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EGYEB JOGI AKTUSOK

EUROPAI BIZOTTSAG

ALLAMI TAMOGATAS - NEMETORSZAG
C 15/09 (kordbbi N 196/09) és N 380/10 dllami timogatis — A hivatalos vizsgilati eljdrds

7

meghosszabbitdsa, koveteléskezel§ tdrsasig, a SoFFin dltal a HRE szdmdra nydjtott tovdabbi
kezességvillalisok; Hypo Real Estate

Felhivds észrevételek benydjtisira az EUMSz. 108. cikkének (2) bekezdése értelmében
(EGT-vonatkozisii szoveg)

(2010/C 300/06)

2010. szeptember 24-én kelt levelével, amelynek hiteles nyelvi véltozata megtaldlhaté ezen osszefoglalé
végén, a Bizottsdg értesitette Németorszagot arrdl, hogy a fent emlitett tdmogatassal/intézkedéssel kapcso-
latosan az Eurdpai Unié miikodésérdl szolé szerzdés 108. cikkének (2) bekezdése szerinti eljdrds megin-
ditdsarél hatdrozott.

A Bizottsdg gy hatdrozott, hogy az ezen Osszefoglalot kovetd levélben részletezett tdimogatassal/intézke-
déssel kapcsolatban ideiglenes alapon semmilyen ellenvetéssel nem él.

Az érdekeltek a bizottsdgi eljards tdrgyat képez$ tdmogatdsrafintézkedésre vonatkozd észrevételeiket az
alabbi Osszefoglalé és az annak végén taldlhatd levél kozzétételét kovetSen egy honapon beliil tehetik

meg az aldbbi cimen:

European Commission
Directorate-General for Competition
State aid Greffe

Rue Joseph II 70

1049 Bruxelles/Brussel
BELGIQUE/BELGIE

Fax +32 22961242

Az észrevételeket a Bizottsdg tovabbitja Németorszagnak. Az észrevételek benyujtéi kérésiiket megindo-

kolva, irdsban kérhetik adataik bizalmas kezelését.
Eljaras

2009. dprilis 1-jén Németorszag a Hypo Real Estate-re (a tovab-
biakban: HRE) vonatkozé szerkezetdtalakitdsi tervet jelentett be.
2009. mdjus 7-én a Bizottsdg részletes vizsgdlatot inditott a
HRE javara hozott tdmogatasi intézkedésekre vonatkozdan, elsé-
sorban a HRE életképességével kapcsolatban felmeriilt kételyek
alapjan. 2009. november 13-dn e vizsgdlat korét kiterjesztették,
hogy a HRE-nek sz0l6 tovdbbi tdmogatasi intézkedéseket is
magdba foglalja. Ezzel egyidejiileg a Bizottsdg ideiglenesen
tobb  tékeinjekciot engedélyezett. 2009 decembere és 2010
méjusa kozott a Bizottsdg ideiglenesen a HRE-nek sz6l6 tovabbi
kezességvillaldsokat és t8keinjekciokat engedélyezett.

2010. szeptember 2-dn a német hatdsdgok a SoFFin altal a HRE
szdmadra nyujtott tovabbi, 20 millidrd EUR 0Osszeg(i kezességval-

lalést (likviditdsi garancidt) jelentettek be a Bizottsdgnak. 2010.
szeptember 10-én a német hatésdgok a SoFFin dltal a HRE
szdmdra nyujtott tovabbi, legfeljebb 20 millidrd EUR osszegl
kezességvallalast (az eszkozok dtruhdzdsaval jaré technikai
kockézatok fedezésére) jelentettek be a Bizottsagnak. 2010.
szeptember 10-én a német hatdsdgok intézkedést jelentettek
be a HRE értékvesztett eszkozeinek atvételére (koveteléskezeld
tdrsasdg). 2010. szeptember 10-én a német hatésigok a HRE
szamdra a SoFFin altal nydjtott maximum
(2050 000 000-2 150 000 000) () EUR bsszegti tSkeinjekciot
jelentettek be. E hatdrozat erre a t8keinjekcidra nem vonatkozik.
2010. szeptember 3. és 21. kozott a német hatdsigok tovabbi
informdciokat juttattak el a Bizottsdghoz.

Id6kozben a HRE-re vonatkozd szerkezetdtalakitdsi tervet

szamos alkalommal aktualizltdk.

(*) Bizalmas informdaciok.
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A Bizottsdg dltal Kkiterjesztett eljirds tdrgyit képezd
intézkedés/tdimogatds leirdsa

A Bizottsdg tgy hatdrozott, hogy az EUMSz. 108. cikkének (2)
bekezdése szerinti eljarast kiterjeszti a kovetkezd tényezdk vizs-
gélatdra: az értékvesztett eszkozok dtvételére irdnyuld intézke-
déssel (koveteléskezelS tdrsasdg) kapcsolatos atlathat6sdg, érté-
kelés, tehermegosztds és ellentételezés, valamint ezek hatdsa a
szerkezetdtalakitdsi tervre az életképesség, a tehermegosztas és
versenytorzulds tekintetében. A fent kifejtett szempontokra vald
tekintettel a Bizottsdg tgy hatdrozott tovdbbd, hogy az EUMSz.
108. cikkének (2) bekezdése szerinti eljardst kiterjeszti — kiilo-
nosen a szerkezetdtalakitdsi tdmogatds tekintetében — a SoFFin
dltal nydjtott tovabbi 20 millidrd EUR osszegii kezességvalla-
lasra, azaz a likviditdsi garancidra, valamint a SoFFin dltal ny;j-
tott tovabbi, legfeljebb 20 millidrd EUR osszegii kezességvalla-
lasra (az eszkozok dtruhdzasdval jar6 technikai kockdzatok fede-
zésére).

Az intézkedés|tdimogatds értékelése

A Bizottsdg tgy hatdrozott, hogy ideiglenesen — a szerkezetdt-
alakitdsi tervre vonatkoz6 végsd bizottsdgi hatdrozat meghoza-
taldig — a bels6 piaccal Osszeegyeztethetének tekinti a SoFFin
dltal a HRE szdmdra nydjtott osszesen 40 millidrd EUR értékd
kezességvallalasokat A Bizottsdg a szerkezetdtalakitdsi timogatds
értékelése sordn a két kezességvillaldst és azok feltételeit egya-
rant figyelembe fogja venni.

