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CHAPTER 1

Introduction

Fabiano Colombini

This book aims to analyse the potential choice between the raising of capital
and the improving of risk management and efficiency in commercial banks
in Europe. Given that capital requirement is becoming more and more
important for regulatory authorities as a prudential tool and, at the same
time, for supervisory authorities as a discretional tool, it is relevant to raise
the question of the viability for individual banks and the banking system.

From the theoretical point of view, there is a discrepancy between the
prudential view included in the regulatory measures based on Basel agree-
ments and the discretional view included in the supervisory measures
based on decisions taken by the supervisory authorities. It is by no means
easy to obtain a clear understanding of this twofold approach, which
reveals different and dialectically opposing views.

The regulatory and supervisory measures represent a heavy burden for
commercial banks in Europe, and the discrepancy has repercussions on
choices of individual banks. Is this authoritarian framework justified in the
attempt to ensure sound bank management? Finding a reply is not easy. It is
worth to point out that application of Basel agreements leads to a rise in costs
which needs to be matched by additional revenue in order to maintain the
previous economic situation at an individual bank level. At the same time,
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supervision requires system costs arising from the presence of supervisory
authorities.

Considering the importance, the spreading effects and the time length
of financial crises of recent periods, crisis resolutions involve additional
costs for taxpayers in different countries. This is the case both in a bail-in
and in a bail-out, as depositors are called upon to contribute in accordance
with their deposits and tax position. Will banks survive as fears of systemic
risk spreading throughout the system become more pressing? Who cor-
rectly estimates the level of systemic risk?

One point is very clear by comparing European banks to American
banks: public tools have been called upon to deal with financial and eco-
nomic crises that have been more serious and more protracted in Europe,
whereas  considerably shorter periods were involved in the
USA. Furthermore, there have been different repercussions on financial
and economic systems: American economy did recover in a few years and
did continue to grow from solid foundations; European economy did
spend a long time before recovering and going through a growing path. It
is worth to point out the positive transmission effect from the economy in
good shape to the banking system.

In this context, help for recovery from shifts and shocks has been the
primary task attributed to public authorities and especially to monetary
authorities in order to overcome the critical points in the economic set-up
and the bank situation. Establishing strategies for instruments and busi-
ness areas is of paramount importance on account of the link to cost and
revenue and therefore to profit.

Identification, measurement and management of risks associated with
financial instruments and business areas constitute the premises for a
sound management. This is the strategic issue for banks and financial
intermediaries and is the key to positive results and therefore profits or—in
contrast—leads to negative results and therefore losses.

This is straightforward for achievement of efficiency in cost, revenue
and profit and in scale and scope: it is a complex process which increases
the soundness of individual banks by building up a solid system.

Financial crises, which have been particularly severe in Europe over a
prolonged period of time starting from 2007, together with related eco-
nomic crises, have given rise to non-performing loans spreading through-
out European banks. This book underlines the need to address and solve
the problem in question, which continues to have negative repercussions
on the economic growth of the European Union, above all because it has
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meant lower loans to the economy and especially to small- and medium-
sized enterprises.

In this context, particular attention is devoted to the introduction and
spread of the so-called bad bank, which takes the bad assets and, at the
same time, leaves the good assets in the previous bank in a sort of “clean-
ing up” of the asset side of the banks’ balance sheets. The cleaning up and
the full return to good banks represent the steps towards better conditions
for the financing of the economy and economic growth. The greater the
rates of return on investments for the good banks in the European Union,
the better will be the premises for lending.

Regulation and supervision are typical aspects of the complexity and
distinctive features of banks. It is worth pointing out the over implemen-
tation of rule constraints on the banking business and especially on capital
levels, which are important from the point of view of covering losses but
not from the point of view of a rational and sound management of bank-
ing risks and business areas. This is the critical point, especially with refer-
ence to improving risk management and efficiency. These two aspects are
crucial in the development of individual banks and banking systems in
different countries in Europe.

In this context, the Single Supervisory Mechanism and the Single
Resolution Mechanism, which brought into operation the so-called bail-in
from the beginning of 2016, are examined by focusing on weaknesses and
critical aspects that involve the evolution of commercial banks and by sin-
gling out confidence risks and instability risks. Financial crises have been
the cause of many critical points and instability factors as well as the appli-
cation of the “bail-in” can recreate financial instability. In the past years,
states spent a large amount of money for rescue purposes, which has now
led to an incorrect use of state aid according to the interpretation given by
the European Commission, which considers many cases as state aid when
they are not, in fact, genuine state aid. This is misleading as it tends to
increase the financial instability risks arising from the application of the
bail-in.

This book examines risk management issues in the context of the bank
and evolution of the banking business. Attention focuses on non-
performing loans and on bad bank as well as the selling of loans to remove
obstacles to economic growth on a European scale; at the same time,
attention is also paid to rules and single supervision for the removal of
excessive restrictions and their inner irrationality on a European scale: thus
critical points and weaknesses are identified.
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Such circumstances are of considerable importance where bank rein-
forcement is concerned, as well as banks’ capacity to lend credit to the
economy. Lending represents the point of return to satisfactory rates of
economic growth in the European countries, particularly the weaker ones.

Therefore, this book aims to analyse relationships between risk man-
agement, credit risk, banking efficiency, regulatory and supervisory capital
constraints, bank regulation and supervision in Europe, monetary policy,
supervisory policy and economic growth in Europe, capital raising and
bank performance, regulation and supervision in the USA, raising capital
or improving risk management and efficiency. The contents focus on a
wide range of topics and provide suggestions for the evolution of the
European banking system.

This book is subdivided into 11 chapters. Chapter 1, “Introduction”,
considers a range of topics included in the different chapters and provides
a guideline for the topics included.

Chapter 2, “Risk Management and Banking Business in Europe”,
examines risk management issues in the context of banks and evolution of
the banking business, by focusing on identification, measurement and
management of all the risks linked with financial instruments and business
areas in order to achieve sound management. This is a key issue in devising
strategies for banks and financial intermediaries: it can lead to positive
results and therefore profits or negative results and therefore losses; in the
latter case, the outcome allows identification of critical points and
weaknesses.

Chapter 3, “Credit Risk Management and Banking Business in Europe”,
examines credit risk and credit risk management issues in the context of
banks and evolution of the banking business, focusing on non-performing
loans. Such topics are of considerable importance where bank reinforce-
ment is concerned and also influences the capacity of banks to lend credit
to the economy and especially to small- and medium-sized enterprises.
The latter aspect represents the point of return to satisfactory rates of eco-
nomic growth in the European countries, particularly the weaker ones.

Financial crises, which have been particularly severe in Europe over a
prolonged period of time starting in 2007, together with related economic
crises, have given rise to non-performing loans that have spread through-
out European banks. This chapter underlines the need to deal with and
solve the problem in question, which still has negative repercussions on
the economic growth of the European Union, above all because it has
meant fewer loans to the economy and especially to small- and medium-
sized enterprises.
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In Chapter 4, “Banking Efficiency in Europe”, the efficiency of banks
is examined in the framework of production evolution, banking business
and business areas, taking into account inputs and outputs and the
impact on costs, revenue and profits. Improving banking efficiency
constitutes a structural reinforcement in the economic conditions and
therefore in the economic account, creating the best premises for bank
survival.

Evolving production and business areas and competition between
small- and medium-sized banks and great banks, as well as the shocks and
shifts induced by financial crises of recent years, tend to improve the
strength and solidity of best banks.

Chapter 5, which focuses on “Capital Constraints by Regulation in
Europe”, considers the evolution of bank capital rules. Capital constraints
are important from the point of view of covering losses but not from the
point of view of a rational and sound management of banking risks and
business areas.

The chapter aims to describe the evolution of the capital adequacy
framework for banks, with reference to the international scale: from Basel
I to Basel III and the forthcoming Basel IV. As is known, the main reasons
for the introduction of Basel III link back to financial crises, overcoming
the inability of banks to deal adequately with the consequences. This dif-
ficulty was mainly due to operational distortions that have characterised
the banking business in the last decades. In particular, in the years preced-
ing the financial crises, banks of many countries had built up excessive
on- and oft-balance sheet leverage; this was accompanied by a gradual
erosion of the level and quality of the capital base. At the same time, many
institutions were holding insufficient liquidity buffers. The banking sys-
tem was therefore unable to absorb trading and credit losses. Financial
crises were further amplified by a procyclical deleveraging process and by
the interconnection of systemic institutions through an array of complex
transactions.

In order to respond to financial crises, the current framework focuses
on provision of higher quantity and better quality own funds, introduc-
tion of countercyclical buffers, the discipline of rules for managing liquid-
ity risk and containment of leverage. However, Basel III provisions have
aroused considerable debate. In particular, with regard to capital require-
ments, questions have been raised as to their real effectiveness in ensuring
the soundness of banks. Hence it is important to ascertain the extent to
which the increase in capital levels genuinely ensures bank solvency. Such
considerations are useful for a critical assessment of Basel III provisions,
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especially as far as the latest proposals on the capital adequacy framework
are concerned. Accordingly, since the finalisation of Basel III, the Basel
Committee has continued to work on various aspects of the detailed capi-
tal requirements. These changes (the so-called Basel IV framework in
progress) will have a substantial effect on the size of the risk-weighted
assets against which capital has to be held and, therefore, the total guan-
tum of bank capital. It is worth to point out that capital constraints are
imposed following a line of prudential regulation.

Chapter 6, “Capital Constraints by Supervision in Europe”, turns to an
examination of capital requirements designated by supervisory authorities
for individual banks. This chapter aims at providing an overview of addi-
tional capital requirements demanded by the Supervision Unit of the
European Central Bank in accordance with the appraisal or asset quality
review of the economic situation of individual banks. Additional capital
requirements can be imposed by an asset quality review or by a stress test
indicating bank situations in a crisis or near crisis. This additional con-
straint considers a number of situations in which the supervisory authori-
ties establish the need for additional capital. It should be underlined that
extreme discretion is exercised in relation to decisions concerning addi-
tional capital by supervision, which may be required in addition to capital
by regulation that is calculated in accordance with Basel III and the forth-
coming Basel IV. However, this points to an issue of overlapping rules and
uncertainties in the regulatory and supervisory criteria used for calculating
and creating the required level of capital for individual banks.

Pursuing additional capital can distract from the real objective, which is
the stability of banks throughout Europe: raising capital needs time, and
resolution delays underline the worsening of asset and liability values and
economic conditions. This in turn leads to increasing levels of capital
required in order to restore a bank’s situation and enable it to remain on
the market.

In Chapter 7, “Banking Regulation and Supervision in Europe”, the
main focus of attention concerns the evolution of rules applied to European
banks as a means of reducing financial instability. Regulation and supervi-
sion are typical aspects of the complexity and distinctive features of banks.

Financial crises have been the cause of a considerable number of critical
points and financial instability. In the past years, states spent a large amount
of money for rescue purposes. Now, according to the European
Commission’s interpretation, the current situation displays an incorrect
use of state aid. However, the Commission’s interpretation considers
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many cases as state aid when they do not genuinely fall into this category.
Thus the Commission’s approach is misleading as it tends to increase
financial instability.

In contrast, this chapter outlines the best result of a process of restruc-
turing banks in the evolution of production and business areas, taking into
account the relevant competition between small- and medium-sized banks
and great banks and all adjustments induced by financial crises of recent
years.

The Single Supervisory Mechanism, introduced on the basis of the les-
sons learnt from financial crises, entered into operation in November
2014. Although its statement did not explicitly refer to the banking union
or to any other “pillars” of the latter, there was an implicit reference to the
fact that supervision was a precondition for bringing other elements of the
banking framework up to the European level, notably in the area of crisis
resolution.

This chapter underlines that although the framework is comprehensive
and well advanced, it remains incomplete, and several challenges still need
to be addressed. First, it should be noted that while a single resolution
authority, established in 2015, assumed full responsibilities in 2016, a sin-
gle deposit insurance, despite having been recognised as an integral part of
the construction in question, does not exist yet, nor there is an agreed
time frame for its implementation. Yet this further step is necessary to
complete and harmonise the Single Resolution Mechanism in the euro
area.

Furthermore, some issues pertaining to regulatory changes still remain
to be addressed by banks and supervisors. The legislative framework,
which underpins banking supervision, allows several elements of flexibility,
available to supervisors or member states. Moreover, the need of transpo-
sition into national legislation opens the door to legislative differences
between countries and prevents a truly level playing field within the
European banking union.

Finally, this chapter examines critically the relationship between capital
rules and other supervisory measures, within a risk-based regulatory
framework aiming to ensure the safety and soundness of banks.

In Chapter 8, “Monetary Policy, Banking Supervisory Policy, and
Economic Growth in Europe”, a description of the definition and trend of
monetary policy is given, with a focus on critical issues related to the
interaction between monetary and supervisory policy in the euro area in
recent years.
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Currently, in a context of uncertainty, the monetary policy easing of the
ECB may be considered adequate, though opinions differ as to its genuine
effectiveness in helping to achieve growth and inflation goals. In the per-
spective of economic growth, the crucially important point is that the
financial system must be able to relay monetary policy impulses efficiently
to the economy. In the euro area, the transmission mechanism has been
impeded repeatedly in the past, initially by rising risk premia due to doubts
concerning the survival of the euro area, and later by widespread bank
deleveraging. In this respect it is necessary to discuss and evaluate the
consequences of restrictive banking regulation and the supervisory policy
with regard to the capital adequacy framework. A supervisory policy
should go well beyond the new capital and liquidity regulatory frame-
work, supporting rather than delaying the effectiveness of monetary policy
measures.

Chapter 9, “Capital Raising in European Banks”, examines the recapi-
talisation process of the European banking system. Particularly, this chap-
ter seeks to give an overview of recapitalisation operations for a sample of
European banks during the years 2012 to 2016. The analysis is designed
to assess whether the capital increase genuinely contributed to the sound-
ness of banks or whether a more balanced solution would be to focus
jointly on different drivers to achieve this goal, % primis the improvement
of risk management and efficiency policies.

Chapter 10, “Banking Regulation and Supervision in the USA”, con-
siders features of regulation and supervision in the USA. This chapter
gives an overview of the financial regulation and supervision applied by
US authorities, by pointing out the key features as well the main tools
used for examining the safety of banks. In particular, the focus is on
CAMELS ratings; the acronym refers to the six components of a bank’s
condition that are assessed: capital adequacy, asset quality, management,
earnings, liquidity and sensitivity to market risk. These supervisory ratings
are commonly viewed as summary measures of the private supervisory
information gathered by examiners regarding banks’ overall financial con-
ditions, although they also reflect available public information.

In the light of banking crises in recent years worldwide, CAMELS can
be considered as a useful tool to examine the soundness of banks and help
mitigate the potential risks which may lead to bank failures.

Chapter 11, “Raising Capital or Improving Risk Management and
Efficiency”, takes into consideration the raising of capital from time to
time or the improving of risk management and efficiency from one period
to another in the context of banks.
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The raising of capital is the main tool used by regulation on a pruden-
tial application and by supervision on a discretional application in order to
maintain the viability of the banking system. Capital requirements are cal-
culated through Basel IIT and the forthcoming Basel IV; they are also
imposed as an additional tool through discretional decisions by supervi-
sory authorities. This can be viewed as a form of “recurrent stressing” to
be imposed on banks as a means of pursuing the stability objective. It is
important to point out that capital raising is useful only in order to hedge
the solvency risk at the specific date examined and only if the solvency risk
is correctly estimated at that time.

Looking at only the capital level at a given point of time can be mislead-
ing as it cannot create the premises for a sound and stable bank at some
future point of time. Improving risk management through the identifica-
tion, measurement and management of all risks linked to bank instru-
ments and bank business areas is the best strategy in order to achieve
structural reinforcement and therefore to assure the soundness of indi-
vidual banks and the banking system both in the medium and the long
term.

This strategy can be carried out by improving efficiency in a wide range
of areas, with particular emphasis on the aspects of cost, revenue and
profit, in parallel with the structural premises for sound and viable condi-
tions. Taken together, these improvements will lead to better frameworks
for the economic account of banks in Europe and in the world from one
period of time to another.
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CHAPTER 2

Risk Management and Banking Business
in Europe

Fabiano Colombini

2.1 INTRODUCTION

In an increasingly global competitive context characterised by a number of
changes and financial innovations, banks are experimenting with risk
management.

Net interest income reductions force bank intermediaries to reinforce
non-interest income through a range of products which is wider and has a
higher added value. This results in a broadening of instruments and busi-
ness areas, with the consequent increase in risks and mutual
interrelations.

It is therefore indispensable to set in place an adequate risk manage-
ment function which can manage complex factors through processes able
to transform risks into profit opportunities. There are, however, two
unavoidable elements that must be taken into account in order to achieve
this target: competence and tools.

On closer inspection, these are two sides of the same coin as each pro-
pels the other. Mathematical and statistical knowledge is the conditio sine
qua non for accomplishing the tasks attributed to risk managers, but at the
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same time it must be supported by adequate human resources. Competence
and tools must perfectly align in order to maximise the benefits achievable
from their synergies.

Financial engineering has achieved remarkable progress, originating tools
for a real quality leap in the results obtainable through risk management
strategies. Among these, the main strategy is represented by derivatives
which, despite their origins that date a number of years, still find wide use in
the banking world of today. Their diffusion has been, to say the least, very
impressive, as attested by the growth of the markets of reference.

As well as being used for a range of purposes, the aforementioned
financial instruments play a key role in covering risks, there being several
hedging techniques in use. In a bank context in which risk management
represents the heart of all existing business areas, derivatives find an almost
natural collocation, to the point that their use has become an almost
everyday procedure. Thus banks adopt risk management policies which
allow them to carry on their risk-taking function over financial markets
and, at the same time, to use these financial instruments to reduce their
risk exposure.

Hence the need for adequate management skills to prevent negative
outcomes related to experimentation with derivatives, because the ratio of
assets to capital as is generally the case in the financial sector, will be very
high. This implies measurement of the leverage, including fears of excess
hedging, which may in the end result in pursuing objectives that do not
genuinely constitute hedging but are better described as speculation,
thereby increasing rather than reducing the range of risks.

2.2  Risk AND BaNk

Risk identification, measurement and management represent the heart of
bank enterprises, and the ability to control these aspects in a situation of
asymmetric information is a fundamental bank function for the attainment
of management results (Colombini, 2008; Colombini & Calabro, 2011).
In-depth analysis of what is meant by risk is not strictly necessary, but it is
translated into a determining element to trace precisely the frame of refer-
ence for the bank.

In economic theory, risk tends to identify the variability of results
around an expected value, and its existence is correlated with the presence
of uncertainty. The latter constitutes a push towards progress, although
progress through change generates uncertainty in return. Despite there
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being a close relation between the concepts of risk and uncertainty, it is
necessary not to confuse them. This labelling issue has been discussed in
economic theory since the beginning of the twentieth century, but only
around the 1920s was it given an exhaustive explanation by identifying
two different types of uncertainty, characterised by their being measurable
(measurable uncertainty) or unmeasurable (unmeasurable uncertainty)
(Knight, 1921).

The onset of a phenomenon and the period of its manifestation are not
known beforehand according to clear results, but it may involve several
different values depending on a determined probability distribution. The
calculation of probability must lead to a result other than 0 as the latter
would represent a cost and not a risk, and at the same time different from
1 as this would mean a certain event.

If it is possible to estimate and identify the possible factual event and its
deviation from the expected value, one can talk about risk, otherwise
about uncertainty. Along the same lines are the remarks of other econo-
mists who believe similarly that risk is the only element that can constitute
a focus of investigation within the economic discipline, because risk is
quantifiable, unlike uncertainty (Arrow, 1951; Lucas, 1981). These
assumptions can be seen as part of the neoclassical financial theory, which,
since the 1970s, has been built on the supposition of the absolute rational-
ity of economic agents: the latter are held to be limited only by lack of
knowledge about the possible risk manifestations, due to the randomness
of events. The spread of studies on the theory of information re-assesses
uncertainty, seeking to take into account the effects of limited human
rationality within a system where the role of information and of its acquisi-
tion becomes pre-eminent.

Hence it follows that risk or stochastic variability pertains to the ran-
domness inherent in events, whereas uncertainty concerns lack of knowl-
edge or information. The distinction between risk and uncertainty may
appear to be lacking practical outlines, but not if one takes into account an
interesting consideration which holds that choices presuppose distribution
of probability depending, at least partially, on subjective elements. Thus
even in the presence of one and the same event, decisions taken may differ
on the basis of the operator (Arrow, 1951). This is due not only to the
different attitude to risk characterising each individual, but also to the dif-
ferent professional skills in identifying, measuring and managing a specific
risk. In contrast, by virtue of their resources and their skills, bank interme-
diaries are better able than others to adequately manage risk-related issues.



14 F. COLOMBINI

The twofold expression 7isk-cum-bank is an inseparable concept, which
can lead to a variety of results depending on the rate of accuracy of the risk
assessment process by the risk management function. Despite the associa-
tion of the common concept of risk solely with the negative side of event
distribution—that is, concerning unfavourable situations—in actual fact
the risk factor of a certain scenario can represent an opportunity for reve-
nue compared to merely financial, rather than pure, risks.

In this context, the importance of risk managers becomes even clearer,
as not only can they prevent the destruction of value through correct risk
management, but they may also create it, to the point that risk manage-
ment becomes the real “profit engine” of the banking business (Masera &
Mazzoni, 2007).

2.3  Risk MANAGEMENT: FUNCTION AND PROCESSES

Considering the major world banks, the true discriminating factor in iden-
tifying successful banks lies in their capacity to deal correctly with the
evolution of risky phenomena.

In the financial literature, two different approaches to this theme can be
found. One refers to the organisational description of the risk manage-
ment function, while the other is related to the processes which the latter
sets in motion (Schroek, 2002). In actual fact, however, organisation and
processes are two sides of the same coin, as it is only through their correct
co-penetration that the best results can be achieved.

Risk management by a bank intermediary implies the function of risk
management. Located in the organisation chart as an autonomous unit,
the risk management function is transversely related to the whole organ-
isational structure, acquiring strategic information from the top manage-
ment and gathering information from each single business unit in order to
identify risk exposure, propose suitable levels of capital to allocate and
gather information concerning any critical issue relating to any of the
above items. In the first instance we could define the processes involved as
“top down”, given that they are indeed traced by the board of directors.
Though not completely mistaken, this consideration needs to be reformu-
lated, because the definition of certain strategies implies a close-meshed
relation between the board of directors and risk management.

Strategies cannot avoid considering the risk management capacity with
regard to specific financial instruments and business areas, in order to
avert the possibility of starting a given operation in the wake of a great
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commercial idea without then being able to manage the related critical
issues. It has been pointed out that such a modus operandi does not give
sufficient value to the theme of risk, even though for years this has repre-
sented the way many banks work. In contrast, the current context does
not allow the top management to begin any strategic operation without
considering risk management peculiarities, given the exponential increase
in the range of risks and also the acquired awareness of correct risk man-
agement in the production of value.

