cyclical developments would increase the solvency need.

Undertakings which, as a consequence of new accounting regulations, have increased net own funds must include this factor as an addition to the solvency need. Direct conversion of the change in own funds is not required. For example provisions which have been carried back should only be included in the solvency need, if there is still a risk on the exposures (weak exposures). In this connection, risky exposures are exposures that are close to meeting the conditions for being recognised as impairment losses on loans according to the accounting regulations, but where no objective indications have occurred. See also section 5.1.

5. Framework for calculation of the solvency need:

The following is the Danish FSA’s interpretation of the explanatory notes to the Act.

5.1 The undertaking’s business profile:

The undertaking’s business profile is reflected partly in the risks the undertaking intends to take on in the future and partly in the undertaking’s organisation of its business areas.

The Danish FSA is of the opinion that, in the calculation of the solvency need, the board of directors and the board of management could, with advantage, use the individual business areas as starting points. The business areas can then be assessed individually with a view to their relative size (and thus the significance of the area) and an assessment can be made as to how risky the individual business area is. Furthermore, management and organisation of the individual business areas will be important in the assessment.

In banks and mortgage-credit institutions, the credit area will normally be the most important area. In the assessment of this area, an overall assessment of the quality of the assets will be of great importance. If the undertaking has internal rating and scoring systems or similar, these may be applied. Other key figures will also be applicable in the assessment of the standing of assets with credit risk. 

To the extent possible, the undertaking should estimate whether the quality of its loans, credits and guarantees is poorer than the quality in the sector. If the undertaking does not believe that there is a basis for comparison, the undertaking may, however, also choose a system where only the quality of the undertaking’s own loans, credits and guarantees is considered.

When assessing its standing, the undertaking must focus on the proportion of the exposures showing signs of weakness. Particularly, the Danish FSA assesses that undertakings should focus on risky loans, credits and guarantees where no write-downs or provisions have been made in the accounts, or where only partial write-downs or provisions have been made. The effect of the transfer from a principle of prudence in accounting to a principle of neutrality in the measurement of loans granted, etc. will be included here.

If the quality of the loans, credits and guarantees is impaired or is expected to become impaired, this will require an addition to the solvency need. Please note that the Danish FSA believes that, in the application of simple models, the assessment should be asymmetrical. This means that an extraordinarily good credit cannot compensate for a weak credit. A weak credit of the same amount as an extraordinarily good credit will thus lead to a total increase in the solvency need.

As regards market risks, the board of directors and the board of management must assess the relative size of the area, ie. to which product types, etc. the undertaking is exposed. Moreover, an assessment must be effected of the risks attached to the individual assets, liabilities and off-balance-sheet items. Items with market risks must be assessed with special consideration of share, interest-rate and exchange-rate risks. The board of directors and the board of management must decide the extent to which the investment policy corresponds with the requirement to have sufficient capital to take account of any future risks. For example, it would be relevant for all banks to include the size of the interest-rate risk, since large interest-rate changes involve a risk that the capital requirement of the risk-weighted items is not sufficient. The size of the interest-rate risk will be particularly relevant for group 4 banks which do not calculate the risk-weighted items within the trading portfolio,.

The undertaking’s ability to achieve a profit will be a natural part of the undertaking’s assessment of its solvency need. If the undertaking has high earnings compared with the sector’s earnings, the undertaking will, all else being equal, be better able to absorb future losses.

The stability of the earnings will also influence the way in which the undertaking should assess its solvency need, cf. also section 5.3.

The undertaking’s earnings capacity must also be assessed in relation to its dividend policy and the ability to raise capital.

If the undertaking’s consolidation is lower than the sector’s as a whole, the board of directors and the board of management must consider whether this gives rise to an increase in the solvency need. 

The board of directors and the board of management must assess the need for consolidation in relation to expected future growth. Thus, the undertaking must assess whether the consolidation is growing at a corresponding rate. If this is not the case, the calculation of the solvency need must take into account the expected growth exceeding the "normal consolidation", including the ability of raising capital.

Growth requires capital as a consequence of the direct resources (eg. new appointments, etc.) necessary to produce growth. The increase in the risk-weighted items in itself also gives rise to a need for capital. Moreover, it will be natural for the board of directors and the board of management to assess whether there is an increased risk that a loss will subsequently arise as a consequence of the extent of the growth.

5.2 The undertaking’s concentration risk:

The explanatory notes to the Act require the board of directors and the board of management to take into account the concentration of risks the undertaking has accepted and expects to accept in the future in its assessment of the solvency need.

There are many examples of this, but the Danish FSA would like to bring attention to the following elements:

a) If the bank or mortgage-credit institution has many large exposures, this concentration in itself will– irrespective of the quality of the exposures in general – give rise to considerations as to whether the concentration requires extra capital. Conversely, a concentration of large exposures lying below the sector average could give rise to considerations as to whether the undertaking is able to make a deduction from the solvency need, as long as the solvency need does not become less than eight per cent.
b) If the bank or mortgage-credit institution has a large part of its lending exposures concentrated within a small geographical area, this constitutes a geographical risk concentration. Such concentration should give rise to considerations regarding an increased solvency need. 

c) The concentration of risks on lending to private individuals and lending to commerce should also be considered by the bank or mortgage-credit institution. Historically, the greatest losses have been on commercial customers. If the bank or mortgage-credit institution has a relatively large concentration of risks in the commercial segment, the board of directors and the board of management must consider whether such a risk concentration gives rise to an increased solvency need. A proportion of commercial customers below average could also give rise to a reduced solvency need as long as the solvency need does not become less than eight per cent.
d) For many loans and credits, collateral has been provided. If this collateral is considerably concentrated on a few types, the board of directors and the board of management should consider whether the concentration of the collateral (irrespective of its value in general) is a risk concentration that should be considered. This assessment should consider the volatility of the prices of collateral. If it is the policy of the undertaking to base a large part of its loans on eg. mortgages in commercial property or shares and similar, the undertaking may have a large concentration on one single type of collateral. 
The concentration of collateral must be significant before the undertaking is to consider making an addition to the solvency need. Considerable diversification of collateral should not, in the opinion of the Danish FSA, result in a reduced solvency need. 