Miutdn Németorszag kotelezettséget véllalt arra, hogy legkésébb
2010. december 15-ig az Osszes szitkséges és kért informdciét a
Bizottsag rendelkezésére bocsitja, a Bizottsig ugy hatdrozott,
hogy ideiglenesen — a szerkezetdtalakitdsi tervre vonatkozd
végsS bizottsdgi hatdrozat meghozataldig — a bels§ piaccal
osszeegyeztethet6nek tekinti a HRE értékvesztett eszkozeinek
atvételét (koveteléskezel tdrsasag). A Bizottsdg az értékvesztett
eszkozok dtvételének feltételeit a szerkezetdtalakitdsi tdmoga-
tasr6l hozandd végs6 hatdrozatdban megvizsgalni.

A jelenlegi szerkezetdtalakitdsi tervvel kapcsolatban az életké-
pesség, a tehermegosztds és versenytorzulds tekintetében felme-
rillt kételyekre val6 tekintettel a Bizottsdg a HRE[pbb Deutsche
Pfandbriefbank esetében alkalmazhat6 egyéb lehetGségeket is
mérlegelni fogja, beleértve a kovetkezSket: kisebb egységekre
val6 felbontds ésfvagy [...].

A LEVEL SZOVEGE

,The Commission wishes to inform Germany that it has decided
to extend the scope of the ongoing investigation procedure with
respect to an impaired asset measure (winding-up institution)
for Hypo Real Estate (HRE) and with respect to SoFFin (!) guar-
antees of up to EUR 40 billion. It has also decided to
temporarily authorise SoFFin guarantees of up to EUR 40
billion, and to temporarily authorise the establishment of an
impaired asset structure (winding-up institution) for HRE.

(") Sonderfonds Finanzmarktstabilisierung.

1. PROCEDURE

(1) On 2 October 2008, the Commission temporarily au-
thorised a State guarantee for HRE. On 7 May 2009, the
Commission opened an in-depth investigation into aid
measures for HRE, mainly based on doubts regarding
HRE's viability. On 13 November 2009, the scope of
this investigation was extended, in order to cover add-
itional aid measures for HRE, and at the same time the
Commission temporarily —authorised several capital
injections. On 21 December 2009, the Commission
temporarily authorised guarantees of EUR 18 billion for
HRE. On 19 May 2010, the Commission temporarily
authorised a capital injection of EUR 1,85 billion for HRE.

—
N
—

On 2 September 2010, the German authorities notified to
the Commission an additional SoFFin guarantee (liquidity
guarantee) of EUR 20 billion for HRE.

(3) On 10 September 2010, the German authorities notified
to the Commission an additional SoFFin guarantee
(settlement guarantee) of up to EUR 20 billion for HRE.

(4) On 10 September 2010, the German authorities notified
an impaired asset measure (winding-up institution) for
HRE.

(5) On 10 September 2010, the German authorities notified a
capital injection of SoFFin of up to EUR [2 050 000 000-
2150 000 000] (*) for HRE. This Decision does not cover
that capital injection.

(6) On 10 September 2010, Germany informed the
Commission that it exceptionally accepts that the
Commission Decision be adopted in the English language.

(7) Between 3 and 21 September 2010, the German
authorities sent to the Commission further information.
Among the information provided is a statement by
Deutsche Bundesbank dated 15 September 2010
regarding the necessity of settlement guarantees for the
transfer of assets.

(8) On 21 September 2010, Germany committed to submit
by 1 November 2010 at the latest, all requested data in the
context of the procedure which would put an auditor in a
position to confirm the real economic value as per
31 March 2010 regarding the transfer of impaired assets
to the FMS Wertmanagement. Germany will submit to the

(*) Confidential information.
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Commission, by 15 December 2010 at the latest, the
report on the confirmation of the State aid element in
the transfer and the data quality as well as the validation
by the supervisory authority. Germany also commits to
submit to the Commission as soon as possible, but no
later than 1 November 2010, all further information for
the assessment of the restructuring aid and, in particular
the restoration of viability.

2. DESCRIPTION
2.1. The beneficiary

(9) HRE was established in October 2003 as a spin-off of
parts of the commercial real estate financing of the HVB
Group. In 2007, HRE took over the Dublin-based DEPFA
Bank plc, which was a major acquisition in terms of HRE’s
balance sheet. HRE has its headquarters in Germany.

(10) At the end of September 2008, HRE faced a liquidity
shortage which would have put the bank into insolvency.
HRE was unable to obtain short-term financing, in
particular for its subsidiary DEPFA Bank plc, because the
interbank lending markets had dried up in the aftermath of
the Lehman Brothers bankruptcy. DEPFA Bank plc’s
strategy of funding a large portion of its public finance
portfolio (public bonds) on a short-term basis — based on
the belief that secured and unsecured funding sources
would always be available — put the whole HRE Group
at risk. Moreover, interest rate and foreign exchange
movements as well as spread developments have been
significant drivers of volatility of HRE's liquidity needs,
exacerbating the group’s liquidity shortfall during the
months after the Lehman collapse.

(11) Since autumn 2009, HRE has been entirely owned by the
Federal Republic of Germany as a consequence of State
capital injections and a squeeze-out of minority share-
holders. HRE currently consists of the following main
companies: Hypo Real Estate Holding, pbb Deutsche
Pfandbriefbank and DEPFA Bank plc (3).

(12) pbb Deutsche Pfandbriefbank concentrates on two
business fields: “Real Estate Finance” and “Public Sector
Finance”. It does business in Europe, Asia, North
America and South America. HRE is one of the largest
issuers of covered bonds (Pfandbriefe (%)).

(13) As per 30 June 2010, HRE had a balance sheet total of
approximately EUR 385 billion. For the first half of the
financial year 2010, HRE reported losses of EUR 0,7
billion. For the financial year 2009, HRE reported losses
of EUR 2,2 billion, compared to losses of EUR 5,5 billion
for the financial year 2008.

() In June 2009, the Hypo Real Estate Bank AG (HREB) was merged
with DEPFA Deutsche Pfandbriefbank AG to form “pbb Deutsche
Pfandbriefbank”.