The role attributed to the latter can be seen as that of a crossroads. It
represents the main barycentre of the whole complex structure of the
banking organisation chart (Bessis, 2015).

The autonomy of the risk management function means that it needs
not be linked to a specific business. This makes it possible to approach risk
management from an integrated perspective. Setting a determined area to
control each risk factor is not genuinely farsighted, because the task of
dealing with the possible correlations among the different factors would
cause additional expense and would also lose its evaluative effectiveness.

In risk management, and in all related capital allocation issues, it is nec-
essary to take into account the processes linked to the management of risk:

— identification;
— measurement;
— monitoring and reporting;
— management.

Clearly, the execution of strategies implies preventive risk identification
for its measurement and management (Mikes, 2009). This consideration
might seem banal, but very often in operational practice it is from this first
step that difficulties arise. Frequently, the multifaceted nature of banking
activity means that an individual operation can be subject to several risks,
which can be confusing. The correct match between risks and business
lines represents a key element to risk management success.

Each identified risk has to be classified according to event frequency
and potential impact, as this is an important reference parameter for the
final step: management itself. During identification and classification, all
data are gathered and organised into informative databases. This sets the
stage for the actual risk measurement, the heart of the whole process
quantifying the risk exposure of the business units and of the bank as a
whole. Usually the trend is for risk managers to be assigned tasks that
consistently follow a particular logic, in order to ensure that risk analyses
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carried out during the life of a bank will be homogenous and comparable.
This is done with the introduction of the ex ante screening and ex post
monitoring.

Risk exposure monitoring ensures that management will never lose
track of the risk exposure of individual business units, constantly allocating
the correct amount of capital and identifying for each the most appropri-
ate risk-return profile according to the targets fixed by top management.
Attention should also be paid to the reporting phase, which provides use-
ful information to risk managers, with results coming from the measure-
ment system adopted. This allows accurate assessment of the whole process
and the correction of any gaps.

As clearly emerges from the above picture, risk management is a
dynamic activity that needs to take shape in accordance with market sce-
narios and related risk events and is carried out with close and constant
scrutiny of the bank business in its entirety (Crouhy, Galai, & Mark,
2014).

2.4 RISk MANAGEMENT: OBJECTIVES

Risk management plays a role of primary importance in the creation of
value in bank intermediaries. As can be imagined, the focal issue in the
understanding of the importance of such a complex—and thus propor-
tionally so expensive—structure is to identify the benefits.

In order to understand the logic connecting the production of value to
risk management, it is necessary to consider the reason that prompts a
bank intermediary to deal with risk management and acquire profound
insight with regard to the targets pursued. The latter are contained in the
following categories:

— adoption of the most appropriate strategy for risk management;
— reduction of the variability of economic outcomes;
— capacity for a suitable response to stakeholders’ expectations.

The most appropriate strategy for risk management implies the link
between risk management and the production of value. In short, this
implies the need to determine whether or not to hold a certain risk in the
balance sheet. On this matter, with special regard to the capital level for
supervisory purposes, the need to assess whether or not it is advantageous
to hold a specific risk prompts the bank to adopt diametrically opposed
management strategies. The moment a specific critical issue is analysed, it
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becomes fundamental to understand its cost in terms of capital and—
above all—the possible benefits.

This phase, despite being inserted in the risk identification, measure-
ment and management process, involves elements of monitoring and
reporting. It should be noted that a good deal of the costs to be borne
with the acquisition of a certain risky position is related to its control ex
post. This further expense needs to be added therefore to the initial evalu-
ation and parameterised to the possible scenarios capable of influencing
the position in question.

With regard to the supply of management skills, the overall cost of a
risk-taking strategy needs to be estimated, and the more skills the bank
proves to have with regard to that specific business risk, the lower the cost
will be. However, there are risks for which a risk-taking strategy will turn
out to be more expensive than a covering derivative strategy. In such con-
texts it is necessary to have recourse to the practice of hedging. Basically,
the dynamic modelling between risk taking and risk covering allows the
activation of a flexible and dynamic managing policy, which can optimise
capital and producing value (Culp, 2011).

Thus, risk identification and management, transfer and removal of
choices are related to the bank management’s strategic competence with
regard to the financial instruments, business areas and operations that are
to be considered central for the bank intermediary’s mission. The final
decision will tend to incorporate both business strategy and risk strategy,
which need to operate together in order to achieve the solution that best
suits the bank in question.

Risk management activity, as empirical evidence makes clear, has a pro-
found impact on the reduction in volatility of cash flow and profit. When
the aim is to avert serious financial shocks arising from financial markets,
the strategies introduced will seek to ease the potential losses which, as
well as eroding profit margins, cause instability in the worst-case scenarios,
with heavy repercussions on investment strategies (Gatzert, Schmeiser, &
Schuckmann, 2008).

Reduced availability of resources for lending credit means that the main
bank activity is penalised, with all the effects that may result. As in a vicious
circle, such a circumstance has repercussions on the profits and on the
level of the bank’s competitiveness. Not only does the bank experience a
rise in the cost of fund raising due to deterioration of the market’s confi-
dence, but—in the search for a higher net interest income—there may be
a tendency to increase the bank’s lending interest rates, with the effect
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of—once again—losing existing customers and failure to acquire potential
new customers. The overall conclusion is that the bank’s level of competi-
tiveness tends to decrease, and with it the production of value.

Therefore the effects of a mismanaged risk trigger mechanisms and
impacts which are not limited to the current procedure, but basically pro-
duce effects—and this is the worst aspect—also in the medium and long
term.

In the absence of an adequate risk management system, not only are
cash flows and profits eroded due to the losses attributed to an underesti-
mated risk, but it also becomes necessary to undertake a revision of the
business strategies projected to intervals of a much larger scale. The reduc-
tion of cash flow and profit variability is a primary target which can be
achieved only with a sound risk management.

There are a number of categories of stakeholders for whom risk managers
need to find answers. Considering that the bank institution’s target is value
maximisation, the sharcholders are the first to feel the effects of risk reduc-
tions. To confirm this, one need only consider that in rating each individual
bank’s performance, risk-adjusted performance measurement (RAPM)
indicators are used more and more often, which identify risk adjustment as
the discriminating element in a comparison among different banks.

It would be pointless to consider on equal terms two banks which imply
completely different risks, because in this case we would not grasp the
logic that underlies different investing strategies played out by operators
with different risk profiles. Yet even in this case an adequate risk manage-
ment system becomes the determining factor to align shareholders’ per-
formance expectations to the results actually achieved.

As indicated, reduction of profit volatility is a primary target for a bank
that aims to be competitive on the financial markets, so much so that many
operators seek to achieve this reduction in order to achieve value maximi-
sation (Crouhy, Galai, & Mark, 2014). However, this aspect may not be
equally important for all types of shareholders. For instance, especially for
the so-called scalpers, higher exposure to bank risks would increase the
risk-return profile and would better fit an investment logic of a purely
speculative nature and oriented to the short term. On the other hand, a
small portion of shareholders believe that risk reduction and profit stabili-
sation are key elements for a correct response to the majority of sharehold-
ers’ expectations.

Maintenance of a certain risk profile permits the achievement of a finan-
cial reputation that is of benefit to all stakeholders—a critical factor for
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success in banking. This result arises from the idea of trust, whereas the
lack of trust, caused by an increase in default probabilities, can lead to a
downturn in the standard business areas.

Consider, for instance, the case of a depositor who feels there is a prob-
lem affecting the financial solidity of his own bank, and even before ascer-
taining the possible seriousness of the situation, he hurries to the cashier’s
desk to withdraw what he has previously deposited. In contrast, a correct
and sound risk management represents the founding element of a bank
that wants to enjoy a healthy relationship with all its stakeholders.

2.5 ENTERPRISE RISK MANAGEMENT

Models which can be framed in the context of enterprise risk management
(ERM) lead to an integrated risk approach, more effectively pursuing the
following targets (Bessis, 2015; Fraser & Simkins, 2010; Nocco & Stulz,
2006):

— more efficient capital allocation to individual business units;

— identification of the relations between the range of risks and the
performance achieved by the different areas of banking business;

— better planning and control of banking and financial products which
include many and complex risks, thus focusing attention on active
monitoring of the interrelations.

Integrated risk management allows a relation between the concept of
value and the concept of regulatory capital. Basel I1I application maintains
a risk-based approach between allocation of capital and risk. This risk-
based logic brings with it a rethink of the whole organisational and man-
agement structure, which needs to be moulded in order to perform more
manageable and flexible risk management actions. The close link between
the function in question and the internal audit needs to achieve its maxi-
mum expression in the ERM.

Risk becomes, as it was, the key variable retracing the whole organisa-
tional and management structure of the control procedures. Risk manage-
ment and internal audit are two sides of the same coin, to which
management and control give continuous feedback concerning the inter-
action between the cost of resources and means-related expenses and their
effectiveness. Such a relationship becomes the crucial element on which
bank strategies and management policies are based. This is particularly
important in order to remould controls that proved to be inadequate
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and/or to reinforce them if they already successtully support the evolution
of the intermediary’s operative capacity. The truly crucial element to
achieve these aims goes beyond the risk management function and pro-
cesses. Namely, it involves the development of a “risk culture” such that its
management is not just a problem for risk managers.

Accordingly, starting from the board of directors, every single area of
the bank management must follow risk-based logic, regardless of whether
a specific function is set for this target. It is possible to produce data and
information by giving risk managers an exhaustive picture of the risk expo-
sure of the intermediary in question. In this regard, to ensure the success
of the risk management process it becomes essential to build up an inte-
grated information system and to have operators capable of adjusting the
system in response to changes in demand arising from the evolution of
different economic and operational contexts.

A continuous flow of information moving like a circulatory system
delivers to the heart of the structure—the risk management function—all
the necessary elements to put into effect an adequate risk management
policy. Without information it is impossible to plan, let alone to engage in
quantitative studies as a means of monitoring and controlling uncertainty,
as the neoclassicists intended, to an epsilon percentage of the entire own
exposure to stochastic variability. It is thus necessary to produce as much
significant data as possible.

Hence the fundamental role played by human resources, whereby each
person’s skills, from the board of directors to the front office, can become
critical factors for success of the risk identification process and for risk
measurement and management. The professional capacity to set in place
small precautions in order to eliminate further risk sources is crucial.

Identification, measurement and management of the risks which burden
financial instruments and business areas of each bank are of crucial impor-
tance in a context of medium- and long-term profit achievement strategies,
regardless of the regulatory measures that need to be complied with.

2.6  BaNk BUsiNEss: EVOLUTION AND SHIFTS

Banks pursue the objective of expansion of on- and off-balance sheet
instruments and volumes over time in order to create the premises for
profits and positive performance. Banking balance sheets have grown rap-
idly in a low interest rate environment and in the presence of a surge in
innovative instruments (Richardson, Smith, & Walter, 2010).
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Traditionally, banks take deposits and make loans to individuals and
firms (commercial banking). Some banks engage in underwriting, dealing,
market making of securities and derivatives, management of personal and
real estate property, consultancy, mergers and acquisitions, financial plan-
ning, custody and administration of securities, intermediation and selling
of securities, derivatives, investment trusts and real estate investment
trusts, pension funds and insurance policies (investment banking).

The growth of the banking business has underlined the shift from com-
mercial banking to investment banking, and therefore an increase in the
range of risks and in total risk. The process of identification, measurement
and management of risks is of crucial importance in creating and maintain-
ing conditions for profit and solvency. The above-mentioned shift is evi-
dent when looking at the asset side, the liability side and income sources
as the share of net interest income falls and non-interest income rises
(Liikanen, 2012).

The universal model in the banking sector combines commercial bank-
ing with investment banking and can be regarded as a critical issue for
managing risks at a sustainable level for the individual institution and for
the whole financial system.

Large banks tend to apply the universal banking model in the European
Union (EU) for production diversification and also for risk diversification,
adopting jointly the instruments of commercial banking and investment
banking. Moreover, the expansion of business areas leads to a correspond-
ing increase in the range of risks, with the result that risk management
assumes a progressively more significant role. As a consequence of the
links among different business areas, a bank may encounter difficulty in
estimating its total risk exposure; accordingly, many banks engage in risk
transfer as a practice for management of asset classes that involve a higher
credit risk.

The systematic use of this practice has negative repercussions on the
two classical banking activities: screening and monitoring. Screening and
monitoring reduce or—in a very optimistic assumption—completely
eliminate the problems, respectively, of information asymmetry ex ante
and, therefore, of adverse selection and the problem of information asym-
metry ex post and, therefore, of moral hazard.

Screening and monitoring activities, together with the information
content of bank loans, the uncertainty of return and of the value of their
assets and the “certainty” of remuneration and of the value of their liabili-
ties, as well as the specific nature and depth of financial transformation,
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underline the importance of banks and, at the same time, highlight their
differences in comparison with other financial intermediaries (Colombini,
2008).

A considerable number of banks have undertaken the development of
business areas which are parallel to the classical areas of raising and lending
funds. Many of these developments frequently involve high leverage areas,
as in the case of derivatives (Colombini, 1999, 2004; Colombini &
Calabro, 2011). Restoring rational choices in the context of commercial
banks constitutes a requirement for medium and long period financial sta-
bility, with less importance awarded to growth of their capital.

Over time, the dealing and market making of securities and derivatives
and proprietary trading have become increasingly important. There has
also been a remarkable growth in derivatives, especially in the over-the-
counter (OTC) market (Colombini & Calabro, 2011; King, 2016; Oldani,
2008; Savona, 2010). Since the beginning of the third millennium, secu-
ritisation markets have grown rapidly and created the phenomenon of the
shadow banking system, built up essentially by special purpose vehicles
(SPVs) and structured investment vehicles (SIVs).

Extensive recourse to leverage and, at the same time, the development
of the shadow banking system (Claessens, Pozsar, Ratnovsky, & Singh,
2012; Gorton & Metrick, 2010; Lemma, 2016; Stein, 2010) imply avoid-
ance of capital requirements in a banking context, through the constitu-
tion of off-balance sheet vehicles. The latter, in particular, run up debts on
the market of commercial papers such as short-term securities and use the
resources thereby achieved to purchase long-term securities, such as asset-
backed securities (ABS). The difference between return on purchased
securities and the cost of financing through commercial papers makes it
possible to obtain profits by means of special purpose vehicles.

Changes and innovations in rules should be accompanied by adequate
levels of controls on bank practices of regulatory avoidance through oft-
balance sheet items (OBSIs). For banks, the shadow banking system rep-
resents one of the main ways in which a vast quantity of risk that is
generated and transferred is rendered opaque (Pozsar, Adrian, Ashcraft, &
Boesky, 2012). It is important to bring greater transparency into financial
intermediaries’ balance sheets, above all as regards OBSIs, which, in the
light of financial crises on a global scale, highlight irrationalities in the
management of banks.

In this framework, the subprime mortgage financial crisis causes nega-
tive repercussions, because the liquidity crisis affecting banks does not
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allow special purpose vehicles to satisfy their continuous demand for refi-
nancing through commercial papers.

It is worth pointing out that the paralysis of asset-backed securities
markets, due to the collapse of the real estate market and of the underlying
assets characterising these securities, does not allow special purpose vehi-
cles to raise funds to cope with their short-term commitments.

In their desire to reassure the markets of the commercial papers, banks
are forced to re-enter the special purpose vehicle assets and the enormous
losses recorded in the balance sheet perimeter. The repercussions are dev-
astating and banks experience heavy write-downs both on the lending
portfolio and the financial instruments portfolio, recording losses and
bank failures.

National responses to financial and economic crises, together with years
of' waste in public resource management, cause a rise in public expenditure
and imbalance in the major Western countries’ public accounts, leading
the way to a sovereign debt crisis. Essentially this means a credit risk for
the country due to the non-payment of its debt maturity (debt default), or
the intervention of an international financial authority, such as International
Monetary Fund (IMF), to adjust deadlines and amounts of those pay-
ments as defined in the debt contract (debt restructuring).

2.7  Bank BUsINESs: RANGE OF RIsks

Considerable diversity in business areas, financial instruments and the
associated range of risks can be observed among banking intermediaries.
Typical financial risks include liquidity, solvency, credit, the interest rate
and exchange rate. A typical pure risk consists of operational risk. Such
risks affect banks and are similar to those that affect other financial inter-
mediaries. However, they do not exhaust the range of bank risks, as it is
necessary to analyse and make comparisons among different instruments
and the respective business areas, in order to assess the complete range of
risks affecting the various areas. Additionally, this circumstance presupposes
appropriate management capacity in the process of risk identification.

2.7.1  Liquidity Risk

Liquidity consists in the capacity to repay debts at maturity. This, in turn,
presupposes the availability of sufficient monetary resources for current
business. Availability is measured by the ratio between liquid assets and
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total deposits or total assets. Such a concept implies that monetary out-
flows will occur at various dates when payments fall due. Therefore, this
involves the need to identify and maintain proportions among liquid asset
aggregates and total liabilities or assets (Revell, 1975).

The liquidity risk refers to the capacity of a bank to settle its debts at the
various expiry dates. There would be no liquidity risk under the hypothesis
that the bank could achieve a perfectly symmetrical composition of its
assets and liabilities with respect to the values and maturities involving the
classes of instruments that appear in its balance sheet. However, such a
hypothesis is rather remote; in addition, it would disregard capital or the
eventuality of missed interest payments or missed loan reimbursements.
Naturally, the pursuit of liquidity by synchronising deadlines concerning
assets and liabilities would presuppose the ability of a given bank to recon-
struct and obtain knowledge of loan and debt maturities (Revell, 1973;
Ricci, 1988).

Let us suppose that a given bank has exact knowledge of its maturities
t;with =0, 1, ..., n; let us also assume that it is capable of replicating and
matching values and maturities of assets and liabilities, reducing values as

n n
maturities increase with a, =/, and Zatv = th’ . This would achieve a
perfectly balanced situation. =0 =0

Apart from the almost insuperable obstacles in this regard, if many
banks and, even more strikingly, almost the total number of banks present
within the banking industry of a given country were to achieve perfect
symmetry in maturities and in the values of the respective financial instru-
ments, this would end up by eliminating the financial transformation that
is typical of financial intermediaries and, above all, of banks themselves. In
such a manner, the supply of liquidity to the economic system would be
reduced or annulled (Diamond & Dybvig, 1986; Freixas & Rochet, 1997;
Wallace, 1996).

Cases where loan utilisation and conversion of deposits into money
involve amounts and times that are not easily foreseeable affect above all
the liquidity risk, causing pressures involving monetary outlays.

Since banks make use of the fractional reserve system, there exists no
perfect equivalence between volume of sight deposits and volume of liquid
reserves. Such a situation leads to problems arising from unexpected, rapid
and massive demands for conversion of deposits into money or from unex-
pected large increases in loan utilisations.
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A decline in the general public’s trust tends to increase the liquidity
risk, which can turn into an insolvency risk.

In order to estimate the demand for liquidity, it is necessary to forecast
monetary receipts and outflows for given intervals of time, so as to quan-
tify excess outflows as compared to monetary receipts. This allows identi-
fication of the appropriate monetary resources to cover imbalances. The
estimate in question requires reconstruction of the monetary flows associ-
ated with the various asset, liability and off-balance sheet items.

In the evolution of the banking business, matching and management of
maturities involving instruments dealing with assets, liabilities and oft-
balance sheet items cannot be separated from liquidity management.

In particular, interest rate movements influence the conditions negoti-
ated for the raising or use of additional liquidity over time. Even the very
presence of an interest rate risk that can be associated essentially with the
different maturities and the difference in repositioning of the rates on asset
and liability instruments should be considered by means of appropriate
variations in the types of instruments available to the banks and also in the
interest rates.

It can thus easily be seen that there exists a close link between liquidity
problems and solvency problems, even if different time periods are taken
into consideration.

2.7.2  Solvency Risk

Solvency concerns the ability to honour one’s debts at any cost. This, in
turn, presupposes the availability of monetary resources during crisis peri-
ods. Solvency is measured by the ratio between capital and total deposits
or total assets or assets exposed to risk (Revell, 1975). The latter basically
replicates that of capital adequacy.

However, leverage ratios measured as capital over total assets
(unweighted) were better in predicting bank failures during financial crises
than the more sophisticated risk-weighted measures of capital (King,
2016).

The solvency risk concerns the differentiated ability of banks to settle
their debts at any cost. Solvency is thus achieved by means of systemati-
cally higher asset values as compared to liabilities, thereby indicating posi-
tive levels of the bank’s capital. This highlights the problem of growth of
profit and of banks’ recourse to market instruments in order to develop its
capital.
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On closer inspection, insolvency arises from an excessive risk level,
which brings about reductions in value of financial assets (Johnson, 1993;
Kohn, 2004; Saunders & Cornett, 2008). This testifies to a problem of
appropriate choices for risk identification, measurement and control, as
well as the need to minimise the impact on a bank’s capital and to ensure
its survival on the market.

Maintenance of solvency presupposes management choices based on
appropriate principles of rigour and, above all, on accuracy in credit risk
assessment. It is also necessary to ensure creation of a loan portfolio which,
over time, will prove capable of restoring and renewing cash flow, together
with the ordinary cash flow arising from interest collection.

Solvency has close links to liquidity because the sources of liquidity
arise from asset, liability and oft-balance sheet items (OBSIs) and from the
costs and revenue trend, because the sources of solvency are directly
affected by asset and liability values and by achievement of profit.

Solvency is also linked to management of the other risks, as their impact
influences the economic outcome and the fluctuations in the value of
assets and liabilities.

2.7.3  Credit Risk

The credit risk concerns failure to pay interest and/or capital associated
with a bond or a bank loan.

Bonds issued by states within industrialised economies are widely pres-
ent, with a low risk. However, the credit risk can be restricted by invest-
ment in high-rated bonds. The credit risk can be further reduced by
granting loans to high-quality customers. On closer inspection, it’s the
rating level which can be attributed to bond issuers or loan customers to
define the risk level involved in related financial instruments and total
portfolio.

In this framework, credit risk is examined essentially with reference to
bank loans’ portfolio. As far as loans to clients are concerned, loans to
excellent or low-quality enterprises are equally present, with lowering or
raising of the credit risk. A rigorous analysis should be carried out prior to
the financing of investment projects, in order to ascertain the extent to
which the project has the capacity to produce income. Basically, this is
equivalent to an assessment of the credit capacity (Bianchi, 1992; Caprara,
1954; Dell’Amore, 1965; Dematté, 1974; Forestieri, 1991). This type of
assessment is always regarded as necessary. The temporal horizon and the
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methodologies used are different in the hypothesis of short-term as com-
pared to medium-term or long-term credit.