e) The concentration of loans to risky business sectors must be included in the assessment of the solvency need. Whether a business sector is risky will have to be subject to continuous assessment. The risk profile for the various business sectors may change over time. Moreover, sensitivity to cyclical trends is, in the opinion of the Danish FSA, an important element. In addition, the undertaking must assess whether it needs to allocate further capital to cover future losses suffered as a consequence of the formation of "bubbles ".

f) The concentration of market risks is also relevant to consider in the calculation of the solvency need. If, for example, the investment policy is relatively one-sided, this may give rise to considerations as to whether such a risk concentration should lead to an increased solvency need.

g) Irrespective of the fact that current regulations only require undertakings to calculate the solvency level at the level of undertakings, the Danish FSA is of the opinion that the board of directors and the board of management should take into account the risks connected to the undertaking owning one or more subsidiary undertakings. How these subsidiary undertakings should be weighted would depend on the number and size of the subsidiary undertakings. If the subsidiary undertakings constitute a significant risk factor, the board of directors and the board of management must take this into account. In the opinion of the Danish FSA, it will be necessary to make the same considerations in the individual subsidiary undertakings as in the parent undertaking to calculate the parent undertaking’s solvency need.

5.3 The undertaking’s control environment:

As stated in the explanatory notes to the Act, the board of directors and the board of management must consider the control environment in the undertaking.

The control environment is a generic term for the resources applied by the undertaking to minimise the risks of carrying out financial business. 

Naturally, the control environment will vary from undertaking to undertaking. The quality of the control environment is the result of active management choices. When accepting that the undertaking may incur losses as a consequence of more, or less, limited management and control tools, the board of directors and the board of management must also consider whether it has allocated sufficient capital to cover these potential losses compared to other undertakings.

Management of the undertaking is crucial for the undertaking’s future conduct on a competitive market. When assessing the solvency need, it would also be natural for the board of directors and the board of management to also assess the interplay between board of directors, board of management and other management levels, including the general organisation of the undertaking. If the undertaking does not possess sufficient knowledge and expertise within certain risk areas, this would give rise to an increase of the solvency need.

If written procedures, segregation of duties, internal controls and management reporting about the undertaking’s risks are not applied actively as part of risk management, the undertaking will have to consider whether the solvency need should be increased.

The Danish FSA believes that a fully developed organisational structure, where risk management is supported by procedures, segregation of duties, internal controls, management reporting etc., does not permit the undertaking to make any deductions from the calculated solvency need. Conversely, the Danish FSA believes that a less developed organisational structure, where the risk of errors, etc. is relatively greater, should cause the board of directors and the board of management to consider increasing the solvency need.

The board of directors and the board of management must assess how the credit area is managed. If the undertaking’s business profile as regards credit indicates that there is no close ongoing monitoring of the exposures, the board of directors and the board of management must assess whether sufficient capital has been allocated in the calculation of the solvency need.

In the assessment, the board of directors and the board of management must also consider how market risks are managed in the undertaking. If the board of directors and the board of management have decided that no resources are to be allocated to a close and ongoing follow-up to the undertaking’s market risks, the board of directors and the board of management must assess whether sufficient capital has been allocated for this.

Operational risks are not covered by the risk-weighted items, cf. section 142(1) of the Financial Business Act, which mentions all risks included in the risk-weighted items. Operational risks, including eg. IT risks, must thus also be included in the assessment of the solvency need. In the opinion of the Danish FSA, it is relevant, however, for the undertaking to assess the extent to which operational risks are implicitly covered by the risk-weighted items, since operational risks will, to a certain extent, be risks included in the risk-weighted items.

Small undertakings will often, to a limited extent, have an extensive and specialised organisation which is able to cover potential losses due to operational and management risks. The Danish FSA is of the opinion that the solvency need in some small undertakings will be greater than in other undertakings. It should be added, however, that an individual assessment must always be carried out and this should include the complexity of the undertaking’s business as a natural element.

6. Other aspects in the calculation of the solvency need:

The Financial Business Act stipulates that the solvency need may not be less than the undertaking’s minimum capital divided by the risk-weighted assets. For banks and mortgage-credit institutions, the minimum capital requirement is EUR 5 million, unless the undertaking is covered by the transitional regulation in section 124(2) of the Act. Please refer to section 7 for the calculation of the minimum capital requirement by investment companies and investment management companies.

The explanatory notes to the Act state that there are other provisions in the Financial Business Act that will affect the assessment by the board of directors and the board of management of the solvency need. The requirements of the Act may thus also influence the assessment by the board of directors and the board of management of the solvency need. 
Whether other legislative requirements are to have decisive influence on the assessment by the board of directors and the board of management of the size of the solvency need, will be subject to a specific assessment of whether it is an investment the bank wishes to maintain and whether the bank is able to dispose of the investment. For example, a bank’s exposure with another credit institution will not normally affect the solvency need, since it would not cause any problems to transfer the exposure.

Below are some examples of situations where other legislative requirements may affect the assessment of the solvency need.

a) Since the undertaking’s largest exposure may not represent more than 25 per cent of the base capital, cf. section 145 of the Financial Business Act, the undertaking must, in the calculation of the solvency need, carry out an assessment of the effect of the largest exposures on the solvency need. The size intra-group exposures, cf. section 182 of the Act, may also be included in the calculation of the solvency need.

b) The undertaking’s portfolio of holdings may not represent more than 100 per cent of the base capital, cf. section 146 of the Financial Business Act. In the calculation of the solvency need, the undertaking must assess the effect of the portfolio of holdings on the solvency need. 

c) In section 147, the Financial Business Act limits ownership of real property and holdings in property companies to a maximum of 20 per cent of the base capital. If the undertaking wishes to maintain this exposure, this must be taken into account in the assessment of the solvency need.

d) For banks there is also a limit in section 149 of the Financial Business Act limiting the exposure in residual risks on lease contracts and the exposure in ownership of real property to 25 per cent of the base capital. If the undertaking wishes to maintain this exposure, this must be taken into account in the assessment of the solvency need.

