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General remarks

“The prudential treatment of software assets in the capital framework should be consistent with fostering
digital investment, and an alignment on both sides of the Atlantic would be welcome to ensure a level
playing field.”

(Luis de Guindos, Vice-President of the ECB, 6 February 2020)

The RTS under discussion for the prudential treatment of software in the context of the CRR goes a step
in the right direction. However, the step is not big enough to achieve the goal of a level playing field. We
expressly welcome the abandonment of a very narrow interpretation of the supplement to Art. 36 (1) b)
CRR 11, which bearing in mind recital 27 of CRR Il would not be appropriate. Both from the point of view
of the banking industry and with regard to the statement of the ECB, the suggestion falls short of expec-
tations. In comparison with institutions in other jurisdictions and sectors, European banks will continue to
be at a disadvantage. Here, particularly more recently, it has become clear that the digitalisation of the
European banking landscape is an important building block for a stable financial system. In addition, digi-
talisation makes an important contribution to the sustainable profitability of the banks.

Against the background of the COVID 19 pandemic, the European Commission has made amendments to
the CRR (so-called CRR Quick Fix 1) According to this, exempting the deduction of software assets comes
into effect as soon as the RTS enter into force. We expressly welcome this early first-time application. In
our opinion, the EBA should take all measures that are necessary to submit the RTS to the European
Commission in as timely a manner as possible. This would be in the spirit of the political will declared in
the CRR Quick Fix. In the event that the entry in force of the Delegated Regulation is delayed, we advo-
cate a (if necessary, even retroactively or subject to omission of the 20 days) application of the regula-
tions to be effective 30 September 2020 and therefore ask for an appropriate supplement to Art. 2.

Of the four variations under consideration we consider option 4 the most pragmatic solution. Hence, we
welcome the EBA’s choice.

Comments on questions in the consultation paper

Question 1:

In case some software assets are classified within tangible assets in your institution, what are
the main reasons for doing so and what is the percentage of this classification compared with
the classification as intangible?

The reason is the mandatory compliance with IAS 16 in conjunction with IAS 38.4, provided that the
software is an integral part of the hardware. In addition, pursuant to IAS 38.8 there is an intangible asset
if it is a distinctly identifiable, non-monetary asset devoid of physical substance. However, if an asset
combines tangible and intangible elements, it is up to the enterprise to determine which element is to be
rated as more important. Now, should a software be identified as an integral element of the related hard-
ware, then per se it does not constitute an intangible asset. IAS 38 is thus not relevant. Rather, the soft-

1 _https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32020R0873&from=DE
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ware is in this case not clearly identifiable and separable, but part of the tangible elements and accord-
ingly has to be shown as a tangible fixed asset pursuant to IAS 16 in the balance sheet (as for example
BIOS or every other form of firmware).

Question 2:

Do you have any comment on the proposed approach for the prudential treatment of software
assets?

The implementation of the proposed approach would entail operational hurdles, particularly for small and
medium-sized institutions. In practice, these institutions capitalise purchased software. There are hardly
any in-house developments and they are rarely capitalised. As a rule, the charging of the related costs is
in no proportion to the income (charging/collection of development costs involves a great deal of effort,
additional computer resources for accounting, additional audit transparency, etc.). Furthermore, addition-
al parallel accounting would have to be established for the application of the regulatory amortisation ap-
proach, which would increase the expenditure further. In accordance with the principle of proportionality,
it should also be made possible for these institutions to not have to deduct the software from Common
Equity Tier 1 capital. We therefore propose simplification in the identification of possible software assets.
The fixed assets schedule shows current write-ups to the software. Small and medium-sized institutions
should be allowed to use the write-up amount as a basis for determining the amount of amortisation. The
write-up amount would be amortised over the prudential useful life. This eliminates the need for small
and medium-sized institutions to identify each piece of software, which would mean considerable relief
with regard to operational requirements. These data are already available today.

In addition, for all institutions which based on their own cost/benefit considerations want to waive the
implementation of the regulatory amortisation method, the total software deduction from CET 1 should
remain an option (see question 7).

According to Art. 13a (4) of the draft of the Amendment Regulation, with software assets purchased by
subsidiaries, the date of balance-sheet capitalisation (initial recognition) in the subsidiary’s financial
statements (option A) or the date on which they begin to be amortised in the subsidiary’s financial state-
ments (option B) should be applied. We do not follow the rationale of this regulation. The proposal would
result in an unreasonably additional effort to analyse the derogative accounting standards and apply them
at group level. Hence, in line with the existing methodology, the applicable accounting standards at group
level should prevail.

Question 3:

What is your view on the calibration of the prudential amortisation period?

To justify the prudential useful life of 2 years, the EBA makes reference to the studies it conducted 2. The
subject of the studies were in particular takeover (M&A) cases involving shareholdings in institutions in
resolution, insolvency and liquidation. There was no exact description of the cases. For these cases, the

2 chapter 3, para. 32 and explanatory box p. 22.
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EBA states for a software migration period of 1 to 3 years. Until then, the software would normally have
migrated to the purchaser’s IT systems.

In our view, the 1 to 3 years mentioned by the EBA can mean only average figures. l.e., 1 to 3 years is
the average time that is required to migrate the entire software portfolio to the acquiring bank. We do not
assume that the EBA'’s figures can interpreted as the maximum time span for the software migration pro-
cess. For our studies and practical experiences have clearly shown that, in the event of a takeover and
also liquidation, software continues to be used over a longer period (up to 8 years). In the case of a sin-
gle takeover, moreover, the useful life of the individual transferred software products is not uniform. With
this as a starting point, a basis of 2 years useful life would not be appropriate for prudential purposes. A
useful life of 2 years reflects an average useful life of only one year since the impact on own funds de-
creases linearly (see diagram below). This reason why this is the case is that since at the start of pruden-
tial amortisation the impact on CET 1 is very high (100%) and at the end of the two-year amortisation it
decreases to zero. That means that on average over both years there is only a 50% CET1 impact. A
100% impact, i.e., a total capital relief, is thus on average effective for only one year. Hence, on average,
the result is a one-year useful life.