Application of the most modern risk analysis techniques is necessary in
order to rationalise choices concerning the granting of credit to clients
and, at the same time, to avert problems of adverse selection and moral
hazard (Colombini, 2001; Hubbard, 2008; van Damme, 1994).

Such problems can be reduced or eliminated by production of informa-
tion before and after the granting of financing. The content of the infor-
mation produces uncertainty regarding the value of the loans and the
value of assets; this, in turn, causes fluctuations in the capital and eco-
nomic values.

Adverse selection arises when monetary resources are destined to risky
investment projects that were not fully evaluated, leading to difficulties in
the loan repayment. Moral hazard, on the other hand, arises from a differ-
ent use of monetary resources as compared to that which was originally
planned: this likewise creates difficulties for the loan repayment.

Modern screening and monitoring activities play a fundamental role in
containing or eliminating the problems associated with adverse selection
and moral hazard, which inevitably pose a risk for the granting of credit.
Consequently, these aspects also affect management of loan portfolios and
can lead to reduction in value and lower return on asscts, more contained
interest on assets and also credit losses in the income statement. Naturally,
such phenomena result in lower or even null profit. The credit risk can
however be lessened by means of investment in high-rated loans.

2.7.4  Intevest Rate Risk

Asset and liability management (ALM) presupposes simultaneous man-
agement of balance sheet assets and liabilities and includes problems of
matching assets and liabilities, matching and mismatching of maturities,
costs and revenue, as well as interest rate structure. Possible scenarios and
the ensuing reflexes on income statement and on capital are examined.
ALM aims to pursue objectives of risk control and management, with
particular reference to the interest rate risk (Bergendahl, 1996).

In this context, the interest rate risk has an effect on costs and revenue
and on assets and liabilities that are linked to changes in the market rates.
The impact on the profit and loss account and on the asset and liability
statement can likewise become positive by increasing profits and capital or
negative by reducing profits and capital.
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A closer examination reveals that the financial transformation and the
consequent mismatching that is an intrinsic aspect of the different maturi-
ties, interest rates, flow periodicity and index-linking parameters exert an
influence on the rise and evolution of the interest rate risk (Bessis, 2015;
Colombini, 1994; Cucinotta & Moretti, 1988; Gardner & Mills, 1994;
Kidwell, Peterson, & Blackwell, 1997; Saunders & Cornett, 2008).

The risk examined here is linked essentially to differences in maturities
(for fixed rates) and in the dates of revision of the rate (for variable rates),
due to the different reflexes of repricing. Such differences lead to fluctua-
tions in costs and revenue, assets and liabilities, thereby also affecting
profit and capital on account of unexpected variations in the market rates.

Similarly, imperfect correlation in adjustment of asset rates and liability
rates in reference to different instruments but with similar price revisions
likewise leads to changes in the yield differentials.

Furthermore, asymmetries in financial instruments that have an option
right also create management problems and constitute an additional risk
with regard to the interest rate (Wright & Houpt, 1996).

Assets and liabilities that are sensitive or insensitive to interest rate vari-
ations can easily be distinguished. The former involve fixed rate expiry
positions and variable interest rate, while the latter include only fixed rate
positions.

Changes in external market rates are not transmitted to an identical
extent onto sensitive assets and liabilities, due to the non-parallel displace-
ments in the yield curve, the set of internal rates involved and the contrac-
tual position of the individual banks on the given markets. This leads to
upward or downward movements of the interest income and/or of
capital.

2.7.4.1 Measuvement: Gap Management Models and Duration Model
Measurement of the interest rate risk can be carried out basically by two
different approaches: current earnings and the economic value of capital.
These methods are applied, respectively, in the gap management models
and the duration model (Colombini, 1994; Drago, 1998; Rose, 1989;
Sinkey, 1992).

The current earnings approach considers the impact of variations in the
market rates on the interest income and, therefore, on the profit and loss
account (Flannery, 1981). In particular, in the context of remunerative
assets and onerous liabilities, the interest rate risk derives from the gap
between sensitive assets and liabilities, which consist of expiring fixed rate
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positions or variable rate positions. This approach gives an indication of
the impact of market rate movements on short-term income.

In contrast, the economic value approach takes into consideration the
impact of interest rate movements on the market value of assets and liabili-
ties and, therefore, on capital. This approach awards importance to capital
sensitivity concerning future modifications in market rates, with reference
to the entire time period of repricing. In this regard, the balance sheet
items are calculated at current value for determination of the economic
value of capital. Interest rate variations affect the value of capital as a result
of the different level both of interest flows and the discount rate.

Considering the potential impact of interest rate variations on the cur-
rent value of all future financial flows, the economic value approach offers
a broader view of the potential medium- and long-term effects on the
bank’s overall situation.

2.7.4.2 Measurvement: Simulntion Model

In order to set up a simulation model, hypothetical economic and financial
scenarios are devised, and the resulting reactions affecting the balance
sheet values are examined. The various hypotheses concern the economic,
financial and asset and liability statement of the bank, with attention focus-
ing on the extent to which the results are affected by changes in the envi-
ronmental variables and the management policies. While the resulting
scenarios suggest approaches and solutions concerning the problem of
exposure to the interest rate risk, they presuppose reliable data, correct
hypotheses, as well as a valid internal organisational structure. The latter is
in any case necessary for the functioning of an ALM system and for man-
agement of the interest rate risk (Toevs & Haney, 1986).

The construction of a simulation model implies that several phases
must be set up, such as definition of the problems that constitute the
object of the simulation, formulation of the required hypotheses, defini-
tion of the logical-mathematical relations, data collection, estimation of
the model and, finally, acceptance or rejection of the model that has been
set up.

Acceptance of the model leads to definition of various different sets of
hypotheses concerning the future trend of the variables under consider-
ation and, accordingly, of the reference scenarios that produce divergent
results. Construction of the simulation model provides a range of answers
concerning interest rate trends, market conditions and bank management
policies.
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This model allows measurement and management of the interest rate
risk by formulating a number of distinct hypotheses on the trend and
structure of the interest rates and on modifications in the volume and
composition of assets and liabilities. It follows that despite the complexity
of the procedure adopted for setting up and using a simulation model,
such a model proves to be a suitable tool for control of the interest rate
risk in its divergent manifestations and, above all, in its dynamic aspects.

Naturally, simulation models are quite complex both as regards their
construction and their use. However, they can suggest a range of solutions
for management problems and for the interest rate risk. The validity of
such models is linked above all to the reliability of their input data and of
the hypotheses underlying the associated mathematical equations.

Two fundamental aspects play an important role: the interest rate risk
must be set in the context of a logical-formal representation of banking
and financial activity and, at the same time, estimates must be performed
using a correct forecast of market rate trends.

2.7.4.3 Derivatives and Securitisation

Derivatives, such as swaps, options and futures, have created the condi-
tions allowing an expansion of capital market activity as well as changes
both in balance sheet and off-balance sheet items, in line with control of
the interest rate risk. These instruments can be used to cover price and
coupon fluctuations within specific asset classes. Therefore they eftectively
contribute to reduction of the interest rate risk. This implies that the swap
can be negotiated for changes from a fixed rate to a variable rate, or vice
versa. In this manner, a positive influence on relations between rate sensi-
tive assets (RSAs) and rate sensitive liabilities (RSLs) is achieved. Options
and, likewise, futures can be negotiated in order to block the future price
of securities, thereby exerting a positive influence on potential interest rate
changes.

Furthermore, securitisation applied to asset classes can be used for
reduction of the interest rate risk, by disinvestment of fixed rate and longer
maturity positions.

Choices and use of derivatives and securitisation are tested in the con-
text of gap management, duration or simulation models. Such models
provide indications concerning the interest rate risk exposure and, conse-
quently, on suitable approaches to risk reduction. It is worth noting that
derivatives and securitisation can be used in order to reduce and transfer a
portfolio’s credit risk by a credit derivative or by creating asset-backed
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securities (ABS) and loan classes. The latter solution also leads to a reduc-
tion in the loan portfolio and to a rise in liquidity.

2.7.5  Foreign Exchange Risk

The exchange risk originates from assets and liabilities and from revenue
and costs expressed in different currencies, which at times have a marked
effect on levels of profit and capital.

The exchange risk can be measured by net exposure in exchanges. In
this regard, net foreign exchange exposure (NFXE) for each currency 7 is
obtained by summing the difference between assets and liabilities in cur-
rency ¢ together with the difference between purchases and sales of cur-
rency 7. This can be indicated by the following expression:

NFXE, = (FXassetsi — FXliabilities, ) + (FXboughti —FXsold, )

In any case, overall exchange risk exposure does not correspond to the
sum of net positions in the different currencies, because of the compensa-
tion effect in currency movements. The exchange risk can be reduced by
utilisation of covariance among different currency positions (Campbell &
Kracaw, 1993; Santomero & Babbel, 1997; Saunders & Cornett, 2008).

Furthermore, the exchange rate risk can be cancelled by expressing
assets and liabilities as well as revenue and costs in the same currency. The
exchange risk can be lowered or eliminated by means of appropriate deriv-
ative instruments which result in partial or total transfer to other parties.

2.7.6  Operational Risk

Operational risk arises from inadequacies or deficiencies in internal pro-
cesses, human behaviour, technological systems and external events. Such
situations lead to cost increases and/or lower revenue and therefore a
decrease in profit. Operational risk can be addressed by considering a
series of internal and external factors for risk identification, measurement
and management. This definition includes the legal risk, but excludes stra-
tegic and reputational risk.

Operational risk involves the problem of loss and, at the same time, the
problem of steps to be taken for correction of internal and external proce-
dures and for reduction or minimisation of negative effects.
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2.8  Bank aAND FiNaNCIAL CRISES

Financial crises can be examined in the framework of crises involving
financial markets, crises affecting financial intermediaries, sovereign debt
crises and currency crises. Careful examination of the issues involved shows
that financial crises are the result of interrelations among a number of
circumstances: adverse trends on the financial markets, adverse situations
affecting financial intermediaries, tensions focusing on the public debt and
turmoil in the exchange markets.

Financial crises have effects that ripple through financial markets, finan-
cial intermediaries, financial instruments, states and central banks, thus
highlighting correlations and interdependencies as well as financial insta-
bility (Colombini & Calabro, 2011). In short, financial crises have reper-
cussions of marked intensity that are projected in the short, medium and
long term over financial systems and, at the same time, over economic
systems. For example, the subprime mortgage financial crisis calls for state
aid measures in support of crisis-ridden financial intermediaries; the sover-
eign debt crisis implies the need for action to restore balance in the public
finances; the economic crisis necessitates economic stimulus initiatives
which diverge from the measures suggested in the previous two cases and
may indeed be in conflict with them.

One aspect that clearly emerges is the importance of a scale of priorities
concerning the volume of public resources required. Decisions on priori-
ties must take into account the margins for public expenditure without
causing excessive imbalance in the public budgets.

It likewise becomes clear that the irrational strategies based on innova-
tive finance must be downsized or abandoned, in favour of restoring the
concept of cultural and regulatory financial responsibility. Profits should
be achieved by rational risk management, rather than arising from prac-
tices inspired by a separation between risk and return which ends up
offloading the negative impact of risk onto the state budgets, while the
positive impact of returns is inserted into the balance sheets of individual
banks.

These improper practices tend to exacerbate the risks weighing on the
entire financial system, thereby undermining savers’ confidence in finan-
cial intermediaries. The latter thus tend to be regarded as incapable of
reducing the information asymmetries present on the financial markets.
The move towards excessive risk taking has been allowed to creep in partly
on account of failure by the supervisory authorities to exert proper control
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over the individual financial intermediaries and over the placement of
financial market instruments; however, it is partly also ascribable to sys-
tematic attribution of decidedly positive ratings that are totally mistaken in
their quantification.

The subprime mortgage financial crisis can be identified as originating
above all from the practice of selecting and transferring the credit risk
associated with poor-quality mortgage loans, thereby intensifying and
transferring the overall credit risk. The collapse of the real estate market
has led to markedly negative and widespread repercussions on the assets of
banks and financial intermediaries that are characterised by significant lev-
els of very bad mortgage loans and which, additionally, have made use of
financial instruments of equally poor quality.

The sudden drop in house prices has induced adverse effects on the
economy, triggering a recessive process of notable extension. A very wor-
rying aspect is the situation of many families who are facing rising levels of
unemployment and thus experience difficulty in meeting their mortgage
instalment payments.

Thus on the one hand, the subprime mortgage financial crisis has made
it necessary for governments to intervene in support of financial systems
threatened by an unprecedented crisis, while on the other it has focused
attention on the fragility of public budgets. Admittedly, massive resources
have been made available to crisis-ridden banks in the different countries,
but it is equally true that the shaky conditions of the public finances can-
not exclusively be attributed to the subprime mortgage financial crisis.

Bailout plans to address the subprime mortgage financial crisis and
expansionary policies designed to tackle the economic crisis have led to a
marked deterioration in the public finances. However, the dramatic condi-
tion of the public finances should be ascribed not merely to the above
described exceptional measures but also to unbridled public expenditure
that has risen to unsustainable levels. The most critical elements affecting
the public finances involve the following aspects: rising pension and
healthcare expenditure due to an ageing population; fairly high expendi-
ture on the national, regional and local level in matters pertaining to polit-
ical affairs; intensity of tax evasion; amount of the public debt and its
composition in terms of maturities and apportionment between residents
and non-residents; private debt levels and degree of solidity of the banking
systems.

The elevated levels of public indebtedness create the premises for the
sovereign debt crisis, leading to an increase in the returns that the markets
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demand on bonds issued by states perceived as being at risk and thereby
bringing about an increase in spreads between the bonds of an individual
state and those of the German state. This, in turn, exacerbates the fragility
of the budgets of crisis-ridden states and makes it difficult, if not impossi-
ble, to intervene with measures aimed at economic recovery (Acharya,
Philippon, Richardson, & Roubini, 2009; Adrian & Shin, 2010; Allen &
Carletti, 2010; Bernanke, 2015; Blanchard, Dell’Ariccia, & Mauro, 2010;
Boccuzzi, 20115 Bolton & Jeanne, 2011; Calabria, 2009; Capriglione &
Semeraro, 2012; Cassidy, 2009; Claessens, Dell’Ariccia, Igan, & Laeven,
2010; Colombini, 2011; Colombini & Calabro, 2011; Crescenzi, 2010;
Davies, 2010; Dowd & Hutchinson, 2010; Duffie, 2010; Eichengreen,
2008; Estrella & Schich, 2011; FCIC, 2011; Franke & Krahnen, 2008;
Fratianni, 2008; Fornasari, 2009; Geithner, 2014; Goodhart, 2008;
Haldane, 2009; Hubbard, 2009; King, 2016; Marconi, 2010; Masera,
2009; Mishkin, 2011; Reinhart & Rogoft, 2011; Shiller, 2008; Sorkin,
2009; Spaventa, 2010; Stiglitz, 2010; Wolf, 2014).

The trend of the spreads is thus linked to the situation within the vari-
ous countries and to the perceived credit risk inherent in the sovereign
debts as interpreted by the financial markets. Moreover, the trend is also
influenced by the overall situation of the euro zone. Progress or worsening
of the financial and economic situation within individual countries or
involving the euro zone mechanisms leads to positive (reduction) or nega-
tive (increase) repercussions on the spreads.

It hardly need be added that speculation undoubtedly influences the
fluctuation of the spreads. This makes itself felt not only in definition of
the costs of individual public refinancing operations but also in the costs
incurred by banks in raising funds, as well as in the costs dictated by the
financial markets regarding bank loans to firms. Furthermore, the issue of
contagion cannot be ignored, given that the interrelations among states
transform the problems of individual states into global problems. This
postulate is particularly evident in the context of the euro zone countries,
triggering potential contagion among countries viewed as weaker on the
financial level and therefore more fragile in the context of speculation.

In the light of the above observations, careful evaluations should be
conducted in seeking to devise the best approach for overcoming financial
crises and economic crises. More specifically, attention should be paid to
identifying the specific problems, estimating the costs and formulating
rational choices. Failure to assess these aspects results merely in wasteful
use of public resources that provides no solution either for the problems
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raised by the subprime mortgage financial crisis or for the problems deriv-
ing from the sovereign debt crisis. In other words, the complex interac-
tions are not addressed and definitive solutions are basically postponed to
an indefinite future (Johnson & Kak, 2008).

It is imperative to examine the main causes, highlighting above all the
role played by securitisation and credit derivatives in influencing the extent
of credit risk transfer onto loan portfolios and sovereign bond portfolios.
This issue is crucial because the repercussions can lead to fluctuations in
value, weighing heavily on the losses suffered by financial intermediaries
and by operators who invest in mortgages or in financial instruments
linked to subprime mortgages or in bonds and financial instruments linked
to sovereign states.

One major aspect common to the financial crises discussed here resides
in the contraction of liquidity due to the negative fluctuations and losses
of value associated with subprime mortgages and the related financial
instruments. This phenomenon also impacts on sovereign bond portfolios
and the related financial instruments. The repercussions adversely affect
the trends concerning the value of bank assets and the assets of financial
intermediaries and operators, leading to the need for adjustments and
deleveraging processes on various levels.

Such observations underline the importance of correct analysis and
evaluation of the credit risk inherent in loan portfolios, asset-backed secu-
rities (ABS), credit derivatives, financial instrument portfolios and
sovereign bonds. In short, the manner in which the credit risk is mani-
fested, transferred and multiplied on the level of individual financial sys-
tems constitutes the basic thread allowing analysis and interpretation of
the financial crises that form part of the broader context of the subprime
mortgage financial crisis and the sovereign debt crisis.

In the process of credit risk transfer that has characterised international
finance essentially since the beginning of the third millennium, it is not
easy to identify precisely which repercussions have an impact on the direct
circuit as opposed to those that impact on the indirect circuit. Only by
exploring the integration between the two processes does it become pos-
sible to delineate more clearly the effects of the subprime mortgage finan-
cial crisis and the sovereign debt crisis.

Irrational criteria that turn a blind eye to the creation and intensifica-
tion of credit risk have induced financial intermediaries to engage in
unreasonable practices of experimenting with the transfer of credit risk to
the financial markets, by means of securitisation and credit derivatives.
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This has triggered multiplicative impulses, raising problems concerning
medium- and long-term sustainability. Moreover, such practices are sug-
gestive of an original flaw which is of fundamental importance in the evo-
lutionary path of financial systems.

On closer examination, credit risk transfer onto financial markets, where
the main figure both in the field of sales and also of purchasing is repre-
sented by financial intermediaries, assumes the extended meaning of an
increase in the burden of risk weighing upon the financial system, due to
the numerous interrelations among financial intermediaries (Shin, 2010).
Basically, the problem can be traced partly to unorthodox practices in
granting loans to a very poor-quality customer base and partly also to the
subsequent experimental practices of risk transfer taken to excessive levels,
as well as to failure of the supervisory authorities to exercise proper
control.

2.9 CONCLUSIONS

Risk identification, measurement and management represent the heart of
bank enterprises, and the ability to control them in a situation of asym-
metric information is a fundamental bank function for the achievement of
economic results.

The typical range of risks includes liquidity, solvency, credit, interest
rate and operational. Identification, measurement and management of all
risks affecting banking business instruments and business areas are steps to
be implemented and carried out. Their evaluation and impact constitute
relevant phases which are assigned to the risk management function,
thereby underlining its importance and drawing attention to the need for
adjustments through time periods.

Therefore risk management is closely related to banking business
areas that give rise to implementation and evolution of changes in the
overall banking system. In short, it is through risk management that
banks acquire heightened awareness of the internal and the external con-
ditions. Building up the risk management function on the level of indi-
vidual banks is a delicate task, as the appropriate choices depend largely
on rational evaluation of every kind of risk involved in the various instru-
ments and business areas. It is necessary to have professional skills and
capacity for identification, measurement and management of the entire
range of risks and, at the same time, for evaluation of the most appropri-
ate initiatives.
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CHAPTER 3

Credit Risk Management and Banking
Business in Europe

Fabiano Colombini

3.1 INTRODUCTION

Granting loans to excellent or low-quality enterprises is equally present in
bank loan portfolio, with lowering or raising of the credit risk. A complete
investigation should be carried out prior to the financing of investment
projects, in order to ascertain the extent to which the project has the
capacity to produce income. Such an assessment is always regarded as nec-
essary. The temporal horizon and the methodologies used are different in
the hypothesis of short-term as compared to medium-term or long-term
credit.

These problems can be reduced or eliminated by production of infor-
mation before and after the granting of financing. The information con-
tent produces uncertainty regarding the value of loans and value of assets;
this, in turn, causes fluctuations in economic values and capital values.
Information production is an important function performed by individual
banks and, at the same time, involves an organisational structure. This
function tends to produce good quality information as the bank will com-
mand greater support for achieving the right choices in the bank business
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areas. Information quality is particularly important for assessments in
granting loans and, at the same time, in loan portfolio composition, which
reveals different trends through time periods and economic trends.

This chapter aims to examine bank lending, credit risk and problems
and solutions related to non-performing loans (NPLs).

3.2  Baxk LENDING

Granting loans postulates prior assessment of the credit capacity (Bianchi,
1992; Caprara, 1954; Decll’Amore, 1965; Dematté, 1974; Forestieri,
1991). Such an assessment is always regarded as necessary. The temporal
horizon and the methodologies used are different in the hypothesis of
short-term as compared to medium-term or long-term credit.

Application of the most modern risk analysis techniques is necessary in
order to rationalise choices concerning the granting of credit to clients
and, at the same time, to avert problems of adverse selection and moral
hazard (Colombini, 2001; Hubbard, 2008; van Damme, 1994).

In an overall perspective, short-term as well as medium- and long-term
loans constitute the most important class of bank assets. This is a feature
which distinguishes the composition of bank assets with different ratios of
total loans to assets from one bank to another and over time. It is impor-
tant to stress that the loan share in the composition of bank assets bears a
relation to costs and revenue and consequently to profits or losses. In the
application of the universal model in the European banks, the range of
loans partially or entirely includes the following technical forms: short-
term loans, medium- and long-term loans, leasing, factoring, consumer
credit.

There are differences among the technical forms in which loans are
granted, and also in cash flow generation. In short-term loans, monetary
flows result from intake of interest payments and from repayment of the
entire sum at maturity, the latter often being tacitly renewed. In medium-
and long-term loans, on the other hand, repayment arises as a result of the
periodic monetary flows from collection of the instalments, which gener-
ally include the capital share and the interest share.