7. Special information for investment companies and investment management companies:

Investment companies and investment management companies may not grant loans and companies which may not trade at their own expense have limited opportunities to place company funds. For these companies, particularly the operational risks will be crucial when the undertaking is to calculate the solvency need.

For investment companies and investment management companies, the minimum capital requirements will often be of greatest significance. This has the following implications:

a) The solvency need of investment companies wishing to become members of a stock exchange, a central securities depository or a clearing centre where the company participates in clearing and settlement or wishes to carry out one or more of the services mentioned in annex 4, schedule A, nos. 2, 4 and 5, and schedule B, no. 2 of the Financial Business Act must be a minimum of EUR 1 million as a percentage of the risk-weighted items.

b) The solvency need of investment management companies wishing to become members of a stock exchange or wishing to keep and manage the instruments mentioned in annex 5, no. 4 of the Financial Business Act, including becoming a member of a central securities depository or a clearing centre where the company participates in clearing and settlement must, as a minimum, represent the minimum capital requirement calculated under section 125(1), no. 3 of the Act as a percentage of the risk-weighted items.

c) The solvency need for other investment companies and investment management companies must, as a minimum represent the minimum capital requirement calculated under section 125(1), no. 4 of the Financial Business Act as a percentage of the risk-weighted items.

d) The solvency need of investment companies and investment management companies must, as a minimum, represent one-quarter of the fixed costs of the previous year, cf. section 125(4) of the Financial Business Act, as a percentage of the risk-weighted items.

8. Determination of solvency requirements by the Danish FSA:

Under section 124(4) of the Financial Business Act, the Danish FSA may determine a solvency requirement that is higher than the minimum requirement of eight per cent. The solvency need calculated by the board of directors and the board of management may never be lower than the solvency requirement determined by the Danish FSA.

In its assessment of whether the Danish FSA should determine a higher solvency requirement than eight per cent, the Danish FSA will emphasise the same matters as the board of directors and the board of management should emphasis when calculating the individual solvency need. The Danish FSA’s assessment will, however, also include the Danish FSA’s assessment of the board of directors and the board of management – including their quality and approach to risk-taking. Moreover, the Danish FSA is better able than most undertakings to compare different undertakings and this may also be included in the basis for the Danish FSA’s decision.

The Financial Business Act does not contain a requirement that the Danish FSA is to approve a solvency need calculated by the undertaking. In connection with reporting and during inspections in particular, the Danish FSA will assess the solvency need calculated by the board of directors and the board of management.

If the Danish FSA finds that the calculated solvency need seems too low, the Danish FSA will enter into a dialogue with the relevant undertaking before the Danish FSA determines any solvency requirement higher than eight per cent. In this dialogue, the elements of the undertaking’s individually determined solvency need will form the starting point. The explanatory notes to the Financial Business Act state that the aim is not a general tightening of the solvency requirement for the sector as a whole.

The undertaking’s individually calculated solvency need may change on an ongoing basis. 

This may be caused by changes in market conditions and changes in the individual undertaking’s risk profile. Similarly, the Danish FSA’s assessment of any solvency requirement may change on an ongoing basis.

Under section 225(1) of the Financial Business Act, the Danish FSA is required to withdraw the license of the undertaking if it does not meet the capital requirements after a time limit stipulated by the Danish FSA. In the opinion of the Danish FSA, the scope of the time limit for compliance with the solvency requirement will depend on which solvency requirement the undertaking is not meeting.

The Danish FSA has the following opinion about the scope of the time limits:

a. Undertakings that are not subject to an individual solvency requirement and where the undertaking is below the eight per cent: There is no basis for changing the practice as regards the scope of the time limit in relation to the regulations in force before 1 January 2005. The Danish FSA will, however, assess whether an individual solvency requirement needs to be determined. Then the undertaking will be covered by item c below.

b. Undertakings subject to an individual solvency requirement and where the undertaking lies below this requirement, but not below eight per cent: The Danish FSA will, on the basis of a specific assessment, in most situations be able to set a longer time limit than in the situation mentioned in item c. As in items a and c, the assessment will be based on the protection of depositors (in banks), bond owners (in mortgage-credit institutions) and investors (in investment companies and investment management companies).

c. Undertakings subject to an individual solvency requirement and where the undertaking lies below this requirement and the eight per cent: The Danish FSA will, on the basis of a specific assessment, set a shorter time limit than in a similar situation where the regulations from before 1 January 2005 were in force.

9. Annexes:

The annexes list as illustrative examples two methods which the undertaking may apply in the calculation of the solvency need:

Annex A:
This method is based on the minimum requirement of eight per cent. The method is prepared by the Association of Local Banks in Denmark. The Danish FSA has added a number of remarks to the model.

Annex B:
This method is based on models for calculation of economic capital. The models attempt to find the adequate capital so as to make it very likely that depositors (in banks), bond owners (in mortgage-credit institutions) and investors (in investment companies and investment management companies) are secured against losses.
The Danish Financial Supervisory Authority, 30 June 2005
Flemming Nytoft Rasmussen
/Thomas Kjøller
Annex A
Illustrative/specific examples
The model of the Association of Local Banks in Denmark for calculation of the solvency need on the basis of the minimum requirement, with remarks by the Danish FSA
A.1. Introduction:

The secretariat of the Association of Local Banks in Denmark has prepared a model plus accompanying guidelines for its members as regards determination of the individual solvency need.