(*) Pfandbriefe are a type of covered bonds. The Pfandbrief has two
kinds of securitisation. In addition to a liability taken over by the
bank itself it is collateralised by specific assets such as property
mortgages or public sector loans as laid down in the German
Pfandbrief Act (Pfandbriefgesetz).

(14) HRE is currently in a restructuring process.

(15) In the information notified by Germany on 2 September
2010, Germany submits that the current rating (Fitch
long-term rating) of pbb Deutsche Pfandbriefbank is A—.

2.2. Brief description of the updated restructuring
plan

(16) On 1 April 2009, Germany notified a restructuring plan
for HRE, which the bank updated in May 2010 and which
HRE already started to implement.

(17) The core objective of the restructuring is to reduce the
dependency of HRE on short-term refinancing. To this
end, HRE intends to concentrate on covered bonds-
eligible business (°) with period-congruent refinancing.
That business will be funded through Pfandbriefe and be
accompanied to a smaller extent by unsecured lending and
money markets.

(18) The scope of business activities of HRE is going to be
reduced. HRE plans to concentrate on two main business
fields: Real Estate Finance and Public Sector Finance.
Several business locations shall be closed.

(19) In order to limit distortions of competition Germany
submits in its updated restructuring plan the following
measures:

— Downsizing of HRE:

The updated restructuring plan states that at the end of
2010, pbb Deutsche Pfandbriefbank will have a balance
sheet total of EUR [110-120] billion at maximum. This
amount is approximately [71-74] % below the balance
sheet total of HRE Group at the end of 2008. At the
end of 2008, HRE Group had a balance sheet total of
approximately EUR 420 billion. That ratio calculation,
however, ignores both internal financing and DEPFA
Bank plc’s so called “value portfolio” of about
EUR [65-75] billion, and compares the formal
consolidated group balance sheet to that of its “core
bank”. According to HRE, pbb Deutsche Pfand-
briefbank is the strategic core bank of HRE, which
will carry out Real Estate Finance and Public Sector
Finance activities. That “value portfolio”, although
consolidated into the HRE Group, does not belong to
the pbb Deutsche Pfandbriefbank, which is designated
as “core bank”. It contains a number of assets (outside
the scope of public finance and commercial real estate)
that cannot be transferred into the winding-up insti-
tution for legal, administrative or tax reasons. Yet this
value portfolio, representing [15-18] % of the bank’s
balance sheet, is designed for a wind-up, even though it
will stay on the balance sheet.

— Growth rate of pbb Deutsche Pfandbriefbank:

The updated restructuring plan states that the balance
sheet total over the restructuring period increases by
[0-10] % per year on average.

(°) In the field of Real Estate Finance and Public Sector Finance.
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— Time line for the re-privatisation

Germany intends to re-privatise the bank which is seen
as an important element of the restructuring process.
In this respect, Germany assures that pbb Deutsche
Pfandbriefbank shall be privatised as soon as possible,
provided the conditions are “economically acceptable”,
but at the latest by 31 December [...]. If a
re-privatisation has not taken place by 31 December
[...], the bank shall be offered until 30 June [...] at “no
minimum price”. If that approach is also unsuccessful,
a divestiture trustee will then be appointed, mandated
to carry out the re-privatisation.

(20) In order to manage the balance sheet total decrease from

1

(22

23

(24

—

—
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approximately EUR 420 billion (end 2008) to EUR [110-
120] billion in 2010, Germany transfers assets amounting
to up to EUR 210 billion from HRE to a winding-up insti-
tution and plans to wind up DEPFA Bank plc. In 2009, the
balance sheet size of HRE has already decreased. The main
effect, however, on HRE’s size in terms of balance sheet
total is the transfer of assets to the winding-up institution.

2.3. The measures to be temporarily found compatible
with the internal market

2.3.1. SoFFin guarantee of EUR 20 billion (liquidity guarantee)

Germany submits that HRE needs an additional
EUR 20 billion liquidity guarantee because of adverse
developments on the capital and interest rates futures
markets. Those adverse developments will continue to
affect HRE considerably until the majority of assets have
been transferred to the winding-up institution. The
EUR 20 billion liquidity guarantee will be used for bonds
(Inhaberschuldverschreibungen) issued by pbb Deutsche
Pfandbriefbank. ~ Those bonds will mature on
31 December 2010 at the latest.

Germany submits that the validity period of the guarantees
has to be three months after drawing the guarantee in
order to be eligible for central bank credit operations.

The guarantee of EUR 20 billion will therefore have a
duration of three months and will expire on
31 December 2010 at the latest.

Germany explains that HRE currently still has a very
restricted access to unsecured refinancing. HRE receives
new liquidity on the market almost exclusively by
providing sufficient collateral. Moreover, if the value of
assets which HRE pledged to business partners decreases
— as it happened due to market developments in August
2010 — HRE has to provide further collateral to its
business partners. As HRE has already pledged nearly all
of its pledgeable assets, it has to use parts of its liquidity
reserve, or has to dissolve closed transactions. Negative
market developments hence have led to liquidity
outflows at HRE.

(25) According to information submitted by Germany, there

(26
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(28

(30

~

~

=~

-~

=

exists an acute risk that there will be a liquidity shortage
for the HRE Group before 30 September 2010, i.e. before
the date for which the transfer of assets to the winding-up
institution FMS Wertmanagement (FMS) is scheduled.

Germany submits that HRE has demonstrated that there
are no alternative refinancing possibilities in order to close
the liquidity gap. Refinancing through the ECB and, for
example, through KfW is only possible by providing
collateral through HRE Group or third parties. However,
currently there is no such collateral available at pbb
Deutsche Pfandbriefbank or DEPFA Bank plc, and third
parties will not provide collateral in the short term either.

In short, the SoFFin guarantee of EUR 20 billion is
necessary for the following purposes:

(i) EUR [6-13] billion liquidity shortage as per
30 September 2010 in the risk scenario (forecast as
of 31 August 2010);

(i) EUR [3-7] billion buffer for maintaining the business
operations;

(itiy EUR [3-7] billion as a further buffer for carrying out
preparation measures in view of the transfer of assets
to the winding-up institution.