Although longer-term loans are associated with greater risk, the
resulting cash flow may turn out to be greater and more stable; however,
with regard to short-term loans, the implicit and sometimes systematic
renewal that is an intrinsic feature of such loans should not be
overlooked.
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In medium- and long-term loans, the application of fixed rates leads to
problems concerning exposure to interest rate risk. This leads to a positive
or negative contribution to the profit and loss statement in the event,
respectively, of a drop or a rise in market rates.

In the American experience of the 1970s and 1980s of the Savings and
Loan Associations specialised in medium- and long-term loans, the growth
of fixed rate loans on total assets gave rise to considerable problems, due
to the increase in market rates. This led to a contraction of profits and even
to cases of losses. Such circumstances caused repeated crises and bankrupt-
cies in the medium- and long-term credit industry, drastically reducing the
number of intermediaries present in the industry (Barth, 1991; Kane,
1989; White, 1991).

Some loans are assisted by covenants. In such cases, the debtor is
required to obey certain clauses forming part of the loan contract, with
particular reference to the following aspects: investment policies, own
capital levels, guarantees granted, clarity of information. These clauses
make a positive contribution to improvement in the quality of loans (Berlin
& Mester, 1992; Rajan & Winton, 1995).

Loans may also be assisted by guarantees. Such guarantees are either
personal or collateral. Guarantees create better prospects for recovery of
loans in the event of debtor insolvency.

Thus covenants aim to reduce the estimate of exposure in case of insol-
vency (exposure at default, EAD), while guarantees are designed to reduce
the percentage loss (loss given default, LGD).

Since the class of short-term and medium- and long-term loans is found
to be the major component in the structure of a bank’s total assets, the
relations with cash flow generation and interest earned are immediate and
have a considerable impact on monetary repayments and expenses and on
the statement of profit and loss.

This shows the importance of the system of interest rates on loan port-
folios and the mean return associated with such interest rates. A compari-
son can thus be drawn with the returns on similar classes of assets, allowing
more rational choices concerning composition and recomposition.

It is also important to ensure correct association of the interest rate
with the credit risk affecting individual loans, taking into consideration
expected losses, unexpected losses and fund-raising costs. This, in turn,
presupposes careful investigation of debtors ability to repay: consequently,
the different types of credit risk are classified on the basis of internal rat-
ings (Colquitt, 2007; Jacobson, Lindé, & Roszbach, 2006; Nickell,
Perraudin, & Varotto, 2007).
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In this context, given equal borrowing and external funding, medium-
sized and large enterprises show an increasing or decreasing tendency to
have recourse to the market for bond and/or share placement, in order to
reduce or increase the demand for bank loans. At the same time, increases
or decreases in bank liquidity produce, respectively, positive or negative
reflexes on the granting of credit.

3.3 CREDIT Risk: MEASUREMENT AND MANAGEMENT

Credit risk is the risk of potential default of borrowers in the repayment of
debt as principal and as interest. This is a very powerful risk as it can pro-
duce negative impacts and losses which will cause reductions in asset val-
ues and write-downs in loans’ portfolios and therefore in the level of
capital. In this framework, the analysis considers credit risk essentially with
application to loans’ portfolios.

More generally, credit risk appreciation can be carried out by the analy-
sis of the following parameters: probability of default (PD), loss given
default (LGD), exposure at default (EAD), maturity (M).

PD, which is expressed in percentage terms, represents the probability
of client insolvency within a year and oscillates between 0 and 1. LGD
expressed in percentage terms quantifies the loss that would occur in the
case of client insolvency. EAD measures the level of exposure at the time
of client default. M concerns the maturity of loans granted to clients.
Taking these different parameters into consideration, the bank can formu-
late precise credit risk assessments on clients’ loan portfolio. PD, together
with LGDand EAD, constitutes an assessment of the credit risk. Therefore,
a rise in credit risk is accompanied by an increase in the credit rate applied.

Credit risk may give rise to expected loss (EL) which does not create
problems for the bank as appropriate accounting provisions are always
made. Therefore, the bank will not undergo any negative impact that
would affect future profits. In contrast, if credit risk is unforeseen, this may
cause unexpected loss (UL) thereby causing problems for the bank.

The distinction between expected loss and unexpected loss is important
in consideration of management choices with regard to the following
aspects:

— the amounts involved in direct value adjustments and in provi-
sions necessary in order to ensure that expected losses will be
covered;
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— level of capital in order to cover unexpected losses;

— interest rates that are in line with value adjustments and with pro-
visions designed to cover expected; losses and the cost of capital
for unexpected losses.

It follows that it is important to ensure that correct methodologies are
used for measurement of expected and unexpected losses (Bessis, 2015;
Cirillo, 2005; Lusignani, 2004; Masera, 2005).

Expected loss (EL) can be calculated by means of the following
product:

EL =PD-EAD-LGD

Unexpected loss (UL) can be identified as arising from volatility of
losses around their mean value and, therefore, around expected loss.
Unexpected portfolio loss is measured by the standard deviation of the
frequency distribution of possible losses affecting the portfolio.

Considering the entire loss probability distribution and a confidence
interval of 99.9 per cent on a one-year temporal horizon, the maximum
loss level is measured by value at risk (VaR) which, after subtracting
expected loss (EL), expresses unexpected loss (UL) and, therefore, the
level of capital necessary in order to cover it. The situation is expressed by
the following formula:

UL =VaR—-EL

Credit risk can be transferred to other counterparties by means of credit
derivatives. This creates cover against the risk of insolvency or deteriora-
tion of the debtor’s credit quality, even if the credit relationship remains in
the hands of the bank (Brandon & Fernandez, 2005; Clark, 1997; Duftee
& Zhou, 2001; Moser, 1998; Neal, 1996; Rule, 2001).

Equally, credit risk can be transferred by securitisation, which implies
the pooling of loans having similar characteristics and transfer of the pool
to external investors; at the same time, asset-backed securities are
created.

Asset quality review (AQR) and, at the same time, stress tests by the
Banking Supervision of the European Central Bank (ECB) focus on
asset values and fluctuation values as the most important problem arising
from financial crises in European banks. Deterioration in loan portfolios
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tends to create non-performing loans (NPLs) which present problems in
terms of non-paying interests and non-repaying capital in variable
proportions.

3.4  NON-PERFORMING LOANS: ORIGINS AND SOLUTIONS

The subprime mortgage financial crisis brings to light the inadequate
credit risk management produced by the banking system, which initially
gave rise to negative consequences for the financial system and subse-
quently for the economic system.

Similarly, the sovereign debt crisis highlighted the unbalanced public
finance management characterised by the widespread use of debt which,
together with the subprime mortgage financial crisis, had a severe impact,
as substantial public resources had to be destined to the rescue of banks
and financial systems.

Increasing the level of credit risk borne by sovereign states initially
generates negative repercussions on public issues and, as a result, on
fluctuations in value of financial instruments’ portfolios of financial
intermediaries.

Readjustments of public accounts cause a tax increase and/or a reduc-
tion in public expenditure. In the European context, during the time
period between 2007 and 2014, policies for rebalancing the public
accounts generated a recessive push economically, essentially implying a
loss estimated in several percentage points of gross domestic product
(GDP), despite differences among European countries. This is a loss in
wealth that is becoming practically irrecoverable, thus underscoring a neg-
ative aspect: public accounts rebalancing operations in the context of
financial and economic crises imply negative results economically. In
Europe, public accounts rebalancing policies generated economic reces-
sions over several years, with a recovery phase which started towards the
end of 2013.

Several years of economic recessions gave rise to non-performing loans
(NPLs) in a commercial banking context, causing the credit crunch. In
Europe, the increase in NPLs is partly attributable to severe economic
conditions that leave many customers unable to proceed with the repay-
ment of interest and capital; to some extent, however, the increase in
NPLs can also be ascribed to bad selection and monitoring of investment
projects and firms. Certain distinctive features of banks and efforts to
improve risk management and efficiency exert a positive influence on the
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evolution of NPLs. Poor management of banks tends to exacerbate the
creation of poor-quality loans, negatively influencing efficiency and NPLs
(Altunbas, Carbo, Gardener, & Molyneux, 2007; Avgouleas & Goodhart,
2017; Berger & De Young, 1997; Cucinelli, 2015; Duran & Lozano-
Vivas, 2015; Kwan & Eisenbeis, 1997; Williams, 2004; Zhang, Cai,
Dickinson, & Kutan, 2016). Banks follow some approaches for identifica-
tion, measurement and management of NPLs and, at the same time, of
write-down problems, reducing the level of NPLs and raising negative
impact on the profit and loss account.

The introduction of the asset quality review (AQR) and, at the same
time, of stress tests by the Banking Supervision of the European Central
Bank (ECB) places emphasis on asset values and fluctuation values as the
most important problem arising from financial crises in European banks.
Deterioration in loan portfolios tends to create non-performing loans
(NPLs) which present problems due to non-payment of interest and/or
capital, in variable proportions.

The supervision unit at the ECB carries out checks on the level of NPLs
in the euro area and, at the same time, on the validity of governance struc-
tures, strategies and suitable processes of individual banks for NPL man-
agement, taking into consideration the evolution of risk over time.

Considering the high level of NPLs in a number of European banks, it
becomes important to set up special units within banks; such units will be
dedicated to NPL management and resolution. The definition of strate-
gies over time, with the participation of high level management, is
extremely important. Loan classification and underlying guarantees as well
as related judicial and non-judicial procedures postulate choices at appro-
priate times for raising cash and for establishing the number of loan repay-
ments on a regular basis, with the final aim of reducing the new problematic
loans. The composition of NPL units requires human resources with high-
quality and professional skills, as they have to deal with a delicate and criti-
cal issue for evolution of the loan business and for repercussions on costs
and revenue of individual banks.

Recovery from non-performing loans can be achieved only in the
medium and long period; furthermore, management of such loans requires
modernisation with efficient use of information technology to build up an
overview of the situation of non-performing loans.

The economic consequences of the credit crunch performed by banks
on their customers severely affected the companies’ investments, with the
logical consequence of sharpening the forces of recession.
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Regarding NPL stock, the ECB Banking Supervision published the
Guidance to banks on non-performing loans on March 2017, requiring
banks with high levels to submit NPL strategies, including targets and
reduction plans.

Considering new NPLs, the ECB Banking Supervision published a
draft addendum on its Guidance to banks on non-performing loans on
October 2017, indicating supervisory expectations for minimum levels of
provisions. More specifically, banks are expected to provide full coverage
for the unsecured part of new NPLs after two years and for the secured
part after seven years. It is worthwhile to stress the supervisory expecta-
tions’ change every few months which will become de facto a restrictive
constraint measure on banks’ business.

The ECB Banking Supervision will present further policies to address
the existing stock of NPLs including transitional arrangements and, at the
same time, will evaluate feedback statements from consultation.

In this framework, the creation of bad banks on an internal or external
level and NPL divestiture processes seek to reduce the phenomenon of the
credit crunch and to promote recovery through better and optimal lending
conditions for families and enterprises. The price applied in credit lending
divestiture distinguishes between unsecured credit and mortgage credit,
the lending rates being lower and higher, respectively.

3.4.1 Bad Bank

A bad bank implies the creation of state-owned or private companies for
the use of capital in bad assets purchased from troubled banks, “cleaning
up” their balance sheets and assessing the appropriateness of their pur-
chase price. A company set up for bad banking activities implies either a
definite public equity presence, feeding the list of public companies, or a
definite private equity presence, thus feeding oft-balance sheet vehicles.

A bad bank postulates the identification of bad assets and good assets,
and a net partition between these two categories, in the sense that bad
assets are separated and transferred into the assets of the purpose-
established company (the ‘bad bank’), whereas good assets remain in the
existing company’s assets. A clear distinction between bad bank and good
bank is thereby introduced (Colombini, 2015; Colombini & Calabro,
2011).

A bad bank is an intervention that has been repeatedly carried out in
countries affected by the effects which have been experienced since the
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2007 worldwide financial crisis. Therefore, the intervention establishes
clarity and different types of risk management activity, in the context of a
recovered bank (good bank) and of a surviving bank (bad bank): the latter
now incorporates all the negative and problematic items from the past
management.

The activity performed by a bad bank does not represent a sole right for
bad banks: in the evolution of financial crises, central banks themselves
engage in repeated purchases of government securities and toxic assets in
the context of unconventional measures, thus contributing to the place-
ment of government securities and to recovery from the negative situation
of bank balance sheets.

These are interventions which cause a considerable increase in the vol-
ume of assets; moreover, they cast light and shadows over the central
banks from the standpoint, respectively, of a hypothetical value increase or
of a hypothetical value reduction due to the presence of financial instru-
ments of high or low quality in their assets.

Taking a closer look, the weakness of many banks makes economic
recovery slower and more complex not only for individual countries but
also on a European scale. The presence of non-performing loans and, even
more so, of toxic securities among banks’ assets leads to greater capital
absorption, thus comparatively reducing monetary resources allocated for
lending to the economy. Rational decision-making in the selection and
control of loans to customers is therefore of paramount importance.

On a European level, in order to reinforce economic growth, the cre-
ation of a number of bad banks for the ultimate cleaning up of balance
sheets in each country is a measure to be pursued. This should recreate
more favourable conditions for loans, especially loans to small- and medium-
sized enterprises, and therefore as an aid to economic development.

The creation of a pan-European bad bank or asset management com-
pany (AMC) has been indicated as a possible solution for NPLs in banks’
balance sheets (Arner, Avgouleas, & Gibson, 2017; Avgouleas &
Goodhart, 2017; Hellwig, 2017).

The importance of a check-up of European banks” balance sheets needs
to be stressed, identifying deteriorated credit levels and toxic securities.
The “clean-up” requirements concern both individual countries and also
the global level: private or public initiatives should be undertaken for the
creation of bad banks and the restoration, by contrast, of good banks.

This fulfils financial stability targets and, in particular, targets for achiev-
ing the best conditions that will encourage economic development, as
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much as good banks will be able to resume their traditional task, that of
raising and lending funds to the worthiest enterprises. Even in the worst
hypothesis, where, in some cases, it could prove necessary to make use of
public resources, the economic outcomes pursued would be far superior
to the expenditure of public resources.

Moreover, in past experiments the creation of bad banks—even when
using public resources—does not necessarily produce a negative outcome
for states. It has been found that the recovery of economic development
encourages value readjustments even in bad assets, within bad banks. At
the same time, the final net result may, in time, become positive.

342  Selling Loans

In setting up a strategy for NPL reduction, another alternative is repre-
sented by the sale of NPLs to specialised companies and funds. However,
the crucial question is that the sale price may be very low, thereby creating
losses in comparison with the readjusted book values. On the other hand,
the loan values are normally reviewed every year in the balance sheet
period, thus reducing the value of loans in trouble or NPLs.

A part of these assets can be sold on the market to specialised compa-
nies and funds, normally at a discounted price in comparison with the
book value. This has a positive impact on the liquidity position of the
bank and, at the same time, a negative impact on the profit and loss
account.

In this context, variable shares of NPLs and variable decisions to sell
such assets give rise to an NPL business that is of considerable importance
for European banks and for the specialised companies and funds involved
in this business, which are located in various different countries.

An NPL business comprises a range of prices for buying and selling,
with differentiated repercussions on bank intermediaries and specialised
companies and funds, which belong to various countries. In setting the
price, management costs and revenue as well as the final sale price are the
essential elements taken into consideration.

Financial crises and economic crises contribute to the expansion of
NPLs. Therefore it is important to set a limit on NPLs, expressed as a ratio
of total assets. An abnormally high level of NPLs reduces profitability and
affects accounting provisions, as it points to the lower availability of liquid
resources and, in the worst scenario, it can lead to write-downs of loans in
the balance sheet.
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In European banks, a higher level of NPLs can be observed in compari-
son with the banking systems of other countries. The reason lies in the
slow recovery from the crisis that has extended over a period of many years
and is particularly severe in comparison with the USA. This is and will be
an economic gap that will not be recovered over time, as it is very high. It
depends to a large extent on political and economic choices that were
made and designed in a framework of austerity.

In this context, other routes can be followed. For instance, one possi-
bility is the application of securitisation to risk class loan pools by shifting
from the internal side to the external side, thereby reducing the level of
NPLs and raising liquidity resources; another alternative involves credit
derivatives, reducing the level of the credit risk on loan portfolios by shift-
ing from the internal to the external side.

Pursuing legal action to recover credit losses also can be undertaken,
keeping in mind, however, that there will be a variable waiting period.
This is particularly true in some southern countries of Europe as compared
to other countries where the judicial proceedings are executed more
swiftly.

The longer the waiting period for the judicial decision, the more seri-
ous the negative impact will be. Keeping a high level of NPLs on the book
and, especially, offering a high discount price in comparison with the book
value may easily lead to losses in the economic statement of the European
banks. This underlines the importance of corrections in efficiency and
times of court decisions.

3.5  CONCLUSIONS

Granting loans postulates the prior assessment of the credit capacity mani-
fested by customers. Application of the most modern risk analysis tech-
niques is necessary in order to rationalise choices concerning the granting
of credit to clients and, at the same time, to avert problems of adverse
selection and moral hazard.

Since the class of short-term and medium- and long-term loans is found
to be the major component in the structure of a bank’s total assets, the
relations with cash flow generation and interest earned are immediate and
have a considerable impact on monetary repayments and expenses and on
the profit and loss statement.

This shows both the importance of the system of interest rates on a loan
portfolio and also the role played by the mean return associated with such
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interest rates. A comparison can thus be drawn with the returns on similar
classes of assets that allow more rational choices concerning composition
and changes in composition through time periods.

A correct evaluation of the interest rate with the credit risk affecting
individual loans, taking into consideration expected losses, unexpected
losses and fund-raising costs, is important in order to build premises and
rationales for profit.

Credit risk is the risk of potential default of borrowers in the repayment
of debt as principal and as interest. It is a potential and severe risk as it can
produce a negative impact and losses which will cause reductions in asset
values as well as write-downs in loan portfolios and therefore in the level
of capital. Thus it is important to ensure that correct methodologies are
used for measurement and management of expected and unexpected
losses. Credit risk can be transferred by derivatives or by securitisation,
contributing to the credit risk reduction. Deterioration in loan portfolios
creates non-performing loans (NPLs) which present problems arising
from non-payment of interest and failure to repay capital at maturity.

Financial crises, which have been particularly severe in Europe over a
prolonged period of time starting in 2007, and related economic crises,
have given rise to non-performing loans spreading throughout European
banks. This chapter has underlined the need to deal with and to solve the
problem in question, which still has negative repercussions on the eco-
nomic growth of the European Union, above all because it has meant
fewer loans to the economy and especially to small- and medium-sized
enterprises.
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CHAPTER 4

Banking Efficiency in Europe

Fabiano Colombini

4.1 INTRODUCTION

The efficiency of financial intermediaries plays an important role in the
debate on the validity and appropriacy of regulation, supervision and
competition.

Efficiency influences the choice of instruments and business areas, as it
affects not only input and output composition but also cost and revenue.

A closer examination shows that the choice of strategy has repercus-
sions on the survival of individual financial intermediaries and also on the
associated changes in the number of intermediaries within financial
industries.

Efficiency becomes particularly important in the light of the growing
financial integration on the European and international level and of the
resulting increased presence of financial intermediaries on the individual
markets, thereby intensifying competition. Reduction of inefficiencies
constitutes a crucial aspect for the survival of individual financial
intermediaries.

Efficiency also acts as a reference parameter in mergers and acquisitions
among different financial intermediaries. It allows such intermediaries to
seck the most rational conditions for resource utilisation and for obtain-
ment of products.
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A number of differences can be perceived within financial industries.
These variations concern the number of intermediaries present within a
given industry, as well as the manner of composition of the instruments
concerning assets, liabilities and off-balance sheet items (OBSIs).
Consequently, differences in the strategies adopted by the various financial
intermediaries can be observed. An increase in efficiency leads to a cost
reduction and/or an increase in revenue; this, in turn, leads to growth of
profit and positive reflexes.

This chapter aims to examine the different concepts of efficiency for
their implementation in bank and financial industries.

4.2  X-ErrICIENCY

X-efficiency includes problems of cost minimisation and/or revenue and
profit maximisation. This implies problems of production process ratio-
nalisation, by optimising input utilisation and/or output obtainment
(Blois, 1972; Crew & Rowley, 1971; Leibenstein, 1969). Inefficiency
arises when costs, revenue and profits are not in line with the optimum
achievable on the efficient frontier.

4.2.1  Cost Efficiency

Cost efficiency implies cost minimisation for a given output level and com-
position. In the standard approach, technical inefficiencies are considered
to arise from higher utilisation of inputs, while allocation inefficiencies are
due to deviation from the optimum combination of inputs, with prices
considered as exogenous (Berger, Hunter, & Timme, 1993; Farrell, 1957;
Kopp & Diewert, 1982; Zieschang, 1983).

Inefficiencies can be measured as higher cost levels and therefore as devia-
tions from the minimum cost (Berger & Humphrey, 1992; Berger & Mester,
1997; Clark, 1996; DeYoung, 1994; Fixler & Zieschang, 1993; Gardner &
Grace, 1993; Grabowski, Rangan, & Rezvanian, 1993; Klumpes, 2004;
Maudos, Pastor, Perez, & Quesnada, 2002; Mester, 1993; Rogers, 1998).

Cost efficiency refers exclusively to the manner of utilisation and com-
bination of inputs. Thus cost efficiency is achieved by cost minimisation,
under equal outputs. Cost efficiency also excludes the economies of scale
achievable by reduction and minimisation of average cost whenever out-
put variations occur.
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Cost efficiency can be measured by the ratio between the lowest cost
C.in Of the bank positioned on the efficient frontier and the cost C; of the
bank 7z within the same banking sample, by means of the following
indicator:

CostEFF, = Conn
C

i

By assigning values contained within the interval (0,1], the best prac-
tice bank intermediary is found to be the most efficient when the value is
equal to 1. In contrast, the other banks positioned below 1 present inet-
ficiencies measurable as (1 — CostEFFE,)- C;, which indicates the savings that
can be achieved. It can easily be shown that with an increase in the indica-
tor towards 1 or a reduction in the indicator towards 0, the respective
inefficiencies show a decrease or an increase.

The evolution of technology calls for a revision in the unit cost curve
for new and different modes of production factor utilisation and combina-
tion (Saunders & Cornett, 2008).

At times, indicators concerning the gap between interest rates on assets
and interest rates on liabilities, or rather, the respective weighted averages,
are taken into consideration. This measure is still indicative of a financial
intermediation cost that is borne by the economy. However, it does not
necessarily reflect the different average cost levels and cost efficiency levels
of individual banks. Therefore, the above-mentioned indicators constitute
in their own right an indirect, or even arbitrary, expression of efficiency
levels.