The Danish FSA is of the opinion that the model is an illustrative example of a way to calculate the solvency need. Below are the Danish FSA’s preliminary remarks to various parts of the model. The Danish FSA’s remarks must be taken into account when the board of directors and the board of management determine the solvency need.

The model is intended for use by banks. The Danish FSA’s remarks apply correspondingly to other undertakings, subject to the necessary changes.

Most sections start with a quote from the guidelines of the Association of Local Banks in Denmark.

A.2. The Danish FSA’s remarks on the methodological approach of the Association of Local Banks in Denmark:

The starting point of the method of the Association of Local Banks in Denmark is that the requirement in the capital adequacy regulations for a base capital of a minimum of eight per cent of the risk-weighted items is suitable for an average bank. Moreover, the solvency need only varies from the eight per cent if the relevant bank, within relevant risk areas, has assumed a risk that is significantly greater than average.

There are different types of risk that are difficult to quantify and thus include in the capital adequacy regulations. When a specific bank is compared to the average bank, it is primarily done to assess whether it has significant risks that do not result in a suitable capital requirement according to the normal regulations. One example of this could be if the undertaking had a large part of its exposures within a single weak business sector.

However, it is important that, when employing the model, undertakings consider how to define the “average bank” forming the basis for comparison in the model. Furthermore, it is important to assess the influence of current cyclical trends on the risk profile of the average bank.

The Danish FSA is of the opinion that the explanatory notes of the Act do not indicate that a bank with a risk slightly above average must necessarily have a solvency need above eight per cent. The Danish FSA does believe, however, that since undertakings are different, solvency needs will also be different.

Looking at the current cyclical situation, the Danish FSA’s overall starting point is that, for the different parameters of the model, the 25 per cent of the undertakings that have assumed the greatest risk should have an increased the solvency need. The size of such increase would depend on a specific assessment of the extent of the risk. Similarly, it will, as a rule, be possible to make a deduction in the solvency need for banks with a particularly low risk profile – eg. for the 25 per cent that have assumed the lowest risk. The 50 per cent around the median
/NREF/FN101// should, as a rule, neither make deductions nor additions to the solvency need.

The Danish FSA does, however, believe that the individual bank should, in each situation, make a specific and individual assessment of the parameters.

A.3. The model of the Association of Local Banks in Denmark:

In the model of the Association of Local Banks in Denmark a number of factors are described that should be included in the calculation of the solvency need.

Schematically, the model looks like this:

	Text
	Amount
	Percentage

	Minimum requirement
	
	8

	+/- Expected "normal" consolidation, cf. A.3.1
	
	

	+/- Capital to cover risks due to business profile, cf. A.3.2
	
	

	+/- Capital to cover risk concentration, cf. A.3.3
	
	

	+/- Capital to cover risk pertaining to large exposures, cf. A.3.4
	
	

	+/- Capital to cover the possibility of investment of new base capital, cf. A.3.5
	
	

	+/- Capital to cover lacking control environment, cf. A.3.6
	
	

	+/- Capital for further covering of interest-rate risk, cf. A.3.7
	
	

	+/- Capital for further covering of share-price risk, cf. A.3.8
	
	

	+/- Capital for further covering of currency risk, cf. A.3.9
	
	

	+/- Capital for further covering of credit risk, cf. A.3.10
	
	

	+/- Net effects of IAS, cf. A.3.11
	
	

	Total = capital need/solvency need
	
	


The Danish FSA is of the opinion that the model takes into account the circumstances that the explanatory notes to the Act require as a minimum.

As mentioned below, the model does not hinder supplementing the model with sensitivity analyses (stress tests).

Below are the Danish FSA’s remarks to the individual parameters of the model:

A.3.1 Consolidation:

”The philosophy behind the calculation of the solvency need in the secretariat’s model is that the expected ”normal” consolidation one year ahead should be included in the bank’s ”capital resources” since this is to be seen as a buffer in relation to the solvency need. This means that when a bank suffers unforeseen adverse events that could affect the financial statements and thus also the solvency ratio, such an adverse event would, at first, only reduce the ”normal consolidation”. The secretariat has decided to apply the normal consolidation one year ahead, since this is also the horizon typically applied under the concept of ”economic capital”.”
´

”The adjustment of the solvency need from the consolidation should, however, also be carried out under consideration of the expected growth in loans and guarantees which will result in an increase in the value of the weighted assets. Thus, the total adjustment of the solvency need could be adjusted both up and down, depending on the growth in loans and guarantees and the size of the expected contribution from normal operations to own funds. Both the numerator and the denominator in the solvency fraction could change.

Finally, the consolidation should take into account dividend policy, any equity depreciation and any depreciations or revaluation recognised directly on own funds.”
The Danish FSA agrees that whether a bank has high and stable earnings, or low and/or unstable earnings has a certain significance for the assessment of the solvency need. The difficult part is to quantify the effect on the solvency need. The application of simple sensitivity analyses (stress tests) could contribute to the quantification of the level and stability of the earnings (the consolidation). 

The fact that the Association of Local Banks in Denmark has chosen a horizon of one year is also relatively positive, since this, as mentioned, corresponds to the normal horizon in connection with the calculation of economic capital.