With an average useful life of one year, the EBA’s proposal would be very conservative and would not be

justified by the results of the EBA’s study. For an average useful life of 2 years, the maximum useful life
for the prudential amortisation approach would have to amount to 4 years.

2-year prudential amortisation = 1-year average remaining amortisation

4-year prudential amortisation = 2-year average remaining amortisation

| | | |
| | : | —>

0 1y 2y 3y 4y

Furthermore, a 2-year useful life does not take into account that with the takeover of a resolution case
the institution first enters an initial evaluation phase. According to the results of our studies, the difficul-
ties do not begin on the day of the takeover. Rather, they begin with a certain lead time. The actual deci-
sion on the resolution or even liquidation is taken at a later point in time. In our example of a liquidation,
the decision was not taken until 2 years after the onset of difficulties.
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Development of purchased software as illustrated by XY Bank,
which is wound down by way of liquidation
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The initial evaluation phase has thus lasted almost 2 years. In view of this, we consider a prolongation of
the useful life taking into account an initial evaluation phase appropriate. We would regard an initial eval-
uation phase of 1 year as sufficiently conservative.

There is also the fact that, in the “normal case”, when preparing the annual financial statements, the
legal representatives of an institution have to make a prognosis on the continuation of business activity
before the work on the financial statements can be performed under the “going concern” assumption. In
the evaluation of the “going concern” assumption, the institution’s ability to continue for at least the com-
ing 12 months as a going concern is evaluated. For this, the individual position of the bank and the over-
all economic circumstances are assessed. The statutory/external auditors must furthermore pass judg-
ment on the evaluation of the legal representatives. So if the annual financial statements are produced on
the assumption of a going concern, then for the next 12 months there is a very high probability that the
institution will continue operating during this time. For this period, we assume a recoverable value for the
software. We therefore consider an extension of the useful life of at least 1 year for prudential
purposes advisable.

At the time of difficulties, there is software that for regulatory purposes would have to be deducted from
Common Equity Tier 1 capital, although it is needed in a time of difficulty and does serve the bank.
Hence, a period of at least 3 years should be set for regulatory useful life, which in our view would also be
prudentially justifiable.
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A shorter regulatory useful life of two years would — as noted by the EBA itself — otherwise have negative
effects on large software and IT investments, which should basically contribute to strengthening competi-
tion and resilience of the EU banking sector. In addition, those institutions would be disadvantaged that
had already early on invested in software and thus in leading market development in order to for example
stay competitive vis a vis the fintechs. With a short useful life, these institutions could no longer profit
from the capital relief.

Question 4:

What is your view on the proposed alternative approaches illustrated above?
We would argue very strongly for the application of Option B, i.e., prudential amortisation should begin
concurrently with accounting amortisation in the balance sheet.

In both cases the establishment of a subledger/parallel accounting is necessary. Here, option A and B
differ in the expected cost of implementation. The data points necessary for option B (original book value,
current book value, start of amortisation) are today already available in the institutions.

This would, moreover, mean a better comparability of accounting / FinRep. A deviation between the regu-
latory and accounting start of amortisation would involve a great deal of effort for the institutions and
would unnecessarily increase the complexity of the provision. The proposed total capital deduction prior
to implementation of the software, however, should be dropped. In line with accounting regulations, the
capital deduction should not begin until the start of accounting amortisation in the balance sheet. The
recoverable value of the assets will be confirmed by the statutory/external auditor as part of the audit
opinion prior to rollout.

Question 5:

If considered needed, please provide any complementary information regarding the costs and
benefits from the application of these draft RTS.

In our view, the relief for the institutions from option 4 is overestimated. Figure 6 indicates relief of be-
tween 19.8 b.p. and 22.4 b.p. in the CET 1 ratio. The comparison calculations by our institutions arrive at
mainly lower relief figures. In the QIS data used in the analysis there were, in our opinion, no data que-
ried of the volume of assets under construction. In option B, these must be further deducted at 100%
from CET 1. In practice, assets under construction have a tangible portion of the total and the result of a
total deduction is that the effect for option B from our point of view was overestimated. Hence, in order to
reduce the disadvantage for EU institutions a less conservative calibration is necessary.

Question 6:

If considered material, please provide your own estimate on the difference in the impact of
prudential amortisation treatment between (i) assuming the capitalization date of software
assets as the starting point for prudential amortisation (ie. Option A illustrated in this CP) and
(ii) assuming the date of accounting amortisation as the starting point for prudential amortisa-
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tion, but fully deducting from CET1 items the costs capitalised until this date is (i.e. Option B
illustrated in this CP).

As a rule, the institutions do not have the necessary data to prepare a comparative calculation for option
A available in analysable form and depending in part on the software would have to be effortfully collect-
ed. Hence, it is not possible to provide any information on this in the near term. To enable a timely im-
plementation of the regulation, it is for this reason too that we clearly voice our support for the applica-
tion of option B.

Question 7:

Please provide any additional comments on the Consultation Paper.

We advocate that the provision to avoid capital deduction should be structured as an option for institu-
tions. For institutions that have hardly capitalised software the implementation of the regulatory amorti-
sation approach would bear no reasonable relation to the capital relief. The institutions in question should
thus continue to be allowed to fully deduct software assets from their CET 1.

**x*x
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