4.2.2  Revenue Efficiency

Revenue efficiency implies revenue maximisation for a given input level
and composition. The standard approach postulates output prices as given
and variations in quantity. The alternative approach postulates input and
output quantities as given and price variations, thereby affecting revenue
levels. Inefficiencies derive from the lower revenue levels and, conse-
quently, from the gap as compared to maximum revenue (Berger,
Humphrey, & Pulley, 1996; Elyasiani & Mehdian, 1990; English,
Grosskopf, Hayes, & Yaisawarng, 1993; Rogers, 1998).
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Revenue efficiency refers exclusively to the manner in which outputs
are obtained, combined and sold. It is pursued by means of revenue maxi-
misation, without change in inputs.

Revenue efficiency can be measured by the ratio between the revenue
R, of the bank intermediary 7 and the highest revenue R, of the bank
situated on the efficient frontier in the same banking sample, using the
following indicator:

R,
RevEFF, = ——
R

max

Assigning values within the interval (0,1], the best practice bank is
found to be the most efficient, obtaining the value of 1. The other banks,
situated Dbelow 1, present inefficiencies that are measurable as
(1 — RevEFFE)-R;, indicating the achievable increase in revenue. Naturally,
it should be underlined that with an increase in the indicator towards 1 or
a reduction in the indicator towards 0, inefficiencies show a decrease or an
increase, respectively.

4.2.3  Profit Efficiency

Profit efficiency concerns maximisation of profit by rationalising costs and
revenue. This, in turn, implies maximising the composition and utilisation
of inputs as well as the composition and sales of outputs. The standard
approach and the alternative approach are both equally applicable, consid-
ering, respectively, the hypothesis of given prices and quantity variations
and the hypothesis of given quantities and price variations. The inefficien-
cies concern the lower profit levels and, therefore, deviations from the
maximum attainable level (Akhavein, Berger, & Humphrey, 1997;
Akhavein, Swamy, Taubman, & Singamsetti, 1997; Berger, Cummins, &
Weiss, 1997; Berger, Hancock, & Humphrey, 1993; Berger & Mester,
1997; DeYoung & Hasan, 1998; DeYoung & Nolle, 1996; Humphrey &
Pulley, 1997; Klumpes, 2004; Lozano-Vivas, 1997; Maudos, Pastor,
Perez, & Quesnada, 2002; Miller & Noulas, 1996; Rogers, 1998).

The efficiency examined here presupposes rational modes of utilisation
and combination of inputs. At the same time, it presupposes combination,
increase and sale of the output, uniting the information on cost and reve-
nue efficiency.
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Profit efficiency can be measured by the ratio between profit ; of the
bank intermediary 7 and the maximum profit @, of the bank situated on
the efficient frontier of the same banking sample. The measurement is car-
ried out using the following indicator:

REFF, =
T

max

Assigning values within the interval (0,1], the best practice bank inter-
mediary is found to be the most efficient, obtaining the value of 1. The
other banks of the sample, situated below 1, present inefficiencies that are
measurable as (1 — nEFF)-w;, indicating the achievable increase in profits.
Naturally, with an increase in the indicator towards 1 or a reduction in the
indicator towards 0, inefficiencies show a decrease or an increase,
respectively.

It should be noted that measuring the technical and allocation ineffi-
ciencies only with regard to the cost function leads to their underestima-
tion. This is due to the fact that revenue inefficiencies notably exceed cost
inefficiencies (Berger, Hancock, & Humphrey, 1993; Berger & Humphrey,
1997; Berger & Mester, 1997; English, Grosskopf, Hayes, & Yaisawarng,
1993; Rogers, 1998).

Technical and allocational inefficiencies involving cost and revenue
tend to exceed diseconomies of scale and scope (Berger & Humphrey,
1991; Berger, Leusner, & Mingo, 1997; Molyneux, Altunbas, &
Gardener, 1996). This demonstrates that it is important for such ineffi-
ciencies to be correctly identified and eliminated. Deviations from the
efficient frontier thus show higher levels as compared to economies of
scale and scope, the efficient frontier being hypothesised in terms of
econometric estimation.

4.2.4  Measurement Techniques

X-efficiency presupposes construction of the efficient frontier by using the
cost function in cost efficiency, the revenue function in revenue efficiency
or the profit function in profit efficiency, for assessment of deviations that
measure inefficiencies. The above-mentioned functions postulate the
definition of the production process and, therefore, of the input and out-
put of the bank intermediary.
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Measurement of X-efficiency plays a role in non-parametric and para-
metric techniques (Berger & Humphrey, 1997; Berger, Hunter, & Timme,
1993; Berger & Mester, 1997; Casu, Girardone, & Molyneux, 2004; Fries
& Taci, 2005; Molyneux, Altunbas, & Gardener, 1996; Weill, 2004).
Non-parametric techniques typically include data envelopment analysis
(DEA) and the free disposal hull (FDH), while parametric techniques
generally consider the stochastic frontier approach (SFA), the thick fron-
tier approach (TFA) and the distribution-free approach (DFA).

The techniques under discussion here reveal diversities attributable to
construction of the efficient frontier and to consideration of the random
error. Taken together, these aspects affect the final results and therefore
affect assessment of the efficiency level (Berger & Humphrey, 1997;
Berger, Hunter, & Timme, 1993).

In the non-parametric techniques, financial intermediaries for which
there exist no linear combinations of higher outputs for given levels of
input and /or of lower inputs for given levels of output are placed on the
efficient frontier.

Parametric techniques, on the other hand, place only the most efficient
financial intermediary on the efficient frontier. The necessary information
is obtained by utilisation of a particular algebraic form of the cost, revenue
or profit function.

The parametric techniques are closer to the above-mentioned concepts
of X-efficiency that make a comparison between the cost, revenue or profit
levels of a given financial intermediary and the financial intermediary that
is considered most efficient and therefore is regarded as best practice. In
this case, more restrictions in construction of the efficient frontier are
introduced (Berger & Mester, 1997).

Even though the non-parametric techniques calculate deviations from
the efficient frontier, they measure inefficiencies without considering ran-
dom errors (Mester, 1993). In contrast, parametric techniques measure
inefficiencies after removal of random errors.

Parametric techniques impose specific hypotheses on the distribution of
the probability of random errors. Therefore, there are significant differ-
ences in the final results of the estimate.

It follows that non-parametric techniques reveal their typical strong
points with regard to the greater ease of calculation and the absence of
restrictive hypotheses on the form of the cost, revenue or profit function.
Their typical weaknesses concern the failure to identify the best practice
financial intermediary in absolute terms and also the failure to separate
random error in the calculation of inefficiency.
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Parametric techniques, on the other hand, have their strong points in
their identification of the best practice financial intermediary and in distin-
guishing random error in the calculation of inefficiency. The weak points
of parametric techniques consist in the rigidity of the hypotheses concern-
ing the cost, revenue or profit function and in the probability distribution
of casual error (Berger & Humphrey, 1997).

4.3  ScALE EFFICIENCY

The way in which inputs are utilised and combined and, above all, the
technological variable greatly influence the classical U-shaped trend of the
average cost curve. This gives rise to scale efficiency (Bell & Murphy,
1968; Benston, 1972; Benston, Hanweck, & Humphrey, 1982; Berger,
Hanweck, & Humphrey, 1987; Clark, 1988; Costagli, 2004; Cummins &
Zi, 1998; Forestieri, 1993; Gilligan, Smirlock, & Marshall, 1984;
Hardwick, 1989; Humphrey, 1985; Kim, 1986; Lawrence, 1989;
Lawrence & Shay, 1986; McAllister & McManus, 1993; Mester, 1987;
Molyneux, Altunbas, & Gardener, 1996; Muldur, 1991; Mullineaux,
1978; Murray & White, 1983; Noulas, Ray, & Miller, 1990; Revell,
1987).

Basically, scale efficiency derives from the different growth rate of total
costs versus that of production, assuming the same product lines. Although
variations in intensity of scale efficiency are observed among the banks
involved, as well as differences over time, scale efficiency allows reductions
in unit costs.

Economies of scale postulate less than proportional increases in total
production costs as compared to the increase achieved in output. We will
assume the case of a bank intermediary 7 with total cost TC; = TC{Q)
where Q represents the quantity produced, average cost AC; =TC{(Q)/Q
and marginal cost MC; =0TC{Q)/00Q, and we will bear in mind that in
microeconomic theory the average cost decreases as long as marginal
cost is lower than average cost; accordingly, economies of scale in the
production of a single product are indicated by the following
expression:

. TC.
ScaleEFF, = AG = ’(Q)
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In the ScaleEFF; > 1 hypothesis, the bank experiences economies of
scale, and therefore the bank intermediary’s returns increase with increas-
ing output, since marginal cost is lower than average cost. In the
ScaleEFF; = 1 hypothesis, the bank 7 experiences neither economies nor
diseconomies of scale: the bank thus has constant returns as long as output
increases, since marginal cost is equal to average cost. In the ScaleEFF; < 1
hypothesis, the bank intermediary experiences diseconomies of scale and,
consequently, decreasing returns whenever output increases, because mar-
ginal cost is higher than average cost.

Therefore, even when cost is minimised with respect to individual pro-
duction volume, the average cost may allow further margins for its reduc-
tion in the ScaleEFF; > 1 hypothesis. That is to say, there may be
incompletely exploited descending segments of the respective curve and of
its classical U shape. Output increases obtained by the use of constant
price inputs give rise to less than proportional increases in cost, thereby
reducing average costs. The problem of the lowering of unit production
cost and its minimisation can therefore unproblematically be associated
with that of the search for appropriate production volumes, that is, for the
optimum size.

When returns rise hand in hand with rising production at individual
plants, enterprises or financial industries, this implies scale economies, sug-
gesting that achievement of adequate size is economically advantageous.
Estimates tend to underline that economies of scale are more frequently
encountered on the level of a given establishment (branches), maintaining
the assumption that their number remains unchanged with regard to a
given bank or financial intermediary.

The above-mentioned hypotheses are equally applicable to the pro-
duction of more than one product. The existence of economies of scale
creates incentives towards expansion of the entire product range while
maintaining the internal composition constant, or towards expansion of
the individual product while maintaining the other products unchanged
(Baumol, Panzar & Willig, 1982). Under the former hypothesis, the
concept of total economies of scale presupposes that the evaluation
should be performed totally in order to assess the intensity of a rise in
cost resulting from increased production. Under the second hypothesis,
the concept of economies of scale with regard to a specific product pre-
supposes consideration of their impact by measuring and isolating the
cost increase that arises with an increase in an individual product. The
positive effects consisting of the lower increase in cost under equal
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expansion of global or specific production volumes highlight the econo-
mies that can be achieved by means of the ensuing development of
production.

Accordingly, exploitation of economies of scale leads to expansion of
production volumes in the individual banks, and also to a reduction in the
number of such intermediaries, thereby increasing their contractual
strength and the market concentration. Their position on the left-hand
segment of the U-shaped average cost curve rather than at the lowest
point tends to prompt merger and acquisition processes that are capable of
lowering the unit cost to below the previous values and, in the best
hypothesis, of minimising its absolute level. It is worth noting that econo-
mies of scale, if considered purely in their own right, do not constitute a
sufficient explanation of the concentration processes (Hawawini & Swary,
1990).

4.3.1  Measurement Techniques

The techniques adopted for measurement of economies of scale presup-
pose fairly complex cost functions. Moreover, the results obtained can be
notably diverse, depending on the parameters chosen, the period taken
into consideration and, above all, the representation of the production
processes.

The econometric estimates typically consider multiproduct functions
such as Cobb-Douglas, constant elasticity substitution (CES), translog,
hybrid translog and Fourier flexible. The use of Cobb-Douglas or CES
functions shows fairly noticeable elements of weakness: this severely
restricts the degree of substitutability among inputs and also between the
latter and the output.

Recourse to cost functions of the translog or hybrid translog type dis-
plays greater flexibility compared to the Cobb-Douglas or CES functions,
even though there are further restrictions in the basic hypotheses and in
the parameters utilised. This leads to an erroneous specification of the real
cost function (McAllister & McManus, 1993).

Cost functions of the Fourier flexible type approximate the real cost
function, imposing no special restrictions on the functional form despite
the need for an elevated number of observations.

It is important to specify that measurement of economies of scale must
be carried out at the efficient frontier, hypothesising full achievement of
X-efficiency.
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4.4  Scork EFrICIENCY

The downward move of total costs for the extension and combination of
n product lines as compared to their separate production by 7 enterprises
makes it more advantageous to engage in centralised production. This
leads to the rise of scope efficiency (Benston, Hanweck, & Humphrey,
1982; Berger, Hanweck, & Humphrey, 1987; Clark, 1988; Forestieri,
1993; Gilligan, Smirlock, & Marshall, 1984; Kim, 1986; Lawrence, 1989;
Mester, 1987; Molyneux, Altunbas, & Gardener, 1996; Muldur, 1991;
Murray & White, 1983; Revell, 1987).

Scope efficiency originates from a combination and composition of
product lines which to a large extent exploit the same production factors
(Berger, Hanweck, & Humpbhrey, 1987; Clark, 1988; Mester, 1987).

Accordingly, assuming the production of two products in the quantities
Q) and O, to be produced jointly in the bank intermediary 7 and sepa-
rately in the bank intermediaries 7 and %, the existence of economies of
scope is linked to the following relation that can be established between
the respective cost functions:

7C,(0,0,)<TC,(0,.0)+TC,(0.0,)

Accordingly, the economies of scope achieved by the bank intermediary
¢ in the joint production can be calculated by means of the following
expression:

TC, (0,.0)+71C,(0,0,)

ScopeEFF, =
e 7C,(0.0,)

In the ScopeEFF; > 1 hypothesis, there are economies of scope due to
the higher cost of separate production as compared to joint production. In
the ScopeEFF; = 1 hypothesis, neither economies nor diseconomies of
scope are observed for the same cost level or separate and joint produc-
tion. The ScopeEFF; < 1 hypothesis shows diseconomies of scope due to
the higher cost of joint as compared to separate production.

In industries characterised by the presence of a number of enterprises,
the structure is found to be unstable due to the rise of tendencies towards
merger processes (Baumol, Panzar, & Willig, 1982).
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The existence of economies of scope concerning some products or a
specific product motivates, respectively, the production of a set of prod-
ucts or the insertion of a new product.

In the first of these two hypotheses, the concept of total economies of
scope presupposes that costs involved in the separate productions are
higher than the cost in the joint production for a given level of each prod-
uct. In the second hypothesis, the concept of economies of scope of a
specific product postulates that the cost of the individual product in the
separate production mode is higher than the cost of joint production, in
reference to the same production combination.

Production diversification reveals differences among the individual
types of bank intermediaries, with respect to regulation. The real cost
advantages are linked to the extension concerning product lines, distin-
guished by economies of scope pursued by the joint production.

Product lines set up within bank intermediaries distinguished by econo-
mies of scope stimulate processes of reduction of their number in the indi-
vidual financial industries. Economic calculations in mergers and
acquisitions of various banks that have a heterogeneous range of products
must also take into account the cost reduction deriving from the extension
towards products that were previously established in the separate form.
Since the cost level is higher when production concerns the same products
in more than one bank as compared to production in only one bank, joint
production becomes more advantageous.

4.4.1  Measuvement Techniques

Similarly to economies of scale, measurement techniques for economies of
scope presuppose the definition of cost functions that are basically of the
Cobb-Douglas, CES, translog, hybrid translog and Fourier flexible type.

It is worth noting that estimates performed on the cost functions that
indicate the existence of economies of scope generally reveal greater
uncertainties concerning their real extent as compared to estimates
performed on economies of scale. Despite this, the cost function estimates
are regarded as important indicators.

Utilisation of these functions for calculation of economies of scope pos-
tulates the definition of the production process and, therefore, of inputs
and outputs.

It is important to note that measurement of economies of scope must
be performed on the efficient frontier, with the hypothesis of full accom-
plishment of X-efficiency.
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4.5 EFrrIciENcY AND COMPETITION

Achievement of X-efficiency, scale efficiency and scope efficiency often
implies an increase in output and sales. The capacity for expansion of pro-
duction and sales is linked essentially to the form of the demand curve,
competitors’ reactions and the intensity of price competition. Such cir-
cumstances must be correctly evaluated, with attention to the combined
reflexes on real changes in cost, revenue and, calculating the difference,
profit.

X-efficiency, scale efficiency and scope efficiency tend to have repercus-
sions on the internal set-up of individual financial industries and, above all,
on the associated mechanisms of competition. Moreover, the above-
mentioned three types of efficiency create strong presuppositions and
motives for carrying out more aggressive management policies, aiming to
reduce prices by driving competitive pressure. At the same time, such poli-
cies will result in crises or bankruptcies of the banks that are structurally
and functionally weaker. The presence of X-efficiency, scale efficiency and
scope efficiency can lead to monopolistic or oligopolistic types of market,
thus reducing the number of enterprises and increasing their price-fixing
capacity and achievement of profit.

Restructurings that concern banks, insurance enterprises and other
financial intermediaries are a rather frequent occurrence, thereby creating
margins of flexibility in evolution of the market. This affects above all the
redefinition of the product range, the adaptation and upgrading of the
organisational structures and sales channels and also the differentiated
utilisation of overall available resources.

When X-efficiency, scale efficiency and scope efficiency are experienced
within financial industries, changes can be observed with regard to the
manner of utilisation of resources and initiatives in terms of management.
Thus various different elements of flexibility and of effects on cost, revenue
and profit can be observed (Amel, Barnes, Panetta, & Salleo, 2004;
Cummins & Rubio-Misas, 2006; Cummins, Tennyson, & Weiss, 1999;
Kapopoulos & Siokis, 2005; Panetta, Schivardi, & Shum, 2004).

Managing their business areas and instruments, banks have the incen-
tive to become closer to best practices, increasing competition, changing
bank models and, at the same time, introducing greater risk factors in
European banking (Fiordelisi, Marques-Ibanez, & Molyneux, 2011;
Kwan & Eisenbeis, 1997; Pastor, 1999).
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4.6 CONCLUSIONS

Achievement of cost efficiency, revenue efficiency, profit efficiency, scale
efficiency and scope efficiency and, accordingly, of total efficiency is of
notable importance.

The resulting rationalisation concerning the manner of composition
and utilisation of inputs and outputs reflects positively on costs, revenue
and profits.

Analysis of market conditions and competition likewise plays a signifi-
cant role.

Accordingly, X-efficiency, scale efficiency and scope efficiency presup-
pose joint pursuit of aims and joint evaluation of achievements. These
aspects highlight elements of interdependence that directly affect the
dynamics and number of enterprises in the individual financial industries.
The creation of entry barriers also has effects in terms of limiting the num-
ber of new entrants, and at the same time, it can create conditions allow-
ing the formation of oligopolies and monopolies.

European financial markets and financial institutions are moving
towards a progressive process of integration. As a result of this integration,
there is a strong pressure for improving efficiency in the various forms in
the banking sector and in other financial sectors.

Improving risk management and efficiency is very important in order to
reinforce structural premises inside banks to offset strong competition and
to survive in the evolution of financial markets and financial intermediaries
in Europe. A key point is the generation of costs and revenue and, as dif-
ference, profits or losses in the economic account, emphasising bank sur-
vival conditions in Europe and in the world.
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CHAPTER 5

Capital Constraints by Regulation in Europe

Paola Ferretti

5.1 INTRODUCTION

In order to ensure that a bank has a sufficient capital to conduct its busi-
ness, taking into account the risks that weigh on banking institutions, each
bank is required to respect the rules imposed by the supervisory authori-
ties concerning capital adequacy. Therefore each bank is required to define
the amount extent of its capital as well as the optimal combination of the
capital instruments of which the capital itself is made up. Additionally,
banks are required to classify and measure and/or assess the various risk
types and take into account the relationship between capital and level of
risk.

This chapter aims to analyse the evolution of the rules on banking capi-
tal adequacy, from Basel I to Basel III, as well as the latest developments
on this issue (the forthcoming Basel IV).

5.2 CarrtAaL RULES: NATURE, ORIGINS AND AIMS

In general, capital serves as a foundation for a bank’s future growth and as
a cushion against unexpected losses. Adequately capitalised and well-
managed banks are in a good condition to withstand losses and,
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furthermore, to provide credit to the economy throughout the business
cycle. Adequate levels of capital help to promote public confidence in
the banking system. Therefore, from the point of view of the banks and
the supervisors, it is crucial to determine how much capital is necessary
to serve as a sufficient buffer against unexpected losses. If capital levels
are too low, banks may be unable to absorb losses; conversely, if capital
levels are too high, banks may not be able to make the most efficient use
of their resources, which may constrain their ability to make credit
available.

Over the years, the banking industry has become aware of the need to
reduce the gap between capital absorbed on the basis of the regulatory
requirements and capital estimated internally through risk measurement
techniques (Crouhy, Galai, & Mark, 2006). This has led to the need to
revise the discipline of international supervision concerning the capital
adequacy of banks. The agreements on capital published by the Basel
Committee on Banking Supervision (BCBS) since 1988 and up to the
present day have undergone an evolution that reflects precisely the above-
mentioned question.

Set up in 1974 on the initiative of the Governors of the Central
Banks of the G10 in the aftermath of serious disturbances in interna-
tional currency and banking markets, the BCBS is the primary global
standard setter for the prudential regulation of banks and provides a
forum for cooperation on banking supervisory matters. Its mandate is
to strengthen the regulation, supervision and practices of banks world-
wide with the purpose of enhancing financial stability. It possesses no
formal supranational authority, and its decisions do not have legal
force.

Specifically, the BCBS defines the standards for prudential regulation
and bank supervision. These standards are then brought into force and
observed by the BCBS members. The BCBS standards constitute the min-
imum prerequisite, and BCBS members are permitted to adopt more
stringent standards. Enactment of the standards defined by the BCBS
takes place when they have been transposed within local law through the
rule-making process of each jurisdiction, according to terms pre-established
by the Committee itself. Apart from a few specific points in the process of
transposition, this is the procedure that has been followed so far in Europe
with Basel I, Basel IT and Basel II1.
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5.3  BaseL I AND Baser IT

In the early 1980s, the onset of the Latin American debt crisis heightened
the BCBS’ concerns that the capital ratios of the main international banks
were deteriorating at a time of increasing international risks. This prompted
the decision to halt the erosion of capital ratios in the various banking sys-
tems by adopting an approach of convergence in measurement of capital
adequacy. In other words, there was strong recognition within the BCBS
of the overriding need for a multinational accord to strengthen the stability
of the international banking system and to remove a source of competitive
inequality arising from differences in national capital requirements.

All this resulted in the Basel Capital Accord (commonly referred to as
Basel I), approved by the G10 Governors and released to banks in July
1988 (BCBS, 1988). The main purposes of the Basel I Accord were to
strengthen the soundness and stability of the international banking system
and to ensure that rulings would be applied as uniformly as possible on the
national level. These objectives were pursued by applying a minimum ratio
of capital to risk-weighted assets (RWAs) of 8% (regulatory capital /risk-
weighted assets >8%). The framework was directed towards assessing capi-
tal in relation to credit risk, as the main risk incurred by banks.