As regards the expected consolidation, the Danish FSA believes that this should be carried out prudently. 
A.3.2 Business profile:

”This is where the model assesses whether the banks’ business profiles are particularly risky, eg. if the bank is involved in particularly risky segments or if the business policy is particularly costly for the bank as regards solvency, etc. and thus needs an addition to the solvency need. The opposite could obviously also be the case. This is merely an estimated assessment and should normally not lead to any adjustment. Banks that have specialised and perhaps focus rather narrowly on a single niche area should, however, consider increasing their solvency need a little.”
The Danish FSA agrees that banks focusing narrowly on a single niche area should, as a rule, have an increased solvency need. In some situations, the addition to the solvency need must be deemed material.
A.3.3 Concentration risk:

”As regards the concentration risk, judgement is required. A much diversified credit portfolio may defend a reduction in the solvency need. Conversely, a relatively large concentration of exposures in a single business sector (eg. agriculture) could lead to an addition. Banks with very few commercial exposures and a very large number of private customers should, as a rule, be seen as having a much diversified credit portfolio.”
The Danish FSA agrees that, as regards concentration risk, judgement is required. Thus it is difficult to set up relevant key figures. For example, a key figure expressing the business sector concentration will only be relevant if a certain distinction is made between risky and less risky business sectors.

The Danish FSA is of the opinion that a well-diversified credit portfolio does not justify a reduction in the solvency need when the eight per cent requirement is applied as the starting point when calculating the solvency need. In the determination of the risk weights in the capital adequacy regulations, the assumption was that the average bank has a well-diversified credit portfolio. The risk weights were originally determined on the basis of data from the member countries of the Basel Committee and the EU. The Danish FSA assesses that particularly small and medium-sized Danish banks generally do not have more well-diversified credit portfolios than the basis for the determination of the risk weights. For the smallest banks, the concentration risk in the credit portfolio will often be higher which could justify an addition to the solvency need. The individual bank must, however, always assess whether there is a correlation between the various concentration risks so that the same risk concentration does not affect the solvency need more than once.

The Danish FSA finds that concentration risk appears in different shapes. Business sector concentration and geographical concentration where borrowing customers etc. are situated within a small geographical area could thus suffer from adverse cyclical trends in this area could be mentioned as an example. The Danish FSA would also like to point out that any concentration of the collateral provided by the customers for the exposures could lead to an increased solvency need.

Finally, some of the risks described in the following sections are examples of risk concentration. This applies to large exposures and, to a certain extent, also to interest-rate risk, share-price risk and currency risk.

A.3.4 Large exposures:

According to section 145(2) of the Financial Business Act, the sum of the exposures which, after a deduction for particularly secure claims, constitute 10 per cent or more of the base capital may not exceed a total of 800 per cent of the base capital.

The model of the Association of Local Banks in Denmark proposes that the sum of the specific bank’s large exposures should be decisive for whether large exposures should entail an addition or a reduction in the calculated solvency need.

The Danish FSA assesses that the sum of large exposures is a relevant risk target – particularly for banks wishing to employ relatively simple calculation methods. The credit quality of these exposures, however, plays a crucial role for the risk. This must be covered by one or more other factors, cf. below.

The starting point for the model is that a capital requirement of eight per cent is suitable for the average bank. If more or less equally many banks apply an addition and a reduction, this would be in accordance with the starting point. For example, approximately 25 per cent could apply a reduction, approximately 25 per cent could apply an addition, and approximately 50 per cent could apply neither a reduction nor an addition. The relatively large middle group would have to take account of the assumption that only a considerably larger risk leads to an addition to the solvency need.

The following illustrates that the distribution as regards the sum of large exposures measured against the base capital as at 31.12.2004 was:
	Groups (1-4) banks
	Distribution large exposures

	Upper quartile (25% of the banks have a sum of large exposures greater than this percentage)
	126 %

	Median 
	73 %

	Lower quartile (25% of the banks have a sum of large exposures lower than this percentage)
	35 %


Please note that the addition in this example should be adjusted according to how much the sum of large exposures exceeds 126 per cent 

A.3.5 Raising capital:

”The bank’s possibility of raising core capital or supplementary capital is a factor that should be take into account in the calculation of the solvency need. If the bank assesses that it could become difficult to raise new capital at a reasonable price, the solvency need should be set a bit higher. Conversely, the solvency need may be reduced if the bank believes that it will easily be able to raise new capital. This could be the case if the bank had recently obtained or received an offer for new capital which was still applicable. Apart from this, the element of raising capital is subject to judgement.”
The Danish FSA assesses that the board of directors and the board of management should also take into account the fact that in a situation where the bank, because of losses, needs further capital, it will likely be more difficult than usual to raise capital.

A.3.6 Control environment:

”The bank must make a qualitative assessment of its control environment. This means an assessment of the extent of internal procedures, the degree of segregation of duties, and of whether the controls necessary are in place. If, for example, a small bank accepts the risks related to lacking segregation of duties, the management should consider whether this should be taken into account in the solvency need.”
In the assessment of the Danish FSA, a fully developed organisational structure where the risk management is supported by procedures, segregation of duties, internal controls, management reporting etc. will not give rise to the undertaking being able to make a deduction in the calculated solvency need. However, the Danish FSA is of the opinion that a less developed organisational structure where the risk of errors, etc. is relatively greater should lead the board of directors and the board of management to consider increasing the solvency need.

Small undertakings will often, to a limited extent, have an extensive and specialised organisational structure which could alleviate possible losses as a consequence of operational and management risks. These small undertakings should obviously compare the need for an extensive and specialised organisational structure with the types of business they carry out. 

However, the Danish FSA assesses that the solvency need in some small undertakings will be higher than in other undertakings because of a less developed organisational structure. It should be added, however, that an individual assessment should always be made.

A.3.7 Interest-rate risk:

”The interest-rate risk expresses the part of the core capital after deductions which the bank would lose if interest rates went up by one percentage point. This key figure can be found at the Danish FSA’s website at bank level. 

Since a high interest-rate risk could have significant influence on the bank’s own funds and thus also on the solvency ratio, it is assessed to be true that these risks to a significant extent are reflected in the bank’s solvency need.”
”Typically smaller banks have a high interest-rate risk since they often choose to place a large part of their excess liquidity in bonds. However, these banks typically also have a very high solvency ratio.”
The Danish FSA assesses that for the smallest banks (group 4 banks) it is particularly relevant to include the size of the interest-rate risk in the assessment of the solvency need, because the interest-rate risk related to non-trading-book activities is not covered by the minimum capital requirement.
A particularly high concentration of interest-rate risk must be assumed to be covered by the bank’s assessment of concentration risk, cf. above.