Furthermore, HRE also intends, if necessary, to use part of
the EUR 20 billion guarantee frame at the end of
September 2010 in relation to the transfer of assets to
the FMS for unexpected liquidity needs caused by the
asset transaction on 30 September 2010.

HRE will pay a guarantee premium to SoFFin. The
guarantee premium for the EUR 20 billion guarantee will
amount to 0,8 % (0,5 % plus mark-up of 0,3 % because of
the rating; see paragraph 15) per annum. For that part of
the guarantee not used, a commitment fee of 0,1 % per
annum shall be paid.

2.3.2. SoFFin guarantee of up to EUR 20 billion (settlement
guarantee)

The second guarantee, i.e. a guarantee of up to EUR 20
billion (settlement guarantee), is sought because of the
settlement procedures in connection with the transfer of
assets to the winding-up institution. That guarantee will
also be used for bonds issued by pbb Deutsche Pfand-
briefbank. These bonds will mature on 31 December
2010 at the latest.
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(31) The guarantee of up to EUR 20 billion will also be used economically autonomous entity registered in Munich

(32)

(33)

(34)

(35)

(36)

(37)

(39)

for central bank credit operations and therefore have a
minimum duration of three months, and expire on
31 December 2010 at the latest. The settlement guar-
antees, however, can only be drawn from 27 September
until 30 September 2010.

Germany submits that in substance the guarantee is
restricted to the liquidity needs that stem from the
execution of the asset transfer, and that quantity-wise the
drawing amount of the settlement guarantee will be
limited to the actual needs of HRE, taking the availability
of other liquidity guarantees into account.

If the guarantees are not used for the asset transfer they
will be redeemed immediately.

Germany submits that an adequate liquidity buffer is
necessary, considering that the impaired asset transfer is
a cross-border transaction of considerable size and
complexity and considering that a many parties from
various jurisdictions are involved. Germany also submits
that if portfolios, securities, or collaterals cannot be trans-
ferred as planned, a liquidity need for a short period of a
few days only could occur.

Germany submits that in order to absorb the transfer and
settlement risks, an adequate liquidity buffer must be
available. This buffer will amount to EUR 20 billion, i.e.
approximately 10 % of the transaction volume. The
settlement  of  foreign  exchange-related  positions,
restrictions on unsecured funding or technical obstructions
and a lack of capacities, in particular with regard to the
required co-operation of counterparties, may occur and
hinder planned transactions.

HRE will pay a guarantee premium to SoFFin.

The guarantee premium for the SoFFin guarantee of up to
EUR 20 billion (settlement guarantee) will amount to
08% (0,5% plus markup of 0,3% because of the
rating; see paragraph 15) per annum. For that part of
the guarantee not used, a commitment fee of 0,1 % per
annum shall be paid.

2.3.3. Impaired asset measure (winding-up institution)

On 21 January 2010, HRE applied to the Finanzmarkt-
stabilisierungsanstalt (FMSA) for the formation of a
winding-up institution in order to subsequently transfer
assets of up to EUR 210 billion to this institution.

Based upon paragraph 8a of the Finanzmarktstabilisie-

rungsfondsgesetz  (FMStFG), a winding-up institution
(Abwicklungsanstalt) was incorporated on 8 July 2010
as a public institution wunder the name FMS

Wertmanagement. The FMS is an organisationally and

(41

(42

(43

(44

=

)

—

=

=

=

which is not a banking institution as defined by the
German banking law, the Kreditwesengesetz (KWG). The
FMS is nevertheless authorised to carry out all banking
activities necessary to wind-up its assets on a for-profit
basis. The proceeds generated by FMS’ assets shall cover
all of FMS’ operating expenses.

FMS will carry out the winding-up of assets according to a
wind-up plan that comprises, inter alia, a timeline for the
wind-up of all assets, a cash income and outgo plan, and a
statement of sources and application of funds. That plan
also comprises statements regarding the net worth
position, the financial position and the earnings position.
FMS will report to FMSA on the implementation of the
wind-up plan on a monthly basis.

The German financial market stabilisation fund SoFFin,
managed by the FMSA, is obliged to compensate for all
losses that FMS may incur.

Germany has notified to the Commission the details of
HRE's portfolio of assets that will be taken over by FMS
on 30 September 2010. The portfolio comprises assets of
up to EUR 210 billion. Those assets consist mainly of
bonds from HRE's public sector financing activities, loans
from its commercial real estate activities and cash
collateral. However, they also comprise a sub-portfolio of
derivatives that includes both related micro- and macro-
hedges as well as exotic options and structured credit
derivatives.

Germany submits that according to the current planning
stage, subject to the final decisions of the German
Government and HRE, it is planned that HRE will
transfer a balance sheet volume of up to EUR 195
billion to the winding-up institution. In view of potential
market value changes of the derivatives to be transferred,
the German Government on a precautionary basis notified
on 10 September 2010 the transfer of balance sheet
volume of up to EUR 210 billion into the winding-up
institution.

The transfer will take place in form of four different
specific transfer procedures, ie. either by way of a split-
off, a true sale, a sub-participation, or a financial
guarantee.

Germany submits that after 30 September 2010 there
could for certain assets be “upgrades” of the specific
transfer procedures initially chosen, for example an
upgrade from a financial guarantee to a sub-participation,
in order to achieve the goals of balance sheet relief and
risk weighted assets relief at the level of HRE, and to
entirely transfer the legal and economic property rights
and risks related to these positions to the winding-up
institution.
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(46) Germany claims that it is planned that the spin-off of — the risk of reputational damage which — as capital

(47

~

assets takes place as of 30 September 2010 and that it
is planned that the winding-up institution starts its
operative business as of 1 October 2010. Germany also
submits that a postponement of the planned filling of the
winding-up institution to a later date would threaten the
whole concept of HRE's restructuring in a uncontrollable
way. Such a postponement could therefore jeopardise
financial stability, in particular because the HRE Group
still is, according to a letter dated 6 September 2010 of
Deutsche Bundesbank, of systemic relevance for the
European banking system due to its size and its inter-
national linkages. In that letter, Deutsche Bundesbank
also underlines that a threat to the restoration of HRE
could have a knock-on effect and also endanger other
relevant market participants, and hence exacerbate the
international financial crisis.