In particular, the BCBS chose a weighted risk ratio—in which capital
was related to different categories of asset or off-balance sheet exposure,
weighted according to broad categories of relative riskiness—as a preferred
method for assessing the capital adequacy of banks. The simple weighting
structure provided five weights (0, 10, 20, 50 and 100%) depending on
the nature of the counterparty (e.g. central governments, banks, firms,
etc.), the guarantees received and the possible country risk present in the
credit relationship.

The Basel I framework was designed to pursue objectives of great
importance, among which one may mention the following: increase in the
degree of capitalisation of banks, enhancement of the entrepreneurial
independence of the top echelons in the bank within the framework of the
close link between risks taken and capital resources and—as already pointed
out—harmonisation of the rules in order to create a more uniform com-
petitive context. Finally, the less developed credit systems were required
by Basel I to seek to achieve a more efficient and competitive setup,
according to a market-oriented logic.

The main critical element, on the other hand, was concerned with the
exclusive prudential treatment of the credit risk, although this limit was
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partly overcome in 1996 when the capital requirements for market risks
were defined. Market risks concern the risks of losses in on- and oft-balance
sheet positions arising from movements in market prices. Originally
released in 1996, the Market Risk Amendment was modified first time in
1997 and further in 2005 (BCBS, 2005). Other weaknesses of the Basel I
framework concern the unsatisfactory alignment of the weighting coeffi-
cients with regard to the risk inherent in the counterparty, as the difference
in the creditworthiness of counterparties belonging to the same category
was not taken into consideration. For instance, an identical weighting was
assigned to enterprises with different risk profiles. Likewise, no attention
was paid to the variation in risk associated with different maturities: that is
to say, the greater—ceteris paribus—risk associated with medium- and
long-term credit as compared to short-term credit was disregarded.
Furthermore, neither the degree of diversification of assets nor the spread
of credit risk mitigation techniques were taken into consideration.

This strengthened the growing conviction that the 1988 Accord should
be updated (among others, Lastra, 2004 ). Such a realisation was further
prompted by improvements in internal processes, as well as by the adop-
tion of more advanced risk measurement techniques, and the increasing
use of sophisticated risk management instruments and practices (e.g.
credit derivatives, securitisation). The latter, in particular, encouraged the
spread of practices of regulatory arbitrage, especially in the large banks,
thereby making it difficult to define the actual assets of a given bank as well
as the correspondence between the effective degree of risk and the regula-
tory capital requirements.

Accordingly, in order to improve the correlation between capital
absorption and the risks undertaken by banks and, finally, to incentivise
the adoption of better risk management techniques, the BCBS redefined
the prudential treatment of banking risks. This led to the Revised
Framework of Capital Standards, the so-called Basel I1, of June 2004. This
ruling represents the conclusions that emerged from a series of proposals
and an intense consultation process on the international level. The result-
ing statement set out the rules for measurement of capital and of the capi-
tal ratios that banks had to respect (BCBS, 2006). This framework was
transposed into the European framework by European Parliament
Directives 2006,/48 and 49 of 14 June 2006.

Immediately appearing more complex compared to the relatively sim-
ple nature of the previous accord, Basel II was therefore intended to
reduce the gap between prudential rules and market rules, encouraging
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interaction among these and seeking greater coherence between the regu-
latory and economic capital (Garside & Bech, 2003). The economic capi-
tal expresses the amount of capital that is necessary for the performance of
business versus the assumption of a certain level of risk independent of
standard regulations.

Basel II was built upon three pillars, namely, (1) calculation of mini-
mum capital requirements, (2) evaluation of risk control systems and capi-
tal adequacy policies by the supervisory authorities and (3) efficient use of
market discipline aiming to implement transparency and promote sound
banking management policies. The intention of the supervisors was to
exercise control over the banking risk through the joint operation of these
three pillars (Decamps, Rochet, & Roger, 2004 ).

The first pillar established a specific capital requirement to cover the
risks associated with banking and financial instruments (credit risk, coun-
terparty risk, market risk and operational risk). Therefore, as compared to
Basel 1, the range of risks taken into consideration was enlarged. For the
purposes of quantification of capital requirements, alternative methodolo-
gies were envisaged, characterised by different levels of complexity with
regard both to risk measurement and also to the organisational and con-
trol requirements. Banks were called upon to respect, constantly, a capital
endowment no lower than the overall capital requirement, which is given
by the sum of the capital requirements that would be needed to face the
above-described risks; the total capital ratio was to be no lower than 8%
(total regulatory capital /RWAs >8%).

Box 5.1 gives a diagrammatic representation of the quantification
methods concerning the capital requirements for Pillar 1 risks, as laid
down first by Basel IT and to a large extent reiterated by the framework
currently in force—Basel IIT (see Sect. 5.4).

Box 5.1 Methodologies for calculating capital requirements—First
Pillar of Basel IT

Credit risk, as a possible loss due to default of the debtors. The alter-
native methodologies are the standard method (among others, Van
Roy, 2005) and that of internal ratings—Internal Rating Based, IRB
(Allen & Overy, 2014). The first constitutes an evolution of the
method of Basel I, since it introduces greater segmentation of port-
folios and recourse to ratings expressed by agencies recognised by
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the control authorities (Export Credit Agencies (ECA) or specialised
agencies, External Credit Assessment Institutions (ECAI)). In con-
trast, IRB, distinguished into basic IRB and advanced IRB, specifies
that the risk weightings must be a function of the evaluation that
banks carry out internally with regard to debtors (or regarding
operations).

Counterparty risk, as a special case of credit risk, represents the risk
that the counterparty of a transaction dealing with financial tools
may prove to be in default before the transaction itself'is settled. This
results in a loss if the transactions undertaken with a counterparty
have positive value at the moment of insolvency. In contrast to the
credit risk deriving from a loan, for which the probability of loss is
unilateral—i.e. it affects only the bank that granted the loan—the
counterparty risk can generate a bilateral loss. This is due to the fact
that the market value of the transaction may be positive or negative
for both counterparties. The intermediaries can choose between a
variety of methodologies for quantifying the value of exposures
(allocation either in the banking book or in the trading book). The
associated capital requirement is determined, substantially, by
recourse to weighting factors for the counterparty, as provided for by
the rules concerning credit risk.

Market risk. The capital requirement in this case aims to cover
losses deriving from the operations carried out in connection with
financial instruments, currencies and commodities. The rules iden-
tify and provide binding norms for the treatment of different risk
typologies, in reference to the trading book for supervisory purposes
(position risk, concentration risk) and in reference to the entire bal-
ance sheet of the bank (settlement risk, exchange risk, commodity
risk). The methodology adopted for the calculation can be standard
or advanced. The standard methodology is based on the building-
block approach, according to which the overall requirement is
obtained as a sum of the “blocks” of capital requirements pertaining
to the different individual risk typologies mentioned above. The
advanced methodology is defined by means of internal models, based
on daily checking of the risk exposure. The risk exposure itself is
calculated by means of the “Value at Risk” (VaR) approach, which is
to be integrated with other forms of risk measurement and control.
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Operational risk. The introduction ex novo of a structure of
operational risk requirements was designed to address the losses
due to the inadequacy or dysfunction of procedures, human
resources and internal systems or to exogenous events. This pur-
pose-designed capital requirement can be explained by the
increased exposure of banks to the risk typology in question, as
well as by the need to avoid forms of competitive inequality
among intermediaries specialised in different fields of operative-
ness, and also by the desire to increase the modes and circum-
stances allowing management and control of the intermediaries
(Birindelli & Ferretti, 2017). Three methods have been set up for
determination of the capital requirement: basic, standard and
advanced. The basic indicator approach establishes that the
requirement should be achieved by applying 15% to the average
of the last three observations of the indicator of the volume of
banking activity, which is identified as the gross income. The
standardised method establishes that after having divided up
banking activity into eight business lines (corporate finance, trad-
ing and sales, retail banking, commercial banking, payment and
settlement, agency services, asset management, retail brokerage),
the capital requirement should be obtained as an average of the
last three observations of the sum of the gross income of each
business line, weighted on the basis of regulatory coefficients
(ranging from 12 to 18%). Finally, the advanced measurement
approach specifies that the capital requirement should be deter-
mined on the basis of operational losses and other elements col-
lected and analysed by the bank. Utilisation of the advanced
method must be authorised by the supervisory authorities; fur-
thermore, in order to make use of the method in question, the
intermediary must conform to qualitative and quantitative suit-
ability criteria, with reference to the operational risk measure-
ment and management system. Exclusively with regard to this
approach, it may be considered suitable to lower the capital
requirement on the basis of provisions, correlation estimates and
recourse to risk transter procedures (e.g. insurance cover).

81
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Pillar 2 was expressed as the Internal Capital Adequacy Assessment
Process (ICAAP), namely, the evaluation process carried out by individual
banks to assess their capital adequacy in relation to overall risk exposure.
ICAAP was integrated by the verification procedures enacted by the super-
visory authorities, which conducted the Supervisory Review and Evaluation
Process (SREP) and were required to formulate an overall judgement on
the intermediary and, if necessary, to call for corrective measures.

Thus, on the basis of the ICAAP, every bank was required to determine
what should be the adequate level of capital, in terms of amount and com-
position, that would enable the bank to cope with any risk type in the
framework of an independent evaluation of its risk exposure, both current
and prospective, considering the strategies adopted and the evolution of
the reference context. With regard to the types of risk to be considered,
suggestions were usually put forward by the supervisory authorities; the
task of identifying potential additional and different risk factors related to
the bank’s specific operativeness was generally left up to prudent assess-
ment by the banks themselves.

The banks were also required to perform the task of defining which
type of risks should be addressed by means of quantitative methodologies
for determination of capital, and which risks could, instead, be dealt with
more appropriately in combination or as an alternative by adopting risk
control or mitigation measures. The implementation of the ICAAP pro-
cess was to be founded on banking systems that were appropriate for risk
management and organisation, with clearly defined lines of responsibility
and effective internal control systems. Responsibility for the ICAAP pro-
cess was assigned to institution’s bodies, which had the responsibility for
enacting and updating the process, in order to ensure its constant corre-
spondence to the bank’s operating characteristics and to the strategies
adopted. Finally, the ICAAP process was to be documented, known and
shared by the banking structures and subjected to internal control.

By virtue of SREP, on the other hand, the supervisory authority was
required to analyse the bank’s risk profile and assess its governance
system, the functionality of its bodies, the organisational structure and
the internal control system, and also to check that prudential rules
were properly enforced. This activity was based on interaction with
intermediaries and utilisation of systems of analysis and assessment of
the institutions supervised. If anomalous profiles emerged, the supervi-
sion authority could call for appropriate corrective measures of an
organisational and capital-related nature. Any action undertaken was
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commensurate with the severity of the problems observed. In general,
an additional capital requirement was imposed if application of the
organisational measures did not appear to be capable of ensuring removal
of the abnormality within an appropriate lapse of time.

Finally, the third pillar involved the obligation to provide the market
with information concerning the capital adequacy, risk exposure and the
associated management and control systems. The aim of this pillar was to
enable market operators to obtain a more accurate picture of the capital
solidity and risk exposure of the banks. For this reason, summary tables
were drawn up in order to classify the quantitative and qualitative informa-
tion that intermediaries were required to disclose. This procedure was
designed to increase data transparency and comparability and to guarantee
better conditions of a level playing field for competition. Finally, rules
were introduced concerning the manner and frequency of the publication
of the aforesaid information, the possible derogations and the checks to be
carried out on the information destined to be made public.

5.4  Baser III

In later years following the international subprime mortgage financial crisis
of 2007 and the sovereign debt crisis in Europe, the supervisory authorities
felt the need to rethink the prudential rules in order to ensure greater stabil-
ity, solidity and transparency in the banking system. This effort gave birth
to the regulatory framework known as Basel 111, adopted in Europe by the
Capital Requirements Regulation (CRR—Regulation No 575,/2013 of the
European Parliament and of the Council of 26 June 2013 on prudential
requirements for credit institutions and investment firms) and by the Capital
Requirements Directive IV (CRD IV—Directive 2013 /36 of the European
Parliament and of the Council of 26 June 2013 on access to credit institu-
tions and supervision of credit institutions and investment firms).

The review of the previous regulation (Basel II) was prompted not only
by financial crises but also by certain limits inherent in the framework
itself. Among these, it is worth mentioning the inadequately supervised
(or totally neglected) profiles of banking activity, such as the following:
the degree of leverage of the intermediaries; the unbalanced quali-
quantitative composition of the regulatory capital of banks; the insuffi-
cient liquidity endowment of banks, in terms of resources and governance
methodologies; the inappropriate prudential treatment of market risks and
counterparty risk.
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To these should be added the effects of pro-cyclicality, that is, the
amplification of the fluctuations of the economic cycle, given that the capi-
tal requirements necessary to deal with the credit risk may be based on
internal ratings and therefore may tend to decrease during growth phases
and increase during recessions. While pro-cyclicality has accentuated the
shock over time, the interconnection among the institutions in the
international financial scenario has amplified the shock in a spatial dimen-
sion, thereby generating the conditions for a veritable contagion and con-
sequently for the appearance of systemic risk.

Basically, the introduction of Basel III recalls links that are reminiscent
of financial crises, their manifestations and the inability of banks to deal
adequately with the consequences. This has been mainly due to opera-
tional distortions that have come to characterise the banking business in
recent years. In particular, the banking sectors of many countries had built
up excessive on- and off-balance sheet leverage; this was accompanied by
a gradual erosion of the level and quality of the capital base. At the same
time, many banks were holding insufficient liquidity buffers. The banking
system was therefore unable to absorb trading and credit losses. This was
further amplified by a pro-cyclical deleveraging process and by the inter-
connection of systemic institutions through an array of complex
transactions.

Basel III is a comprehensive set of reform measures, developed by the
BCBS with the objective of strengthening the regulation, supervision and
risk management of the banking sector (BCBS, 2011, 2013a, 2014b).
The overall aims of the reform measures are (1) to improve the banking
sector’s ability to absorb shocks arising from financial and economic stress,
thus reducing the risk of spillover from the financial sector to the real
economy, (2) to improve risk management and governance and (3) to
strengthen banks’ transparency and disclosures. Basel III defines bank-
level regulation (microprudential approach), in order to strengthen the
resilience of individual banking institutions during periods of stress.
Furthermore, it considers system-wide risks that can build up across the
banking sector as well as the pro-cyclical amplification of these risks over
time (macroprudential approach). These two approaches to supervision
are complementary as greater resilience at the individual bank level reduces
the risk of system-wide shocks. Although the formal starting point of the
new regulatory system coincided with 2014, many requirements will be
introduced gradually up to the beginning of 2019, within which all the
prudential measures are planned to be fully operational (gradual approach).
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The approach of Basel 11, based on three pillars, is maintained by Basel
11, which integrates and reinforces it in order to increase the quantity and
quality of capital endowment, also introducing anti-cyclical measures as
well as rules on liquidity risk management and on containment of the
leverage. A condensed overview of content of the three pillars is given in
Box 5.2.

Box 5.2 The three pillars of Basel III
First Pillar: This pillar is reinforced by a more harmonised definition
of capital and higher capital requirements. Stricter capital require-
ments are introduced in order to reflect more clearly the genuine risk
associated with certain activities (e.g. securitisation and trading
book); a qualitatively more elevated definition of capital is given,
which is essentially centred on Common Equity. Additional capital
buffers are imposed with a function of conservation of capital and
with an anti-cyclical function; specific capital buffers are imposed
also for the systemically important financial institutions. A leverage
ratio is introduced; it is designed to protect the risk-based capital
requirement and also to contain growth of leverage on the system
level. Additionally, the first pillar introduces requirements and super-
vision systems for the liquidity risk; the focus is on a standard of
short-term liquidity (liquidity coverage ratio, LCR), on a longer-
term standard for a structural balance (net stable funding ratio,
NSFR) and also on principles for management and supervision of
the liquidity risk both in individual banks and on the systemic level.
Second Pillar: Increasing attention is devoted to the structure of
corporate governance and to internal control systems, as a crucial
factor for stability of the individual banks and for the financial system
as a whole. The regulatory requirements concerning the role, quali-
fication and composition of the governing bodies are strengthened;
furthermore, the governing bodies as well as top management are
required to be aware of the organisational setup and of the risks a
bank may face. Stricter rules concern the control functions (with
particular regard to the following aspects: independence of those
who are in charge of the function, detection of any risk involving
off-balance sheet activities and securitisations, assessment of the
assets and performance of the stress tests) and the remuneration and
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incentive systems. Finally, the list of risks to be evaluated is amplified,
and new types of risks are taken into consideration, including—
among others—the leverage risk: this is defined as the risk that a
particularly elevated leverage in comparison to the bank’s own capi-
tal renders the bank vulnerable, making it necessary to adopt correc-
tive measures in the context of the bank’s industrial plan.

Third Pillar: This pillar was revised so as to introduce transpar-
ency requirements concerning exposure to securitisations, greater
information on the composition of regulatory capital and on the
manner in which the bank calculates capital ratios.

In the following section, we outline the main areas of intervention of
the current framework.

Own Funds. Given that a marked erosion of the level and quality of
capital became evident during financial crises, revealing that the capital
held by financial intermediaries was basically unable to absorb losses
(Demirguc-Kunt, Detragiache, & Merrouche, 2010), the supervisory
authorities decided to take action with regard to the quantity and compo-
sition of capital, in the framework of an overall greater harmonisation of
capital aggregates (Kato, Kobayashi, & Saita, 2010). The rationale of
these interventions is to promote stability of the capital aggregate and thus
to strengthen the capacity to absorb losses while maintaining continuity of
business. This aim is pursued by means of rules designed not only to
achieve a significant increase in the incidence of Common Equity Tier 1
(which is composed essentially of common shares and retained earnings)
but also to establish more stringent computation requirements for the
other capital instruments. The rule also provides for simplification of the
structure of aggregates, for example, by climinating the configuration of
Tier 3 capital, which was previously required in order to cover market
risks. In other words, it is now considered appropriate to make use of
prime quality capital to cover risks of this kind. As far as Tier 2 is con-
cerned, its composition must be such as to have the capacity to absorb
losses if the bank were to be placed in run-oft management or subjected
to some similar procedure. As far as the level of own funds is concerned,
while the total capital ratio (total capital/RWAs) remains set at 8%, the
common equity ratio (common equity/RWAs) and the Tier 1 ratio (Tier
1/RWAs) are fixed at 4.5 and 6%, respectively.
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Capital Buffers. Capital requirements based on the use of ratings tend
to decrease during economic growth phases and to increase during reces-
sions. Clearly, this is due to the increase in the risks faced by banks during
recessions. One need only think of the increase in the credit risk: during
an economic downturn, firms that have been granted a loan by a bank face
greater difficulty in honouring their repayments. It follows that in such
circumstances banks not only have to carry out greater value adjustments
for loans, but they also tend to grant less credit.

This leads to distortions in the relation between banks and firms (cus-
tomers) and, more generally, in the bank-market relation. It therefore
becomes clear that there is a need to reinforce the solidity of banks with
respect to pro-cyclical trends. Accordingly, the supervisory authorities
made the decision to impose a capital conservation buffer and a
countercyclical buffer. These two reserves are thus introduced—in addi-
tion to the other requirements in terms of own funds mentioned earlier—
as a means of assuring that during economic growth periods a sufficient
capital base is accumulated that will be capable of covering losses during
recessions.

The capital conservation buffer consists of common equity and is
equivalent to 2.5% of RWAs. It is designed to make sure that during posi-
tive economic periods, the banks will accumulate capital reserves—in an
amount exceeding the minimum requirements—on which they will be
able to draw during negative phases. Therefore, this measure implies that
during positive economic periods, the banks will be required to accumu-
late high-quality capital up to 7% of RWAs. It will be possible to use this
reserve—up to the limit of 4.5%—to cover losses suffered during adverse
economic phases. The aim is to ensure the continuing availability of a fur-
ther buffer during periods of financial and economic stress in order to
withstand losses. Different characteristics but similar aims of counteract-
ing pro-cyclicality can be observed in the countercyclical buftfer. This is a
further requirement of additional capital, which can be as much as 2.50%
of RWAs. It is set up with the use of common equity. The aim it pursues is
to inhibit the growth of bank credit if a tendency that differs significantly
from the long period trend is noticed. Its introduction is not compulsory
and is left up to the decision of the individual national authorities, which
are therefore free to decide in favour or against its application, regardless
of the credit trend.

A financial intermediary that fails to abide by the combined capital buf-
fer requirements can be subjected to measures designed to achieve prompt
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reconstitution of the level of own funds. The reference is to limits on dis-
tribution of profit, including payment of dividends and of the variable
components of the remuneration of the bank’s management.

Leverage ratio. As mentioned above, one of the distinctive features
that contributed to financial crises resided in the fact that banks had accu-
mulated an excessive degree of leverage. In particular, it became clear
that banks could no longer continue to take on debts to a fairly elevated
extent if this did not reflect the outcome of a stable funding among the
bank’s customers. The liquidity crisis forced banks to decrease their lever-
age; in order to do so, they were compelled to reduce a part of their
assets (typically, financial assets and loans). This further depressed the
price of the assets sold on the market, thereby intensifying the intercon-
nected downturn involving losses, erosion of capital and decline in avail-
ability of credit (Colombini, 2013; Pezzuto, 2013). Consequently, a
limit (equal to 3%) was imposed on bank indebtedness: the leverage ratio.
This measures the maximum level of indebtedness that an individual
bank can have. The leverage ratio is set up in immediately perceivable
terms: as a ratio between Tier 1 and total assets, including both on- and
off-balance sheet exposures.

The introduction of this minimum requirement aims to set a limit on
growth of assets, or rather, to limit their growth for the part financed by
debts. Thus a clear and evident limit is set on the expansion of credit-
related and financial intermediation that banks can undertake when they
have recourse to the growth of debts. In actual fact, a limit that has the
same aims is already in force, in the form of the minimum capital require-
ment designed to cope with the risks of various types that the bank takes
on. It is commensurate with the credit, market and operational risks, but
it is a limit of a different nature: the amount is fixed by the risks that have
been taken on and by how they are measured. In contrast, the limit on
leverage is based on the risks arising from an indebtedness that is regarded
as excessive. Precisely this characteristic makes the leverage ratio into an
additional—and different—rule as compared to the usual risk-based con-
straints (Tutino, 2011). The difference is important both for choices con-
cerning management of the bank and also for the system stability demanded
by the regulators. If a risk-based limit is exceeded, the bank can find a
solution by modifying the composition of its assets in such a manner as to
reduce assets that are subject to risk and replace them with others that are
exposed to lesser risks.
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Therefore, it is not always necessary to reduce the total amount of
current assets, the intermediated volumes can remain unchanged (or
even increase, provided that they are sufficiently adequately substituted
with assets that carry a lower risk). By contrast, if the maximum leverage
level is exceeded, the assets must be reduced by the amount that is over
the limit, independently of the risks that may concern the assets in
question.