For banks in groups 1-3, there are capital requirements for the interest-rate risk. However, there is a certain risk of interest rate changes so large that the risk-weighted items’ requirement for capital is not sufficient.

Moreover, it may be relevant for all banks to assess the extent of the special risks in the area, including placements in bonds with prepayment risk or other option elements. These special risks may be serious in the event of large interest-rate fluctuations.

The starting point for the model is that a capital requirement of eight per cent is suitable for the average bank. If more or less equally many banks apply an addition and a reduction, this would be in accordance with the starting point. For example, approximately 25 per cent could apply a reduction, approximately 25 per cent could apply an addition, and approximately 50 per cent could apply neither a reduction nor an addition. The relatively large middle group would have to take account of the assumption that only a considerably larger risk leads to an addition to the solvency need.

The following illustrates that the distribution as regards the interest-rate risk as at 31.12.2004 was:
	Group (1-4) banks
	Distribution interest-rate risk

	Upper quartile (25% of the banks have an interest-rate risk greater than this percentage)
	4.80 %

	Median
	3.00 %

	Lower quartile (25% of the banks have an interest-rate risk lower than this percentage
	1.35 %


Please note that the addition in this example should be adjusted according to how much the interest-rate risk exceeds 4.80 per cent.
A.3.8 Share-price risk:

”The banks also often have part of their investment portfolio placed in shares. In relation to the process of calculating the solvency need, it is thus also relevant to look at this risk area. The share-price risk can be calculated as the percentage of own funds represented by the share portfolio. The share-price risk is typically related to the portfolio of shares acquired in connection with placement of liquidity. The banks may thus consider how great a weight shares in joint companies etc. should have.”
As for interest-rate risk, the Danish FSA assesses that for the smallest banks (group 4 banks) it is particularly relevant to include the size of the share-price risk in the assessment of the solvency need, because the position risk for shares is given a lower capital adequacy weight than banks in groups 1-3 because it is treated outside the trading book.

Moreover, it may be relevant for all banks to assess whether the share portfolio is concentrated in smaller companies or business sectors, including whether the relevant companies or business sectors are particularly risky.

A particularly high concentration of share-price risk must be included in the assessment of concentration risk by the board of directors and the board of management, cf. above.

The starting point for the model is that a capital requirement of eight per cent is suitable for the average bank. If more or less equally many banks apply an addition and a reduction, this would be in accordance with the starting point. For example, approximately 25 per cent could apply a reduction, approximately 25 per cent could apply an addition, and approximately 50 per cent could apply neither a reduction nor an addition. The relatively large middle group would have to take account of the assumption that only a considerably larger risk leads to an addition to the solvency need.

The following illustrates that the distribution as regards the share-price risk as at 31.12.2004 was:

	Group (1-4) banks
	Distribution share-price risk

	Upper quartile (25% of the banks have a share-price risk greater than this percentage)
	33.9 %

	Median
	24.0 %

	Lower quartile (25% of the banks have a share-price risk lower than this percentage)
	12.9 %


Please note that the addition in this example should be adjusted according to how much the share-price risk exceeds 33.9 per cent
A.3.9 Currency risk:

”The banks’ risk on currency can be measured employing the currency indicator 1. This is calculated as the greatest of the sum of all the short currency positions and the sum of all the long currency positions. The indicator thus expresses a simplified measure of the bank’s positions in foreign currency.”
The Danish FSA believes that it may be relevant to assess whether the currency risk is concentrated in few and possibly particularly risky currencies.

A particularly high concentration of currency risk must be assumed to be covered by the bank’s assessment of concentration risk, cf. above.

The starting point for the model is that a capital requirement of eight per cent is suitable for the average bank. If more or less equally many banks apply an addition and a reduction, this would be in accordance with the starting point. For example, approximately 25 per cent could apply a reduction, approximately 25 per cent could apply an addition, and approximately 50 per cent could apply neither a reduction nor an addition. The relatively large middle group would have to take account of the assumption that only a considerably larger risk leads to an addition to the solvency need. Please note that the risk in the area may be very limited although the undertaking is placed among the 25 per cent with the greatest risk and this should be included in the assessment of whether there is a need for an addition in the calculation of the solvency need. 

The following illustrates that the distribution as regards the currency risk as at 31.12.2004 was:
	Group (1-3) banks
	Distribution currency risk

	Upper quartile (25% of the banks have a currency risk greater than this percentage)
	8.10 %

	Median
	2.20 %

	Lower quartile (25% of the banks have a currency risk lower than this percentage)
	1.00 %


Please note that the addition in this example should be adjusted according to how much the currency risk exceeds 8.10 per cent and according to the currencies in which the undertaking has exposures, cf. above. 

Many group 4 banks have no currency positions, and therefore the distribution on the currency risk (currency indicator 1) is only calculated for groups 1-3. Group 4 banks which do have a currency risk may apply the distribution above. 

A.3.10 Credit risk:

”In the minimum requirement of eight per cent, the credit risk of the bank has already been taken into account to a great extent, since loans to private individuals and commercial enterprises are included at 100 per cent, corresponding to a capital requirement of DKK 8 for each DKK 100 being lent. The weights are smaller for financial institutions subject to supervision (20 per cent) as well as for exposures with the state which are not weighted at all. The same applies to collateralised exposures, such as guarantees against losses on mortgage credit which are only weighted by 50 per cent because of the collateral in real property. Still, it could be argued that banks which are less well-based should make an addition to the solvency need and, similarly, make a deduction if the bank is very well-based.”
The Association of Local Banks in Denmark sets up a risk target where the decisive factor is the number of years the corrective account can cover the bank’s average recognised impairment losses on loans and provisions on guarantees (for example measured over a five-year period).