In particular, Germany has submitted that the whole
concept of HRE's restructuring might be threatened, if
the filling of the winding-down institute would be

delayed, due to:

— the risk of non-compliance with regulatory
requirements, in particular a capital shortage due to
the failure to achieve the expected reduction of risk
weighted assets;

liquidity risks, in particular the fragile liquidity
situation of the HRE, that would continue without
asset transfer;

domestic legal reasons, in particular as an implemen-
tation of a winding-up institution after 31 December
2010 is no longer possible under the German bad
bank law  (Finanzmarktstabilisierungsfondsgesetz;
EMStFG);

accounting regulations, in particular the fact that a
transfer presupposes audited balance sheets for both
the remaining core bank and the winding-up insti-
tution; The current audit process, which takes
approximately 6 to 8 weeks, is aligned with the
scheduled transfer date;

technical reasons, in particular the volume and the
complexity of the transfer;

the impact on other projects, in particular the effect
that scarce human resources in the IT department
would be involved in the transfer for longer than
initially planned, thus slowing down the overhaul of
HRE’s fragmented IT structure and the implementation
of the core bank’s new business strategy;

(48

(50
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markets expect the transfer to take place at the end
of September 2010 — could potentially result in a
retreat of counterparty lines and hence adversely
affect HRE's capacity to obtain funding; and

— the risk of higher refinancing costs, as rating agencies
could downgrade HRE as a consequence of a
postponement of the transfer.

3. POSITION OF GERMANY

The German authorities claim that the SoFFin guarantees
are State aid to remedy a serious disturbance in the
economy of a Member State. The German authorities
claim that further negative market developments could
lead to serious liquidity problems of for the HRE Group.

As regards the SoFFin guarantees, Germany claims that it
notified the guarantees for precautionary reasons. Germany
submits that the provision of SoFFin guarantees is carried
out on the basis of the FMStFG, which has already been
approved by the Commission as State aid scheme.
Therefore, an additional individual notification is, in the
view of Germany, not necessary.

As regards the impaired asset measure (winding-up insti-
tution) Germany doubts that it involves any element of
State aid. Should the Commission deem that to be case,
Germany claims that use of the winding-up institution
does not constitute rescue aid within the meaning of
Article 107(3)(c) TFEU and of the Rescue and Restruc-
turing Guidelines (°). Rather, the measure, if being
considered aid, is aid to remedy a serious disturbance in
a Member State according to Article 107(3)(b) TFEU and
according to the communications from the Commission
on the application of State aid rules to measures taken in
relation to financial institutions in the context of the
current financial crisis (7).

Germany submits that on 6 September 2010, BaFin
(Bundesanstalt  fiir  Finanzdienstleistungsaufsicht), the
German supervisor, reiterated that — in view of HRE's
worsened liquidity situation — HRE's application for
further SoFFin guarantees is justified. By letter of
6 September 2010, Deutsche Bundesbank underlines that
HRE Group is, because of its size and its international
linkages, of systemic relevance for the European banking
system. Huge parts of its issued covered bonds are held by
other banks, insurance companies, and other institutional
investors. The supervisory authority, BaFin, in a letter of
14 October 2009 already pointed out that a collapse of
HRE Group would have considerable negative effects on
the national and international financial markets.

(°) Community guidelines on State aid for rescuing and restructuring

firms in difficulty (O] C 244, 1.10.2004, p. 2).

() In particular Commission communication on the application of State
aid rules to measures taken in relation to financial institutions in the
context of the current global financial crisis (O] C 270, 25.10.2008,

p. 8).
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4. ASSESSMENT
4.1. Existence of State aid under Article 107(1) TFEU

(52) In the opening Decision (%) the Commission came to the
preliminary conclusion that all measures granted until
7 May 2009 constitute State aid within the meaning of
Atticle 107(1) TFEU.

(53

~

In line with the conclusion with regard to the guarantees
covered in the opening Decision and the preliminary
conclusion in the extension Decision (?), the Commission
considers that the SoFFin guarantees of wup to
EUR 40 billion in favour of HRE confer an advantage to
HRE, as HRE would not have received them on the market
in the current circumstances. It is evident that those guar-
antees are financed from State resources. It is also clear
that they are offered to one bank only and are hence
selective. As HRE is active in the banking sector which
is characterised by competition across the Member
States, these measures distort competition and affect
inter-State trade. For these reasons the guarantees
constitute State aid, an assessment which the German
authorities do not dispute.

(54) The Commission has already stated in its Decision of
13 November 2009 extending the formal investigation
procedure in Case C 15/09 (1) concerning HRE, that the
transfer of assets to a winding-up institution might entail
additional aid, considering that according to point 39 of
the Commission’s Impaired Asset Communication (')
(IAC) an impaired asset measure, irrespective of its form,
constitutes State aid in so far as the transfer value exceeds
the market value of the total portfolio.

4.2. Compatibility of the aid
4.2.1. Application of Article 107(3)(b) TFEU

Article 107(3)(b) TFEU enables the Commission to find aid
compatible with the internal market if it remedies a serious
disturbance in the economy of a Member State. As the
breakdown of a systematically relevant bank can directly
affect the financial markets and indirectly the entire
economy of a Member State, the Commission currently
bases its assessment of State aid measures in the banking
sector on this provision in light of the ongoing fragile
situation on the financial markets.

(55

~

(56) The Commission has no grounds to doubt Germany’s
qualification of HRE as a bank of systemic relevance.

(®) Decision C(2009) 5888 final of 24 July 2009. That Decision
withdrew and replaced Decision C(2009) 3712 final of 7 May 2009.

(°) Decision C(2009) 8967 final of 13 November 2009.

(%) Commission Decision of 13 November 2009 in Case C 15/09 —
HRE, (O] C 13, 20.1.2010, p. 58, point 56).

('Y Communication from the Commission on the treatment of
impaired assets in the Community banking sector (O] C 72,
26.3.2009, p. 1).

(57) The German central bank Deutsche Bundesbank points out
in a letter dated 6 September 2010 that a threat to the
restoration of HRE could have a knock-on effect and also
endanger other relevant market participants, and hence
exacerbate the international financial crisis. The
Commission will therefore assess the State aid measures
for HRE under Article 107(3)(b) TFEU (12).