Risk protection. The financial crises in European banks have made it
clear that the counterparty riskiness associated with over-the-counter
(OTC) derivatives had been severely underestimated. Accordingly, the
new rules on counterparty risks require an increase in capital endowment
as a specific cover against such risks; they also seek to reduce the pro-
cyclical nature of counterparty risks and to provide incentives in order to
promote the settlement of over-the-counter contracts by means of central
counterparties. The aim is thus to help decrease systemic risk on financial
markets. To this end, an ad hoc capital requirement has been introduced,
designed to cover losses deriving from adjustments to market value of
OTC derivatives after variations in the credit merit of the individual coun-
terparties; additionally, a specific treatment has been introduced for expo-
sure towards central counterparties.

In accordance with proposals put forward in July 2009 (BCBS, 2009),
the prudential treatment of market risks is likewise reinforced, in order to
lessen the weaknesses revealed by financial crises. In this context, higher
capital requirements are imposed in order to capture the credit risk of
complex trading instruments; furthermore, a stressed value-at-risk (VaR)
requirement is included, which may help dampen the cyclicality of the
minimum regulatory capital framework.

Liquidity standards. The widespread inadequacy, as revealed by finan-
cial crises, of the rationales on which management of the liquidity risk was
based, has led the supervisory authorities to introduce two requisites with
regard to liquidity: a short-term indicator and a structural indicator, des-
ignated respectively as the liquidity coverage ratio (LCR) and the net sta-
ble funding ratio (NSFR). Briefly, in order to respect the liquidity coverage
ratio, banks must hold liquid assets that will be capable of covering—in
certain conditions and at least for a specified length of time—the outflow
of liquidity minus the inflow of liquidity. The aim is to guarantee that the
bank has availability of liquid reserves that would be adequate to cope with
a potential imbalance between inflows and outflows during a phase of
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extreme stress for a period of 30 days. Naturally, during periods of stress,
the bank can reduce liquid—or liquidable—assets in order to use them as
a means of covering the higher than usual net outflows.

Therefore, the bank must have availability of liquid—or liquidable—
“high-quality” reserves in order to respond to cash flow requirements on
a short-term basis during particularly complex situations or market ten-
sions. Such reserves may be composed, for instance, of cash held at the
central bank or of financial assets that can be sold on the market without
suffering excessive loss of value. On the other hand, the net stable funding
ratio is an indicator of financial structure. However, the bank must make a
choice among types of indebtedness—by source and counterparties, oper-
ational types and maturities—that will be able to provide adequate sup-
port over time, in terms of stability on the financial point of view, for the
choices concerning the assets which the bank records on the balance sheet.
Accordingly, the NSFR is a constraint that guides the composition of the
financial structure: the “stable” sources of funding must be greater than
the “stable” assets. The “stable” sources include own funds and the stable
sources of funding that have the characteristic of “stability”, while the
“stable” assets concern assets that require prolonged coverage over time.
Typically, these are non-short-term assets. Thus the constraint is built up
as a ratio to be respected: the sources of funding are in the nominator, the
assets in the denominator.

5.5  RATIONALES FOR BASEL IV

Despite the recent enactment of the Basel III framework (although it is
not yet fully in force), the BCBS is introducing further refinements of the
post-crisis reforms. Specifically, it is working to finalise its reform that aims
to eliminate shortcomings highlighted by financial crises, in order to make
banks safer and more resilient. The changes focus, above all, on the cir-
cumstance whereby banks use their own internal risk measurement models
and examine the impact this has on risk reduction. In this regard, it should
be borne in mind that the financial crises revealed a certain degree of unre-
liability of the RWAs of banks, above all when the RWAs are determined
by means of advanced models. A debate thus arose concerning the extent
of their effectiveness in terms of risk measurement; the debate is still
ongoing.

It is known that the introduction of advanced models, which formed
part of Basel II, attempted to grant banks the option of carrying out risk
measurement as an internal procedure for regulatory purposes as well.
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However, the growing complexity of risk management and measurement
techniques, in addition to the related discretional aspect of such proce-
dures—which is recognised by the regulatory framework—has weakened
the reliability of these risk measurement procedures. To this should be
added the difficulty of making a comparative assessment of the RWAs
among different institutions, especially if they belong to different jurisdic-
tions; consequently, the capacity of the RWAs to flag problematic aspects is
further weakened. This is a cause of worry among the supervisory authori-
ties, who are concerned that the prudential measurement metrics may not
succeed in giving a precise evaluation of the overall risk exposure of banks,
partly also because of the operations of RWAs optimisation. Further doubts
are raised with regard to the possibility that the levels of capitalisation may
prove to be inadequate to deal with the risks that have effectively been
taken on. From the point of view of the banks, the main worry involves the
eventuality of unequal treatment among players operating in different
jurisdictions, in case where divergences among RWAs are not justified by a
genuine distinction in the risk level of the assets (Ledo, 2011).

The answer that has been given by the supervisory authorities with
regard to these problems is both intense and clearly structured. Thus on
the one hand, the rules for calculating the RWAs have been revised, and a
leverage ratio has been introduced. These modifications, as is known, have
been included in the framework of Basel III and are designed to give a
clearer and more immediate picture of the risks implicit in the different
segments of the banking activity. On the other hand, the question has
been included in the list of reforms to be examined and dealt with (BCBS,
2014c): in fact it has already been on this list for several years. The ratio-
nale of the refinement process springs from the need to increase the capac-
ity of banks to withstand strains and stresses while endeavouring at the
same time to attenuate recourse to a single capital adequacy coefficient as
a tool for ensuring solidity and soundness. Over the years, the quest for
greater sensitivity of risk has led to the complexity of the capital adequacy
framework (Haldane & Madorous, 2012), with particular regard to RWAs
calculation. This, in turn, has increased the danger of a lack of balance
between the objectives of risk sensitivity, simplicity and comparability. In
other words, the regulatory systems have little by little accumulated com-
plexity as the rules became more fine-tuned in order to counter arbitrage
and take into account the various innovations. Thus the quest for greater
risk sensitivity has encouraged the use of complex mathematical statistical
formulas in risk models. Consequently, the regulatory framework has
amplified its complexity in order to keep abreast with the increasing
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sophistication of the risk measurement techniques. But the crucial point
today is to try to reduce the complexity of the scheme without impairing
its rigorous approach. Simplifications of the adequacy coefficients have
already been carried out in the numerator: it now remains to be ascer-
tained whether removal of the complexities of the RWAs will increase the
effectiveness of the system (BCBS, 2013b). In this context, the BCBS has
examined some aspects of the situation in greater depth and has confirmed
that there are material variances in banks’ regulatory capital ratios arising
from factors other than differences in the riskiness of banks’ portfolios.
These variances undermine confidence in capital ratios. In response to
these difficulties, the BCBS has initiated a number of policy and supervi-
sory actions to address excessive variability in risk-weighted assets that are
based on a bank’s internal models and to harmonise capital calculations
(BCBS, 2014c). In Box 5.3 we summarise the main initiatives put forward
as part of the Basel IV framework.

Box 5.3 Basel IV: Key regulatory initiatives
— Market risk: a revised internal model approach (IMA), a revised
standardised approach (SA), a shift from VaR to an expected
shortfall measure of risk under stress, incorporation of the risk
of market illiquidity, a revised boundary between the trading
book and banking book (BCBS, 2016a)

— Credit risk: a revised standardised approach (BCBS, 2015),
constraints on the use of internal model approaches (BCBS,
2016b)

— Operational risk: removal of advanced measurement approach,
application of standardised measurement approach (SMA)
(BCBS, 2016¢)

— Interest rate risk in the banking book: focus on stress testing,
model validation, disclosure, review by the supervisor (BCBS,
2016d)

— Large exposures: focus on measurement, aggregation and con-
trol of single-name concentration risk across jurisdictions
(BCBS, 2014a)

— Disclosure: consolidation of the existing requirements, updates
to reflect ongoing reforms (total loss-absorbing capacity
(TLAC) regime for globally systemically important banks,
market risk and operational frameworks; BCBS, 2017)
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The actions undertaken, which in many cases have not yet been com-
pleted, aim to achieve multiple objectives, among which we may mention
an improvement in informational transparency and an increase in the risk
sensitivity of the standardised approaches, as well as the related quest for a
balance between complexity and simplicity. Extensive reliance on internal
models for the determination of capital levels, coupled with a lack of trans-
parency, presents some drawbacks: for example, market participants may
not be able to gauge the risk of banks; with several internal model meth-
ods, the senior management of banks may find it hard to judge and steer
the level of risk of their respective banks. On the other hand, an overreli-
ance on simplified approaches lacks risk sensitivity and does not capitalise
on advances in risk management. Therefore, ideally, new Basel regulations
should offer the risk sensitivity of Basel II and III while striving for the
simplicity of Basel I (Capgemini, 2015).

Such aims are not easily achievable, especially considering the impact
they may have on bank management (Amorello, 2016; KPMG, 2016).
Banks will not only have to face greater severity with regard to capital
requirements, but they will also be required to engage in mitigating
actions, such as an increase in RWAs accuracy and improvement of the
regulatory capital, an increase in the capital efficiency and profitability mix
and adjustment of the business model to the new regulatory environment
(McKinsey & Company, 2017). Moreover, these actions will take place in
a context of marked instability and fairly low economic growth of the
European system, above all in comparison with the situation of the United
States, which may result in additional competitive disadvantage for Europe.
This explains the proposal of the BCBS to differentiate the standards as a
function of geographic areas; however, the propensity towards a stan-
dardised global approach still seems to be considered as an attractive
approach, although the extent of the complex of reforms seems to point
towards a fairly lengthy timescale for all the measures to come into full
force. This precaution is in the interest of the financial and economic sys-
tem (Tutino, 2016).

5.6  CONCLUSIONS

In the light of the above considerations, there is no broad industry con-
sensus on what the future regulatory scenario and its impact will look like.
However, the aim of stability of the economic and financial system remains
a central goal. Equally central is the question of growth, which should be
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capable of generating stability to a greater extent than could derive from
reinforcement of capital by the banks. In particular, while not disregarding
the importance of the presence of capital and its solidity, there is a need to
identify and make best use of all the drivers capable of ensuring the solidity
of the individual institution as well as of the system as a whole. In other
words, it is necessary to reinforce healthy and prudent management, iden-
tify the strategic risks and set in motion courageous supervision, focusing
not merely on capital and limits but also on operational prohibitions that
will prevent risk-taking beyond levels that could not be reasonably sus-
tained by an individual bank.
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CHAPTER 6

Capital Constraints by Supervision in Europe

Fabiano Colombini

6.1 INTRODUCTION

The Single Supervisory Mechanism (SSM) aims to ensure the soundness
and stability of European banks both individually and as a system, distin-
guishing between significant banks and less significant banks established
respectively under the supervision of the European Central Bank (ECB)
and the supervision of national competent authorities (NCAs).

The Single Supervisory Mechanism is carried out by an integration
between a supranational authority, the European Central Bank and
national competent authorities of individual countries of the European
Union (EU), essentially applying a uniform set of standards.

The Single Supervisory Mechanism postulates control over bank capital
ratios on the basis of Basel III and forthcoming Basel IV regulations and
over economic, financial and capital trends of individual banks identifying
problems and eventually adopting discretional measures.

The Supervisory Board takes meetings to discuss, plan and carry out
the supervision over European banks. Hence the structure of the ECB
between the conduct of monetary policy and supervision reveals separate
units which sometimes provide indications which do not conform particu-
larly closely.
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This chapter aims to analyse supervision issues considering recent
developments and implementation in the context of the evolution of the
banking business in the euro area.

6.2  SeETTING UP THE SINGLE SUPERVISORY MECHANISM

The creation of the banking union in Europe, applying uniform criteria for
supervision over banks through the Single Supervisory Mechanism (SSM)
as well as uniform criteria for bank crisis resolution through the Single
Resolution Mechanism (SRM), is introduced in a single and reinforced
supervision perspective (Angeloni, 2015; Barba Navaretti, Calzolari, &
Pozzolo, 2015; Schoenmaker, 2011; Trentinaglia, 2015).

Supervision needs a strong and level regulatory base aiming to harmo-
nise the rule book and encourage greater reliance on EU regulations that
can be directly applied in all member states, creating the base for bank
competition on a level playing field (Lautenschlager, 2017). European
supervisors will be able to make a broad-based cross-border comparison
among banks, assessing problems by means of the same main tool, namely,
SREP (Nouy, 2017).

The Single Supervisory Mechanism has become necessary because the
recent financial and banking crises in Europe have shown that simple coor-
dination between central banks has not proved to be satisfactory in the
light of operations across national borders. Hence there is the need to
apply common evaluation standards in Europe and, at the same time, to
ensure financial stability.

The SSM was created jointly with the SRM; it is managed by the Single
Resolution Board (SRB) and the Single Resolution Fund (SRF), fed by
the banks and the projected single scheme for deposit guarantee.

Supervision over European banks is characterised essentially by gather-
ing and processing information on banking business and economic trends
on both a central and decentralised level. The ECB directly supervises
around 120 significant banks of the participating countries; these banks
hold almost 82% of banking assets in the euro area. The NCAs supervise
around 3,500 less significant banks in the euro area.

Setting up the SSM implies the transferring of supervisory responsibil-
ity from individual authorities to a central and supranational authority.
The ECB performs its own supervisory task but also considers information
on banks produced by NCAs. A slow or inept information-gathering pro-
cess by the NCAs may adversely influence the supervisory process.
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Supervision is a delicate and complicate task that requires a large quan-
tity of up-to-date and top-quality information in order to assess bank eco-
nomic, financial and capital conditions and their evolution. Planning
on-site inspections and monitoring of European banks are very important
both in terms of bank selection and in terms of time frame. In particular,
there is a need to set up a plan of on-site inspections for investigations of
weak banks at given times in order to engage in early remedial action that
will avert critical situations and crises. This process requires professional
skills and capacity in order to monitor and, where necessary, intervene in
the procedures over European banks. It is important to improve and
increase the number of AQR, stress tests and on-site inspections and their
frequency in the context of European banks, so that critical situations can
be rapidly identified and prompt remedial measures set in place.

The SSM implies cooperation among different bodies in gathering and
processing information. To date, the results in terms of efficiency do not
appear very satisfactory. The cleaning up of bank balance sheets in the
European context is far from being fully achieved: economic recovery is
still under way though some benefits to banks are beginning to appear.

In this context, it is vital to enhance the skills, professional capacity and
quality of inspectors dedicated to monitoring and identification of critical
banking situations. These supervisory tasks can be applied to ECB for
significant banks and to NCAs for less significant banks throughout
Europe.

The level playing field can be achieved through the rule harmonisation
and uniform application of supervisory methodologies by the Banking
Supervision of the ECB and by the NCAs in different European countries.
Sets of information and data built up within the central bank and within
the national competent authorities can be used for the operations in
question.

In this framework, the substantial novelty in bank crisis management is
represented by the bail-in (Boccuzzi, 2016; Colombini, 2015; Joosen,
2015; Sommer, 2014). This implies the aid of sharcholders and bank cred-
itors, including subordinated and straight bonds for coverage of serious
losses and the rescue of the bank in question. In the event of severe eco-
nomic, financial and capital instability, account holders could run the risk
of losing their deposits which exceed 100,000 euros, although this is a
rather remote hypothesis. States can intervene with their financial aid only
in an extreme and residual hypothesis.
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It needs to be emphasised that, in the case of a crisis affecting a very
large cross-border bank or in the event of a systemic crisis, a bail-in will
not remove the need for public support of funds (Avgouleas & Goodhart,
2014).

The bail-in presents critical aspects from different standpoints in the
EU banking context. First of all, it is rather problematic, even for the most
careful saver, to obtain the right indications to assess and correctly follow
the bank’s economic, financial and capital evolution, there being an issue
of informative asymmetry which is not resolvable (Colombini, 2008).

Secondly, a confidence crisis severely affects savers in the event of a crisis
and bank failure. The repercussions can become difficult to control, with
negative knock-on effects (Avgouleas & Goodhart, 2014).

In the third place, it is conceivable that the bail-in and the onset of a
crisis and bank failure may induce a contraction of the channel of banking
bonds for fund raising. This, in turn, may cause significant damage to the
extent of monetary resources flowing to the bank with medium- to long-
term maturity and, therefore, used typically for medium- to long-term
loans towards investments for EU small- and medium-sized enterprises.

Finally, the drying up of the channel of banking bonds has negative
repercussions on the bank’s financial balance, due to the resulting lack of
medium- to long-term monetary resources.

For the above reasons, the bail-in seeks not to burden the cost of the
crises and bank failures on state budgets; however, it tends to introduce
aspects of financial instability.

For these reasons, the bail-in constitutes a set of rules which must be
changed radically. The basic impression is that the critical aspects of the
bail-in have been neither assessed nor simulated. It is enough to point out
that, in the event of a confidence crisis on the part of savers hit by the
failure of a bank of significant size, the spread and extension to other
banks could carry serious implications for bank intermediaries and finan-
cial markets. This, in turn, could raise the issue of state intervention.

In the drafting of the bail-in, there are economic and financial elements
which seem to have been ignored. Thus in the event of crisis—or worse,
of bank failure—the most immediate aspect, which, on the basis of what
has been concluded above, is of fundamental importance, leads to irratio-
nal choices by the management, in particular, by risk management. More
specifically, there have been from the start, and there will remain over
time, informative asymmetries towards shareholders and bank creditors,
impeding an accurate appreciation of the economic, financial and capital
conditions of the bank in question.
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6.3  ADDITIONAL CAPITAL REQUIREMENTS
BY SUPERVISION IN EUROPE

The Basel approach to capital requirements has been adjusted through
time by imposition of risk-weighted assets (RWAs) which leads to more
capital with respect to the increasing level of assets and risk. The percent-
age system for calculation has no scientific base: rather, it has evolved over
time with the evolution of the real situation.

Every bank in the world will start the business with an amount of capi-
tal and will add capital over time as bank business and risk increase. The
imposition of capital requirements by regulatory authorities can be con-
sidered a capital constraint. The imposition of capital requirements by
supervisory authorities can be viewed as an additional capital constraint.
Banks tend to hold capital in excess of regulatory minimum requirements
as a tool against adverse shocks (Wagner, 2014).

The logic of the Basel approach is the prudential criterion; the logic of
supervision is the discretional criterion. The two criteria stand at opposite
poles and therefore are in contrast with each other. This leads to the need
for adjustments in the capital level. Such adjustments can create bank
problems in the case of a sudden change in the amount of capital for run-
ning the business.

Reducing leverage and increasing capital buffers seek to improve the
bank’s financial structure, with the aim of ensuring that the bank would be
able to cope with possible losses incurred and capital reductions. Additional
capital requirements imposed by supervision can be viewed as discretional
measures. This overlapping creates uncertainty and instability for bank
management.

What is more worrying is the length of time required in making deci-
sions for bank solutions, as delays tend to increase the cost of implement-
ing any solution. It is known that the cost of distress increases in highly
critical situations.

Supervision measures inspired by discretion contribute to the shape of
the banking system, leading to and increasing the demand for capital,
addressed to financial markets.

In this framework, the mixture of regulatory requirements and super-
visory requirements reveals contradictions, sudden manifestations and
uncertainty. Two different views on capital can be perceived: one approach
prescribes low leverage for the bank and high capital levels of 20-30% and
40-50% and still more of'its total assets (Admati & Hellwig, 2013; Fama,
2010); another approach suggests maintaining high leverage for the bank
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and provision of liquidity to the economy (DeAngelo & Stulz, 2015;
Gorton & Ordonez, 2013). There are no scientific arguments nor quan-
titative analysis to indicate high capital levels (Rochet, 2015) of 20-30%
or of 40-50% and still more: along this line there is a distortion in the
banking system as it underlines an evolution of the bank model towards
the mutual fund model, perfectly matched in the hypothetical case of
capital equal to a 100% of assets (Kotlikoff, 2010). This view moves
towards a bank model which has no capacity to provide liquidity to the
economy; moreover, it is a model that misses the financial transformation.
The other view tends to maintain the presence of high leverage and good
conditions of financial transformation, thereby providing liquidity to the
economy.

All indications on high percentages of capital level miss a very impor-
tant point: it is not the high level of capital at a given time that is capable
of maintaining the safety and soundness of the individual bank; rather, it is
the quality of its management, which should be able to take the right deci-
sions in order to create economic conditions between revenue and costs
that will enable banks and banking systems to improve and survive over
time. Capital is merely a factor which is important for solvency risk at a
given time. The situation of capital can change suddenly because of nega-
tive events and bad management: for instance, financial crises have been
caused by poor screening and monitoring of loans and by deterioration in
public finances for state interventions.

The development of the Supervisory Review and Evaluation Process
(SREP) consists of a tool built up by the SSM for evaluating individual
banks. The SREP assessment considers and evaluates business model, gov-
ernance, risk management, risks to capital and risks to liquidity. The over-
all SREP score reflects the supervisor’s assessment of the bank’s viability.
SREP can be considered as a sort of final indicator at the base of an evalu-
ation process on an individual bank which can draw advantage from on-
site inspections.

The SREP results can induce supervisory authorities to prompt indi-
vidual banks to increase their capital. Estimation for additional capital is a
delicate task which includes a real and accurate analysis of the bank in
question, in order to indicate the need and to estimate the level of new
capital. Delays in the process are very frequent, and they lead to increasing
the impact of bad news on the additional level of capital. This is a point
that needs to be corrected and improved in order to avoid increases in the
need for capital.
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6.4  SUPERVISORY PERFORMANCE

Supervisory authorities carry out the supervisory task over time, with par-
ticular attention to economic and financial trends and their development
and impact on financial industries. Financial crises and economic crises in
Europe in recent times have created a range of banking problems with
state interventions and increases in public budgets. Individual banks, espe-
cially large banks, have come under pressure several times, due to liquidity
and solvency problems. Many banks were found to be in critical condi-
tions and received state aid to assist their recovery and to reshape not only
their business models but also their financial and economic structures.

Supervision is a delicate task which involves heavy responsibilities. The
actual task of supervision is split between the Banking Supervision of the
ECB at a central level over the significant banks and the NCAs at a
national level over the less significant banks in collaboration with the
ECB. In this framework, decisions taken and interventions should con-
sider uniform criteria for evaluation and resolution among different
European banks which have the head office in European countries. The
main indicator for supervisory decisions to build up, estimate and consult
is the SREP based on quantitative and qualitative tools related to indi-
vidual banks.