The Danish FSA is of the opinion that the credit risk and thus the asset quality are of great importance for the assessment of the solvency need. Companies which comply with the measurement principles of the accounting regulations, but whose quality of loans etc. is such that there is a risk of significant losses are thus candidates for a solvency need of more than eight per cent.
The method of the Association of Local Banks in Denmark is, in the opinion of the Danish FSA, not sufficiently forward-looking. To this should be added that the banks have had different principles for when they would write off amounts as finally lost, and the new accounting principles make it difficult to assess developments over time.

In the opinion of the Danish FSA, the banks should thus make more judgement-like assessments, for example by placing greater focus on internal rating of their customers. A bank with weak loans which must be expected to yield losses in case of, for example, weakened cyclical trends and where such losses have not already been countered through recognised impairment losses/provisions should expect an addition to the solvency need.

A.3.11 The net effect of IAS:

”The net effect of the new accounting regulations must be included in the calculation of the solvency need. The new accounting regulations mean that more banks carry back amounts from the corrective account to own funds and/or through operations. This does not alter the credit risk. This should be taken into particular account in the solvency need. Moreover, the "bekendtgørelse om finansielle rapporter for kreditinstitutter og fondsmæglerselskaber m.fl." (executive order on financial reports for credit institutions and investment companies etc.) contains several changes to measurement principles etc. which reduce own funds, and this should also be taken into account in the solvency need.”
The Danish FSA agrees that the explanatory notes to the Act entail that the effect of IAS must be considered. In the application of a method where comparison is made with an average bank, the Danish FSA is of the opinion that this is done most appropriately in connection with the other points, primarily the point mentioned just above this on credit quality. Please note that an adverse cyclical situation could increase the solvency need.
+++NOTER+++

/NPKT/FN101// The median is the middle observation. The median is the observation where there are the same number of observations that are greater as observations that are smaller.

---NOTER---

Annex B

Illustrative/specific examples
Calculation of individual solvency need on the basis of models for economic capital
B.1 Introduction:

This annex outlines how banks may employ models based on economic capital. This annex briefly describes actual economic capital models only expected to be applied by large undertakings (section B.2).

Moreover, a simpler model is described which is inspired by some of the principles behind models for economic capital, but where the calculations are simpler (section B.3).

The principles outlined primarily aim at banks, but the principles behind will also be applicable for mortgage credit institutions, investment companies and investment management companies.

The starting point for models based on economic capital is, notwithstanding the statutory minimum requirement of eight per cent, to calculate the capital necessary in order for depositors to have a high degree of likelihood of not suffering losses.
B.2 Actual economic capital models:

Some Danish banks employ economic capital models in their internal risk management. The economic capital is based on a mathematical/statistical treatment of loss experience.

Such economic capital may also be applied in the calculation of the solvency need. In this connection, the board of directors and the board of management must consider whether the economic capital is calculated with a sufficiently high likelihood of being able to cover possible losses.

The necessary validation of the model must have been carried out. The undertaking may use as its starting point the requirements for validation applicable to Value-at-Risk models and /or the requirements which will apply to internal rating models. In this connection, the undertaking must carry out relevant stress-tests where the individual assumptions are subjected to stress.

B.3 A simple model for calculation of the solvency need:

For the undertakings which do not wish to develop an actual economic capital model, it will be possible to employ a simpler model building upon the same ideas. 
The model builds upon both qualitative and quantitative elements. In the design of the model, consideration was taken as regards the explanatory notes to the Act as to the calculation of the solvency need.

The starting point is that the bank has a number of assets and liabilities as well as off-balance-sheet items to which risks are attached which do not necessarily appear from the measurement of these items. The measurement of assets, liabilities and off-balance-sheet items is, however, assumed to be correct.

In the model, the solvency need is calculated as one percentage rate. In the denominator, the risk-weighted items, which are not adjusted, are applied.

The starting point of the model is a sensitivity analysis (stress test). A stress test is an attempt at stressing the bank on the basis of a number of assumptions. The choice of stress level influences the likelihood that the depositors will not suffer losses. The stress test measures how the individual bank reacts to a number of relatively extreme events which are not, however, entirely unlikely to happen.

In addition to the stress test, the model makes additions or deductions from the result of the stress test, depending on the bank’s risk profile.

The following elements are included in the model’s calculation of the solvency need:

(
Stress test
(
Operational risks
(
Asset quality
(
Growth in lending
(
The size of the bank
(
Concentration risk analysed by the following areas:
(
Geographical concentration 

(
Concentration of the collateral
(
Proportion of large exposures
(
Proportion of commercial exposures
(
Proportion of exposures in risky business sectors
(
Control risks
For all sub-elements, a capital need is calculated which may be both positive and negative and which is calculated as a percentage of the risk-weighted items. The total solvency need is calculated by adding all these positive and negative contributions up into one solvency need expressed as a percentage of the risk-weighted items.

In the model, no consideration is made of continued compliance with legislative requirements as mentioned in section 6 of these Guidelines.

B.3.1 Stress testing:

The stress test calculation is based on the most recent accounting year’s income statement. This income statement is subjected to stress through a number of events. The result thus obtained is the effect on the profit or loss for the year if the events occur within one year. The negative result obtained is then divided by the risk-weighted items. The percentage thus obtained forms the starting point for the calculation of the solvency need.

The bank is responsible for finding the right stress levels. These depend on the security which the board of directors and the board of management require that the depositors will not suffer losses. Inspiration for determination of the stress levels can be found in the pension companies’ "traffic light" reporting. Likewise, the stress levels can be based on historical experience such as the percentages for losses and provisions in the crisis years of the early 1990s. Since the capital is required to cover unexpected losses, it is important to employ a worst-case scenario when determining the percentages for losses and recognised impairment losses on loans.