4.2.2. Compatibility of the SoFFin guarantees

(58) According to the Banking communication (%) any aid or
aid scheme must comply with general criteria for compati-
bility under Article 107(3) TFEU, viewed in the light of the
general objectives of the Treaty. In particular, aid must be
appropriate, necessary and proportional. The Banking
communication contains general conditions for support
measures in the financial crisis including, inter alia, for
guarantees.

(59) Based on the Banking communication, the Commission
has authorised a German scheme for rescue guarantees
to financial institutions (N 625/08, N 330/09,
N 665/09, N 222/10) which contains more detailed
conditions for State guarantees. However, point 16 of
the Restructuring communication (') requires an indi-
vidual notification of guarantees in all cases where a
restructuring plan has already been presented. Any such
further aid is to be taken into account in the Commission’s
final restructuring Decision. HRE is at presently restruc-
turing on the basis of a restructuring plan. Therefore,
the aid is not covered by the approved German bank
support scheme but needs to be notified, assessed and
approved individually by the Commission.

(60) Regarding the liquidity guarantee, first, from the
information provided by Germany, it is evident that HRE
continues to face serious difficulties in covering its refi-
nancing needs without continued State support. Therefore
State guarantees on its funding operations are an appro-
priate means and necessary to ensure that it can maintain
its operations.

(61

N

In fact, BaFin confirms that the HRE Group urgently needs
the liquidity guarantee due to recent adverse developments
on the capital and interest rates futures markets. Without
an improvement of HRE's liquidity situation, BaFin might
be forced to take supervisory measures.

(62) Second, the liquidity guarantee amounting to EUR 20
billion is proportionate as it is limited in amount and
time. The guarantee of EUR 20 billion will expire on
31 December 2010 at the latest.

('3 Cf. § 47 Commission Decision of 12 December 2008 in Case

N 625/08 Rettungspaket fiir Finanzinstitute in Deutschland (O] C
143, 24.6.2009, p. 1).

(**) Commission communication on the application of State aid rules to
measures taken in relation to financial institutions in the context of
the current global financial crisis (O] C 270, 25.10.2008, p. 8).

("*) Commission communication on the return to viability and the
assessment of restructuring measures in the financial sector in the
current crisis under the State aid rules (O] C 195, 19.8.2009).
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(63) Third, the guarantee is adequately remunerated. HRE will
pay a guarantee premium to SoFFin. The guarantee
premium for the EUR 20 billion guarantee will amount
to 0,8 % per annum. The Commission notes that this
remuneration is in line with the Recommendations of
20 October 2008 of the Governing Council of the
European Central Bank on government guarantees for
bank debt, with the German rescue scheme (*°), and with
the Directorate-General for Competition staff working
document of 30 April 2010 (*9). For the part of the
guarantee not used, a commitment fee of 0,1 % will be
paid.

(64) As regards the settlement guarantee, the German
authorities submitted that the settlement guarantee is
necessary for the settlement procedures in the context of
transferring HRE's portfolio of assets to FMS. That reason
for settlement guarantees on that scale has also been
confirmed in a letter of Deutsche Bundesbank dated
15 September 2010.

(65) The Commission accepts, in line with the statement of
Deutsche Bundesbank, that the complexity of the trans-
actions involved in the transfer and the resulting uncer-
tainties require liquidity reserves. The SoFFin guarantee of
up to EUR 20 billion (settlement guarantee) is thus
necessary to prevent threats to the transfer of the assets,
which if not accompanied by sufficient buffers, might be
jeopardised. The fact that HRE may draw the settlement
guarantee only during a very limited period, i.e. only from
27 September until 30 September 2010, limits the possi-
bility that the guarantees could be used for other purposes
than those related to the transfer. The settlement guarantee
will expire on 31 December 2010 at latest. The settlement
guarantee is also limited in amount since the drawing
amount of the settlement guarantee will be limited to
the actual needs of HRE, taking the availability of other
liquidity guarantees into account.

,-\
>
£

Finally, the guarantee is also adequately remunerated. HRE
will pay a guarantee premium to SoFFin. The guarantee
premium for the EUR 20 billion guarantee will amount to
0,8 % per annum. The Commission notes that this remun-
eration is in line with the Recommendations of
20 October 2008 of the Governing Council of the
European Central Bank on government guarantees for
bank debt, with the German rescue scheme (!), and with
the Directorate-General for Competition staff working
document of 30 April 2010 (). For the part of the
guarantee not used, a commitment fee of 0,1 % will be
paid.

(67) The Commission will assess and take into account those
new SoFFin guarantees of up to EUR 40 billion in its
assessment of HRE's restructuring plan, in particular as

(1%) See Cases N 625[08, N 330/09, N 665/09, N 222/10.

(*%) Directorate-General for Competition staff working document “The
application of State aid rules to government guarantee schemes
covering bank debt to be issued after 30 June 20107, 30 April
2010.

(17) See Cases N 625[08, N 330/09, N 665/09, N 222/10.

Directorate-General for Competition staff working document “The

application of State aid rules to government guarantee schemes

covering bank debt to be issued after 30 June 20107, 30 April

2010.

—
=

(68

(71
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regards burden-sharing measures and measures to limit
distortions of competition. The renewed need for State-
guaranteed liquidity also casts further doubts on HRE's
capability to restore its long-term viability.

However, on the basis of the considerations above, the
Commission comes to the conclusion that the guarantees
are appropriate, necessary and proportional, and can be
considered compatible with the internal market on the
basis of Article 107(3)(b) TFEU on a temporary basis.
However, the Commission will take both the guarantees
and their conditions into account in the assessment of the
restructuring aid.

4.2.3. Temporary compatibility of the impaired asset measure
(winding-up institution)

The transfer of HRE’s portfolio of assets to FMS constitutes
an impaired asset relief which must be assessed under the
IAC. The IAC provides guidance on the treatment under
Article 107(3)(b) TFEU of asset relief measures by Member
States, including in particular winding-up institutions as
indicated in Annex II to the IAC. The compliance of the
measure with the provisions of the IAC is assessed below.

Eligibility of assets

As regards the eligibility of the assets, the IAC indicates in
Section 5.4 that asset relief requires a clear identification of
impaired assets and that certain limits apply in relation to
eligibility. It notes that assets which have triggered the
financial crisis and are subject to severe downward value
adjustments appear to account for the bulk of uncertainty
and scepticism concerning the viability of banks. In this
respect, US mortgage-backed securities and associated
hedges and derivatives are mentioned. The IAC also
notes, however, that an overly narrow relief measure
would not be advisable and refers to a proportionate
approach permitting the extension of eligibility to well-
defined categories of other assets as well.

The wind-up portfolio consists of bonds, loans and, to a
smaller extent, derivatives. Although not all of those assets
have become illiquid or were subject to severe downward
value adjustments, they have been adversely affected by the
financial crisis.

While in principle it would be questionable whether a
spin-off of such assets at a transfer price above the
market value is compatible with State aid rules, the IAC
recognises in point 34 the necessity of a pragmatic and
flexible approach to the selection of asset types for
impaired assets measures (!?). The Commission notes that
the range of asset classes affected by the financial crisis
became broader due to spillover effects. Asset relief for
such assets can help to achieve the objectives of the
IAC, ie. to increase transparency and to contribute to
financial stability, even if those assets are not in the
classes that initially triggered the financial crisis. Therefore,

(") Commission Decision of 22 October 2009 in Case C 29/09 —

HSH Nordbank, (O] C 281, 21.11.2009, p. 42, point 40).
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(73)

(78)

(79)

*9)

the Commission has in previous cases accepted asset relief
measures for those assets, provided adequately thorough
restructuring and remedies to avoid undue distortions of
competition are being put in place ().

Transparency and disclosure

As regards transparency and disclosure, Section 5.1 of the
IAC requires full ex ante transparency and disclosure of
impairments on the assets which are covered by relief
measures, based on adequate valuation, certified by
recognised independent experts and validated by the
competent supervisory authority. That valuation must be
provided to the Commission in line with point 37 of the
IAC.

In that respect, the Commission notes that Germany has
presented a valuation on the portfolio that is certified by
independent experts. That valuation, however, does not
cover the derivatives portfolio and has so far not yet
been validated by the competent supervisory authority.
Furthermore, the initial information provided by
Germany to the Commission turned out to be incomplete
and not up to date.

Consequently, the Commission notes that the IAC’s criteria
regarding transparency and disclosure are not yet met.

However, the Commission notes that Germany committed
to submit to the Commission all required information that
is still outstanding.

Management of assets

As regards management of assets, Section 5.6 of the IAC
requires a clear functional and organisational separation
between the beneficiary bank and its shielded assets,
notably as to their management, staff and clientele. In
this respect, the Commission notes that the established
winding-up institution ensures a clear functional and
organisational separation, and is thus sufficient to
achieve compliance.

Valuation

Section 5.5 of the IAC explains that a correct and
consistent approach to valuation is of key importance to
prevent undue distortions of competition and to ensure
the consistency of valuation methodologies.

Germany has so far presented a valuation on the portfolio
which does, however, not cover the derivatives portfolio.
The Commission, supported by external experts, is

Commission Decision of 22 October 2009 in Case C 29/09, HSH

Nordbank, (O] C 281, 21.11.2009, p. 42, point 40), and
Commission Decision of 22 December 2009 in Case C 40/09,
WestLB, (O] C 66, 17.3.2010, p. 15, point 54). To some extent
also Commission Decision of 15 December 2009 in Case
C 17/09 — LBBW, (O] L 188, 21.7.2010, p. 1, point 49).

(81

—

(82

—

(85)

N

currently carrying out a validation of the valuation,
including an assessment of the value of the derivatives
portfolio.

Burden-sharing

As regards ex ante burden-sharing, Section 5.2 of the IAC
points out that banks ought to bear the losses associated
with the impaired assets to the maximum extent. Pursuant
to paragraph 40 of the IAC that outcome is usually
achieved by a transfer at the real economic value, in
combination with a corresponding write down of the
book value. Accordingly, the beneficiary bank must
disclose incurred and expected losses of the portfolio,
and should limit the transfer price to the real economic
value. The same economic effect is obtained if the bene-
ficiary bank, by its own means, capitalises the winding-up
institute with sufficient equity, thereby enabling the
winding-up institute to absorb future losses.

Because no details regarding the capitalisation have been
revealed and in the absence of a final valuation, it remains
unclear whether the equity provided to FMS is sufficient to
cover the write down or first loss as is required under the
IAC.

Moreover, the Commission notes that SoFFin has granted
an unlimited guarantee to cover all losses incurred by FMS.

The Commission consequently has doubts that the
measures provides for adequate burden-sharing in line
with the IAC and reserves a final judgement on compati-
bility until the real economic value of the transferred assets
has been established.

Remuneration

Point 21 of the IAC notes that a correct remuneration is
another element of the burden-sharing requirement, which
at the same time prevents undue distortions of
competition. The Commission must ensure, as noted in
Annex IV to that communication, that any pricing of
the asset relief must include a remuneration for the State
that adequately takes account of the risks of future losses
exceeding those projected in the determination of the real
economic value. In line with the Commission’s
practice (?!), remuneration for impaired assets measures
needs to be based on the capital relief effect resulting
from the transfer or guaranteeing of assets.

The notification does not indicate that HRE will

remunerate the asset relief measure.

Cf. Commission Decision of 15 December 2008 in Case C 17/08

LBBW, Commission Decision of 18 November 2009 in Case
C 10/09 ING.
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(86)

(88)

(90)

*)

*)

The argument that Germany as the sole owner of HRE is
interchangeable with the recipient of the remuneration is
irrelevant in this context. From a competition point of
view, the renunciation of a remuneration would still be
an advantage provided to the bank. If a bank is not in a
position to adequately remunerate the aid received, the
resulting distortion of competition must be compensated
for by additional remedies such as further downsizing.

As so far no adequate remuneration has been determined,
the Commission has doubts regarding the remuneration.

In sum, the Commission at this stage is unable to conclude
on the transparency of the measure or to finalise the
valuation and consequently it cannot conclude on remu-
neration and burden-sharing. On the other hand, the
Commission considers that the measure complies with
the other criteria for compatibility under the IAC,
namely the eligibility of assets and asset management
arrangements.