Elements which could be applied in the events include:

a. Ordinary income falls at the same time as costs are displaying sluggishness and thus do not fall correspondingly.

b. The percentages for losses and write-downs increase to a high, but not necessarily unrealistic, level.

c. Interest rates rise significantly and subsequently prices of bonds and other fixed-interest claims fall. The board of directors and the board of management must, in this connection, consider the effect large interest-rate increases will have on the prepayment risk on mortgage-credit bonds.

d. The prices on the real property market drop significantly. The bank will consequently suffer a direct loss because of impairment of the bank’s own properties.

e. The value of shares and other holdings drops significantly. 

f. Due to currency fluctuations, significant losses may be incurred on currency positions.

g. Trends in the markets for interest rates, currency and shares may have major derived consequences for the value of the bank’s derivative financial instruments, and assumptions should be made as to how the value of these instruments will be affected.

In the assessment of the stress levels, it would be natural for the undertaking to consider whether the bank’s risk profile is composed in such a manner that there are positive as well as negative correlated effects. Moreover, when choosing stress levels it will also be appropriate to take into account that the stress test obtained is only based on one year and does not take into account any losses incurred in subsequent years.

Several banks have significant income from holdings in associated and group undertakings. For such banks, it will be relevant to assess the effect of the elements mentioned above on these undertakings in order to also include the derived effect on the parent undertaking’s performance.

The size of the negative result achieved is the minimum economic capital the bank needs to be able to withstand the stress test scenario. If the negative result is seen without the operational sign in relation to the risk-weighted items, the minimum solvency need the bank requires in order to be able to withstand the stress test scenario is achieved. 
B.3.2 Operational risks:

No capital is set aside above to cover operational risks. How the undertaking intends to set aside capital in the calculation of the solvency need to cover operational risks should be subject to a specific assessment in the individual bank. In the draft future capital adequacy regulations (Basel II), these risks must have separate capital charge. In these proposed regulations, the Basic Indicator Approach employs a capital requirement of 15 per cent of the bank’s gross income which is related to the risk-weighted items. These regulations or the regulations regarding the Standardised Approach in the Basel regulations may be employed as inspiration.

B.3.3 Asset quality:

The quality of the assets is decisive for the bank’s solvency need.

If the bank rates its exposures, this will form a good basis for making additions or deductions to the solvency need. If a large part of the bank’s loan portfolio is of very high quality with limited risk, the bank may consider making a small deduction to the solvency need. Conversely, the bank may consider whether the solvency need should be increased as regards the weak exposures for which recognised impairment losses have not been made. Similarly, it will be natural to consider whether to set aside extra capital for the exposures for which recognition of impairment losses have been made, but where further negative trends may result in further recognition of impairment losses.
In this connection, the Danish FSA would like to mention that, after the transfer to the new accounting regulations, there will probably be more weak exposures for which provisions could be made in accordance with the principle of prudence in accounting before 1 January 2005. The portfolio’s risk has not changed, however, and it is thus expected that the proportion of weak exposures with a consequent increased risk will become greater than before the introduction of the new accounting regulations.

B.3.4 Lending growth:

Historically, it has been shown that rapid lending growth may be an indication that the bank has weakened its control of loan quality. Thus, it is natural for the bank to increase its solvency need if it currently has and expects continued high lending growth. Moreover, the lending growth itself will lead to an increased capital need. The board of directors and the board of management must thus consider their expectations to growth and possibly make an addition to the solvency need according to the size of the growth expected.

B.3.5 The size of the bank:

There is empirical evidence that large undertakings do not fail to the same extent as small undertakings. This also applies to Danish banks. All the banks in financial distress that the Guarantee Fund for Depositors and Investors has been involved with have been small banks.

Thus, the Danish FSA is of the opinion that small banks will often have a higher solvency need than large banks. The reason for this is that a small bank will not naturally have the same administration to handle any changes in market conditions. Furthermore, a small bank will often depend on individuals.

The board of directors and the board of management of a small bank must thus consider whether the size of the bank in itself gives rise to considerations for an addition to the solvency need. The bank could however consider whether this circumstance is covered by other additions, eg. pertaining to risk concentration or control environment, cf. sections B.3.6 and B.3.7.

B.3.6 Concentration risk:

The bank’s concentration risks will also result in an addition or a deduction to the solvency need. The capital need in a bank with great risk diversification will be smaller than a bank with great concentration risk.

In banks, the most significant concentration risk will often be linked to the credit area. The concentration risks can be divided into the following five categories:

1. Geographical concentration
2. Concentration of collateral
3. Proportion of large exposures
4. Proportion of commercial exposures
5. Proportion of exposures in risky business sectors
Within each category, it will be relevant for the bank’s board of directors and board of management to consider whether the risks are more concentrated than in the sector in general. If the bank has a much smaller concentration in the area than the rest of the sector, it would be natural to consider a deduction in the solvency need. An estimate will often suffice, but it may obviously be supplemented by published statistics, etc.
A more detailed explanation of the concentration risks can be found in section 5.2 of these Consultative Guidelines.

B.3.7 Control risks:

In the assessment by the board of directors and the board of management of the bank’s quality of organisation and control environment, it will be relevant to "compensate" a less developed organisational structure with a consequent smaller control environment through an addition to the solvency need. A systematic approach could be to assess the bank’s risk areas individually and then decide upon the quality. The assessment can also be made simpler if the circumstances warrant this. For example, an assessment could be carried out of the credit and market risk areas and possibly of the general management of the bank.

In addition to the remarks in section 5.3 of these Consultative Guidelines, the board of directors and the board of management could emphasise the following factors: The management’s abilities and perspective, professional knowledge in the organisation, dependency on key persons, the extent of instructions and written procedures, the extent of risk management, segregation of duties, internal controls, independent reporting, etc.
� The median is the middle observation. The median is the observation where there are the same number of observations that are greater as observations that are smaller.