The Commission has established that it will authorise
emergency measures temporarily if they are needed for
reasons of financial stability (*2), where it is not ready to
take a definite Decision because there are doubts on
compatibility of the measures as restructuring aid. By
letter of 6 September 2010, Deutsche Bundesbank
underlines that HRE Group is, because of its size and its
international linkages, of systemic relevance for the
European banking system. In that letter, Deutsche
Bundesbank also underlines that a threat to the restoration
of HRE could have a knock-on effect and also endanger
other relevant market participants, and hence exacerbate
the international financial crisis.

Given the threat to financial stability in the absence of the
winding-up institution, the Commission considers the asset
relief to be temporarily compatible with the internal
market as emergency support under Article 107(3)(b)
TFEU until a final Decision has been taken. That
conclusion is in line with previous Commission Decisions,
where the investigation procedure was concluded after a
preliminary authorisation (?}). Therefore, the Commission
has at this stage temporarily no objections to the transfer
as such of the assets to the winding-up institution.

4.2.4. Assessment of the restructuring aid

The Commission takes note of the update of 7 May 2010
of HRE's restructuring plan when compared to the initial
restructuring plan dated 1 April 2009. However, the
Commission continues to doubt that the restructuring
aid is compatible for the following reasons:

Commission Decision of 13 November 2008 in Case C 15/08,

Hypo RealEstate, not yet published, and Commission Decision of
31 March 2009 in Case C 10/09 ING (O] C 158, 11.7.2009, p.
13).

The Commission has taken similar Decisions. For instance in Case
C 9/09 point 77, Dexia, C 10/08 ING, C 77/09 LBBW and C 40/09
WestLB.

(92)

(93)

97)

*9

First, the Commission continues to doubt at this stage that
the transformation of HRE’s business model with its focus
on two legs, ie. public sector finance and real estate
finance, will be capable of restoring the long-term
viability of the bank. The Commission doubts that the
bank can achieve sufficient margins with its future
business activities, in particular those in the public
finance sector which is characterised by low margins and
which can therefore only be profitable if a bank has access
to cheap refinancing. In the medium term, the credit rating
that HRE will be able to achieve and that directly affects its
refinancing costs will be key for its future business
prospects. It should also be noted that HRE is depending
on wholesale funding (it does not have franchise funding),
making it vulnerable to disturbances in the market. The
bank’s overall profitability is furthermore a result of both
the margins stemming from existing assets and those
stemming from new business. Since the margins
achieved in the past were on average not sufficient,
existing assets are a burden on the bank’s profitability (>4),
and its business planning is dependant on the improved
margins that the bank aims to achieve with its future
business.

Given the potential magnitude of the aid stemming from
the guarantees, capital injections and the asset relief
measure, and given the continuing doubts as regards
viability, the Commission, at this stage, can not exclude
that [...] might be the only alternative to make all the aid
compliant with Article 107(3)(b) TFEU.

The asset valuation also revealed a weakness of HRE’s [...].

Moreover, and as already indicated above, the fact that
HRE suddenly needs new liquidity guarantees of up to
EUR 40 billion, casts further doubts on whether HRE has
the capacity to manage its business properly.

Second, the depth of the restructuring also hinges on the
questions of appropriate remuneration for the impaired
asset measure, which still needs to be determined. If
HRE will not be able to pay an appropriate remuneration,
the magnitude of the restructuring needs to cater for such
a lack of remuneration. All these elements still need to be
established in order to properly determine the framework
for the assessment of the distortions of competition. That
assessment also needs to consider the newly requested
SoFFin guarantees of up to EUR 40 billion.

In view of the doubts on the viability of the bank based on
the current restructuring plan, the Commission will
consider further options for HRE[pbb Deutsche Pfand-
briefbank, including: a break-up into smaller entities,
and/or an [...] scenario.

The majority of existing assets will be transferred to the winding-up

institution; that measure enables the bank to get rid of underper-
forming assets and to increase the average profitability of remaining
assets.
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4.2.5. Extension of the scope of the procedure regarding the
restructuring aid

(98) In light of the doubts regarding compatibility of the asset
relief measure with the IAC, and the failures of the current
revised restructuring plan to demonstrate that the bank
will be able to restore viability and that proper burden-
sharing and mitigation of distortions of competition is
ensured, the Commission further extends the scope of
the formal investigation procedure pursuant to Article
108(2) TFEU. The Commission notes positively
Germany’s commitment to submit to the Commission
by 1 November 2010 at the latest all information for
the assessment of the restructuring aid.

(99) In addition, the need of additional guarantees by SoFFin,
ie. a liquidity guarantee of EUR 20 billion and a
settlement guarantee of up to EUR 20 billion will be
taken into account in the assessment of the restructuring

aid.

5. CONCLUSION

The Commission has decided to temporarily find compatible
with the internal market the SoFFin guarantee of EUR 20
billion (liquidity guarantee) in favour of HRE until the
Commission has taken a final Decision on the restructuring aid.

The Commission has decided to temporarily find compatible
with the internal market the SoFFin guarantee of up to
EUR 20 billion (settlement guarantee) in favour of HRE until
the Commission has taken a final Decision on the restructuring

aid.

The Commission will take both the guarantees and their
conditions into account in its assessment of the restructuring

aid.

Based on a commitment of Germany to deliver to the
Commission by 1 November 2010 at the latest all necessary
and required information, the Commission has decided to
temporarily find compatible with the internal market the
impaired asset measure (winding-up institution) in favour of
HRE until the Commission has taken a final Decision on the
restructuring aid. The Commission will review the conditions of
the impaired asset measure in its final Decision on the
restructuring aid.

In the light of the foregoing considerations, the Commission
has decided to extend the scope of the proceedings laid down in
Article 108(2) TFEU with respect to transparency, valuation,
burden sharing, and remuneration of the impaired asset
measure (winding-up institution) and their impact on the
assessment of the restructuring aid as regards viability,
burden-sharing and distortions of competition. In the light of
the foregoing considerations, the Commission has decided to
also extend the scope of the proceedings laid down in Article
108(2) TFEU, in particular as regards the assessment of the
restructuring aid, with respect to the additional liquidity
guarantee of EUR 20 billion by SoFFin and with respect to
the additional settlement guarantee by SoFFin of up to
EUR 20 billion.

The Commission notes that Germany exceptionally accepts that
this Decision to be adopted in the English language.

Germany is requested to forward a copy of this letter to the
potential recipient of the aid immediately.”