It is important to bear in mind that crises are likely to differ over time
and place: it implies that different levels of capital raising are likely to be
imposed for recovery of troubled banks, especially if the bank will stand
alone in the recovery process. The main problem is the estimation as there
is a trade-off between the required level for increasing capital and the
bank’s capacity for restructuring while still doing business in the presence
of market pressure and competition.

This is a very important and delicate exercise: if the capital requirement
is set too high, the bank may encounter difficulty in raising the required
funds; on the other hand, setting a capital requirement too low may make
it impossible for the bank to recreate suitable conditions for bank manage-
ment viability.

The macro-critical point is capital raising for individual banks: which
effects will lead in the future to survival of different banks? Will additional
capital suffice or will the critical situation recur in the future?

In the European banking landscape, there are situations where banks
are affected by temporary problems, and others where banks are in critical
conditions: supervisory authorities have the task of investigating and



104 F. COLOMBINI

distinguishing between different problems. Capital requirement is usually
the measure implemented by the Banking Supervision of ECB for the
banks’ survival on the market. This recurrent request, which obliges indi-
vidual banks to provide additional capital, can at times be a problem of
incorrect estimation made by supervisory authorities or a problem of bad
management during periods following the raising of capital. There may
also be a problem of “wasting capital” for the individual bank where capi-
tal increases are repeated: in such circumstances, bank conditions will
deteriorate within a short or medium time frame. It will be necessary to
monitor the bank management and gather information concerning ongo-
ing bank recovery and still going in trouble on a European scale. In seek-
ing to assess the recovery of banks, attention should focus on such aspect
as the times of additional capital constraints, economic trends in costs and
revenue, evolution of assets and liabilities and experiment of once again
additional capital for the same banks will be quite important for eventual
identification of wasting capital.

Supervision timing and decision timing are very crucial, especially in
case of intervention for bank critical situations. Supervisory decisions
imply a sort of collaboration among the Supervisory Board of the ECB,
the European Banking Authority (EBA), the European Commission and
NCAs; though the collaboration is necessary, it contributes to time delays
for the solution. It can also be argued that supervisory interventions based
simply on capital will provide a weak performance in recreating best prem-
ises for the future survival.

In this framework, a panel of data for banks in crisis and bank failures
can be drawn up, outlining individual years, duration periods and explain-
ing the relation between capital requirements on a discretional basis by
supervisory authorities and the future of banks involved. This will be an
exercise of transparency and will show the real effects from repetition of
capital raising as a usual measure.

Supervisory performance can be investigated essentially considering
banks which have been assessed providing suggestions and measures’
implementation under the ECB direct supervision or under the NCA
supervision. It can be done by looking and evaluating banking reinforce-
ment and banking performance in the going-on of typical business areas.
Considering the analysis carried out throughout this book, better results
will be difficult to achieve without radical changes aiming at improving
risk management and efficiency of individual banks.
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6.5 CONCLUSIONS

Supervisors perform the task of monitoring the real situation and the real
evolution of individual banks distinguishing between significant and less
significant banks. The systemic banks are under control of the Banking
Supervision of the ECB, and the nonsystemic banks are under control of
NCAs in coordination with the ECB.

Supervision is carried out by using information, on-site inspections,
AQR and stress testing and therefore evaluating SREP results which con-
stitute the standard for the type and timing of initiatives on European
banks.

Imposing additional capital requirements by supervision, at the same
time, tends to increase compliance costs, leading to the need to make a
comparison between costs and benefits from the point of view of a micro
and macro perspective.

The balance postulates the correct evaluation of costs which tend to
increase as the complexity of rules is going up and the benefits essentially
in terms of financial stability.

Supervision is carried out by the Banking Supervision of the ECB over
large banks and by the NCAs over small- and medium-sized banks. This
leads to a problem of collection, analysis and evaluation of a substantial
range of information on the viability of banks operating typically in several
different countries or in individual countries. The NCAs gathered and
produced sets of information through a supervisory experience built up
over many years; in contrast, the Supervision Unit of the ECB collected
and evaluated information through a supervisory task that has been active
for the last few years.
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CHAPTER 7

Banking Regulation and Supervision in Europe

Antonella Cappiello

7.1 INTRODUCTION

Financial crises which started in 2007 led policy makers to rethink the
financial architecture in the light of its gaps and inability to react promptly
to systemic shocks. The vast extent of the subprime mortgage financial
crisis and the sovereign debt crisis indicated causes and highlighted the
need to adopt structural preventive measures, above all in order to avert a
repetition of the phenomenon.

The steps undertaken in this regard, namely, the Dodd-Frank Act intro-
duced in the United States, and the creation of the European System of
Financial Supervision (ESES), set up a new architecture for the regulation
and supervision of financial markets. This led to a new and incisive role for
the central banks.

In this context, the development of the project of a European Banking
Union specifies the structure of the planned Union and reinforces the
regulatory architecture and supervision on the supranational level. The
aims pursued by the European Banking Union thus concern the estab-
lishment of an integrated framework designed to safeguard financial
stability.
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The European Banking Union has a twofold dimension, both banking-
related and monetary, as the reforms it has introduced concern not only
the objectives pertaining to the banking market, but also the require-
ments of the euro monetary system, with specific reference to the aim of
price stability. In this context, the establishment of a European Banking
Union would represent, first and foremost, an essential step towards
completion of the European Monetary Union Project; additionally, it
would provide an effective response to the disruption of the 2007 finan-
cial crises. It is also designed to pursue several objectives; specifically, it
must eliminate the association between sovereign risk and banking risk,
mitigate the fragmentation of the EU market, and ensure that supervi-
sion is updated in order to adapt to changes in the banking system in
which financial intermediaries with Europe-wide extension have begun to
appear.

This chapter aims to analyse the new Europe-wide regulatory and
supervisory structure, describing the project of an European Banking
Union and the relative three pillars that are being gradually introduced,
with a critical focus on the new resolution rules to be applied in cases of
bank crises.

7.2 BaNK REGULATION IN EUROPE

During the financial crises, the inadequacy of the regulatory and supervi-
sory system in the EU became stronger. It was still firmly anchored to the
national level and based on the principle of mutual recognition; conse-
quently, it impaired the integrity of the internal market creating problems
in crises management (Acharya, 2009).

In June 2009, the leaders of European governments reached an agree-
ment on a new model for supervision of the financial markets. Consisting
of a series of legislative projects presented by the European Commission,
it led to the creation of new supervisory bodies. Thus in addition to tradi-
tional supervision on the national level, the European System of Financial
Supervision (ESES) was set up, designed to harmonise the rules and
coherence of supervisory practices both on the European level and also
among contiguous sectors (Mottura, 2011).

The European System of Financial Supervision consists of an integrated
network of national and European supervision. The scheme is based on
two levels:
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1. Macro supervision, entrusted to the European Systemic Risk Board
(ESRB). This organism, which is a genuine innovation within the
European framework, has competence with regard to macro poli-
cies, that is, policies concerning the conditions which can contribute
to reinforcing financial stability on the systemic level. Its task is to
assess and evaluate risk for the stability of the overall financial system
and, if necessary, to issue a preventive alert concerning the possible
evolution of systemic risks. Additionally, it is required to provide the
micro level supervisory authorities with recommendations concern-
ing the measures to be adopted in order to avert such risks.

2. Micro supervision, entrusted to the FEuropean Supervisory
Authorities (ESAs): European Banking Authority (EBA), European
Insurance and Occupational Pensions Authority (EIOPA), and
European Securities and Markets Authority (ESMA) to supervise
banks, insurances, and securities and markets, respectively. Each of
the three authorities interacts and cooperates with the European
Systemic Risk Board (ESRB) as far as macroprudential policies are
concerned, and with the Joint Committee of the ESAs, the European
Central Bank (ECB) and the Member States’ national competent
authorities (NCAs).

In this framework, the ESAs enjoy considerable independence. They
improve the functioning of the internal market by providing pan-EU reg-
ulation and harmonising supervisory practices in the EU. The task of the
ESAs, on the one hand, is to ensure uniform rules and common supervi-
sory approaches across the eurozone and, on the other, to implement the
binding laws of the European Union. In actual fact, the powers vested in
the ESAs belong almost exclusively to the sphere of rule-making, with
reference to technical rules, without implying any strategic decisions or
political choices. The EBA performs regulatory tasks and aims at increas-
ing the quality and consistency of supervision across the EU.

The European banking legislation was previously based on directives
that left room for significant divergences in national rules. This has led to
different interpretations of the rules in question and to legal uncertainty,
enabling banks to exploit regulatory loopholes, distorting competition,
and making it burdensome to operate across the single market. Despite
the existence of common rules, divergent supervisory practices and out-
comes pose a potential risk to the effective supervision of cross-border
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groups and hinder the development of a level playing field in financial
services. Moreover, the financial crises have shown that in integrated
financial markets, these divergences can have very disruptive effects. Once
risks have materialised that were generated under the curtain of minimum
harmonisation, the impact often cannot be contained within national
boundaries but is spread across the EU single market.

Among the tasks assigned to EBA by the Regulation with which it was
set up, one of the most significant is the creation of a Single Rulebook for
financial services. It aims to address the aforementioned shortcomings in
order to move towards a more resilient, more transparent, and more effi-
cient European banking sector; it ensures that the prudential safeguards
are applied across the EU and not limited to individual Member States, as
the crisis has highlighted the extent to which Member States” economies
are interconnected. By providing the regulatory framework for the integ-
rity and efficiency of banking in the EU, the EBA also contributes to
financial stability across the Union.

The financial crisis demonstrated that the opaqueness of regulatory
requirements in different Member States was a major cause of financial
instability. A Single Rulebook ensures that institutions’ overall financial
situation is more transparent and comparable across the EU for supervi-
sors, deposit-holders and investors.

Additionally, the EBA is assigned a key role in ensuring uniform appli-
cation of the Basel III framework in all Member States. It will close regula-
tory loopholes and will thus contribute to a more effective functioning of
the single market. It is, therefore, crucial to use exactly the same definition
of regulatory aggregates and the same methodologies for the calculation
of key requirements, such as capital ratios and liquidity standards.

The EBA is mandated to produce a large number of Binding Technical
Standards (BTS), guidelines and reports for implementation of the CRD
IV/CRR package, the BRRD, and the DGSD (EBA, 2015). Finally, as
part of its contribution to a common supervisory culture across the EU,
the EBA will review the application of all BTS adopted by the European
Commission and will propose amendments where appropriate (European
Commission, 2016a).

In order to assess the impact of the full implementation of the Basel 111
framework on the European banking system, the EBA conducts, on a
semi-annual basis, a monitoring exercise on a sample of EU banks.

Although the Single Rulebook is a key for Europe, it is true that the
new regulatory framework has to be shaped in such a way as to leave a
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certain degree of national flexibility in the activation of macroprudential
tools, given that credit and economic cycles are not synchronised across
the EU. In any case, the rules in the Single Rulebook remove a large num-
ber of national options and discretions and allow Member States to apply
different requirements only where these are justified through a process
which ensures input from EU bodies including the EBA.

However, each Member State is responsible for adjusting, for example,
the level of its countercyclical buffer to its economic situation and should
protect its economy/banking sector from any other structural variables
that can pose a threat to financial stability. Furthermore, Member States
would naturally retain current powers under Pillar 2, that is, the ability to
impose additional requirements on a specific bank following the
Supervisory Review and Evaluation Process (SREP).

The EBA is also mandated to assess risk vulnerability in the EU bank-
ing sector through, in particular, regular risk assessment reports and pan-
European stress tests, in close cooperation with the ECB. It also conducts
the yearly EU-wide transparency exercise, which is part of EBA’s efforts
to foster market discipline, improves the understanding of the EU bank-
ing system, and ensures both a detailed snap shot and consistent time
series.

Finally, it should be underlined that EBA cannot be defined as an inde-
pendent regulatory authority stricto sensu. In contrast to the initial impres-
sion it may convey, it is not empowered to pass laws under its own initiative;
it thus differs notably from the models of the regulatory sectorial authori-
ties (Pisaneschi, 2016).

The power to create rules, which constitutes the essence of regulation,
is vested in the European Commission. The role of the EBA as compared
to that of the European Commission consists basically in providing tech-
nical assistance. However, it can be noted that in recent years, EBA, pos-
sibly influenced by the economic downturn, has not directed its efforts
so much towards the main activity of coordination and harmonisation of
the rules and supervision as, rather, to the exercise of its few powers of
direct intervention. Such powers include the formulation of stress tests
and the ensuing recommendations to the national authorities, which
would have the task of ensuring supervision of banks, insurances, and
securities and markets. So far, however, we do not yet have a unified
body of supervisory rules on the European level (see the report of the
European Commission concerning the new proposals for a regulation)
(European Commission, 2016b).
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7.3 BANK SUPERVISION IN EUROPE

The financial crisis has clearly highlighted the need to bridge the gap rep-
resented by the lack, on the institutional level, of a banking union
(Carmassi, Di Noia, & Micossi, 2012; Van Rompuy, 2012). The project
of' a European Banking Union is aimed to reinforce the regulatory archi-
tecture and supervision on the supranational level (Berglof, De Haas, &
Zettelmeyer, 2012; Colliard, 2015; Constincio, 2014; Goyal ct al., 2013;
Véron, 2015), establishing an integrated framework designed to safeguard
financial stability and to reduce the cost of bank defaults (Maloney, 2014).

It follows that the Banking Union is designed to pursue several objec-
tives such as to eliminate the association between sovereign risk and bank-
ing risk, mitigate the fragmentation of the EU market, and ensure that
supervision is updated in order to adapt to changes in the banking system
in which financial intermediaries with Europe-wide extension and activi-
ties have begun to appear.

Effectively, the sectorial literature explains the Banking Union as a step
which is, in a sense, indispensable as a means to solve the contradiction of
the financial trilemma (Schoenmaker, 2013). In his analysis, the overall
picture is perfectly represented by the situation of European financial pol-
icy, with great intermediaries operating on transnational markets but a
supervisory system under national responsibility (Acharya, 2009; Ferrarini
& Chiodini, 2012).

The European Banking Union currently applies to all 28 Member
States; additionally, countries not belonging to the euro area may become
members, although no non-euro area country has done so yet.

The foundation of the Banking Union relies on the implementation of
the Single Rulebook, which includes provisions for capital regulation,
deposit protection, and for banks’ recovery and resolution.

To implement the Banking Union, three pillars are being gradually
introduced:

1. The first pillar is represented by the Single Supervisory Mechanism
(SSM): a new European system of banking supervision, set up with
a purpose-designed EU Regulation in October 2013, which came
into effect as from November 2014. The SSM, which according to
the intentions of the European Council represents the first step
towards Banking Union, is composed of the European Central Bank
(ECB) and the national supervisories of the participating countries.
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It is headed by a Supervisory Board which oversees the task of
supervision and has responsibility for the function of proposal for
final decisions by the board of the ECB.

2. The second pillar concerns the Single Resolution Mechanism
(SRM), which pursues the main aim of efficient resolution of dis-
tressed banks, containing to the greatest possible degree the burden
of costs for tax-payers and the real economy.

3. The third pillar concerns the proposal to establish the European
Deposit Insurance Scheme (EDIS), namely, a fund created by the
banks that will be used to cover the expenses of rescuing the inter-
mediaries themselves who are contributing to the scheme. The pro-
posal pertaining to harmonisation of the national systems for the
guaranteeing of deposits includes procedures designed to ensure that
national deposit guarantee systems are set up in each Member State.
Such systems need to be solid enough to limit any repercussions
associated with the flight of deposits between institutes or countries.
Furthermore, guarantees must also be established to ensure an ade-
quate level of protection of depositors in the European Union.

7.4  THE SINGLE SUPERVISORY MECHANISM

The genesis of the SSM implies the loss of sovereignty of EU member
countries that results from banking supervision on a supranational level,
and also the partial loss control over the system regulating credit and
financial markets (Calzolari & Loranth, 2011).

The establishment of the SSM, which in the intentions of the Council
of Europe was intended to represent the first step towards Banking Union,
has redesigned banking supervision in Europe. In this new perspective,
the ECB stands as the focal point of the prudential micro (and also macro,
with regard to some aspects) supervision system, as the central supervisor,
ultimately responsible for financial stability and supervision-related tasks.
The text of Article 4.2.18 of the 2012 Council Proposal states that the
ECB “will be exclusively competent for key supervisory tasks which are
indispensable to detect risks for banks’ viability and require them to take
the necessary action”.

In the new setup of supervisory functions assigned to banks in the
Member States, the ECB takes on exclusive tasks and power of supervi-
sion, never previously attributed to a supranational authority within the
framework of the European juridical system (Ferrarini & Recine, 2015;
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Singh, 2016). In the earlier systems, banking supervision was carried out
by the NCAs, not endowed with supranational power of supervision,
despite the creation of the EBA in 2011.

The aim pursued by the introduction of SSM is to reinforce the homo-
geneous application of the prudential rules and to establish genuine sur-
veillance on cross-border banking markets. In short, SSM deals with
supervision of all credit institutions in the participating Member States
and ensures that EU policy is carried out in a coherent and effective man-
ner by means of best practice in supervision, applied to all the intermediar-
ies of the system.

The main aims of SSM can be summarised in three points: (1) ensure
the security and solidity of the European banking system; (2) increase
integration and financial stability; (3) guarantee coherent supervision,
pursuing not only the fundamental principles required for effective bank-
ing supervision drawn up by the Basel Committee but also the rules per-
taining to supervision drawn up by EBA, which constitute a solid basis
both for regulating and also for carrying out supervision and ensuring
proper governance as well as risk management in the banking sector.

The SSM introduces a consolidated supervision system, in which the
ECB has a leading role, as its functions include the role of ensuring effec-
tive and coherent functioning of the SSM, in cooperation with the com-
petent national authorities of the Member States of the eurozone; it may
also, at times, cooperate with the national authorities of States that have
not yet adopted the common currency, but which nevertheless wish to
establish some form of close cooperation within the SSM.

All the tasks not explicitly attributed to the ECB remain under the
power of the NCAs. This includes responsibility for consumer protection
and the prevention of money laundering, and it also covers supervision of
credit institutions of third countries that open branches or offer cross-
border services in the Member State.

To ensure efficient supervision, the respective supervisory roles and
responsibilities of the ECB and the NCAs are allocated on the basis of the
significance of the supervised banks. The significance is identified on the
basis of the following criteria: size, importance for the economy of the
European Union or for a Member State, volume of cross-border activity,
request—or absence of request—for aid from the ESM (see Box 7.1).

It follows that the ECB is directly in charge of monitoring the largest
banks that are classified as significant, whereas the NCAs continue to conduct
the direct supervision of less significant, while assuring, however, close col-
laboration between the central authority (ECB) and the national authorities.
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Box 7.1 Classification of institutions as significant or less significant
To determine whether or not a credit institution is significant, the
SSM conducts a regular review: all credit institutions authorised
within the participating Member States are assessed to determine
whether they fulfil the criteria for significance. A credit institution
will be considered significant if any one of the following conditions
is met:

— the total value of its assets exceeds €30 billion or—unless the
total value of its assets is below €5 billion—exceeds 20% of
national GDP;

— it is one of the three most significant credit institutions estab-
lished in a Member State;

— itis a recipient of direct assistance from the European Stability
Mechanism;

— the total value of its assets exceeds €5 billion and the ratio of its
cross-border assets/liabilities in more than one other partici-
pating Member State to its total assets/liabilities is above 20%.

Notwithstanding the fulfilment of these criteria, the SSM may
declare an institution significant to ensure the consistent application
of high-quality supervisory standards. The ECB or the NCAs may
ask for certain information to be submitted (or resubmitted) to help
facilitate the decision.

Through normal business activity or due to exceptional occur-
rences (e.g. a merger or acquisition), the status of credit institutions
may change. If a group or a credit institution that is considered less
significant meets any of the relevant criteria for the first time, it is
declared significant and the NCA takes responsibility for its direct
supervision to the ECB. Conversely, a credit institution may no lon-
ger be significant, in which case the supervisory responsibility for it
returns to the relevant NCAs. In both cases, the ECB and the NCAs
involved carefully review and discuss the issue and, unless particular
circumstances exist, plan and implement the transfer of supervisory
responsibilities so as to allow for a continued and effective
supervision. To avoid rapid or repeated alternations of supervisory
responsibilities between NCAs and the ECB (e.g. if a credit institu-
tion’s assets fluctuate at around €30 billion), the classification has a
moderation mechanism: whereas the shift in status from less signifi-
cant to significant is triggered if just one criterion is met in any
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one year, a significant group or credit institution will only qualify
for a reclassification as less significant if the relevant criteria have not
been met over three consecutive calendar years.

Institutions are notified immediately of the SSM’s decision to
transfer supervisory responsibilities from the NCAs to the ECB, or
vice versa: prior to the adoption of the decision, the ECB gives the
institution the opportunity to provide written comments. During
the transition, institutions receive regular updates as needed and are
introduced to their new team of supervisors. Once the transition is
complete, a formal handover meeting is organised for representatives
from the supervised institution and the outgoing and incoming
SUpErvisors.

The ECB can also take on the direct supervision of less significant insti-
tutions if this is necessary to ensure the consistent application of high
supervisory standards. The ECB is also involved in the supervision of
cross-border institutions and groups, either as a home supervisor or a host
supervisor in Colleges of Supervisors. Moreover, the ECB participates in
the supplementary supervision of financial conglomerates in relation to
the credit institutions included in a conglomerate; it assumes the respon-
sibilities of the coordinator referred to in the Financial Conglomerates
Directive.

The important duties and powers attributed to the ECB imply that this
authority plays a fundamental role for correct implementation of the inte-
grated supervision system, which is fully distinct from any concerns of an
exclusively national relevance.

As far as doctrinal analysis is concerned, some criticisms of the SSM
have been raised. It has been objected that the current system does not
allow sufficient separation between the supervision function and European
monetary policy functions, although on paper such functions are very
carefully distinguished. This is due above all to the consideration that deci-
sions concerning supervision are taken by the ECB’s Governing Council,
which could lead to a conflict of interests (Buch, Korner, & Weigert,
2014). On the other hand, numerous other analysts argue that potential
synergies arise from the exercise, at one and the same time, of supervision
powers and monetary policy (Troger, 2015).
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The ECB finds itself, for the first time, being called upon to play an
operative role of politically sensitive supervision, but at the same time it is
also required to account for its actions systematically in the framework of
the SSM. The ideal design suggested by the de Larosiére Report, concern-
ing a supervision function that is totally independent of the political pow-
ers but also, at the very same time, completely transparent in vis-a-vis such
powers, will probably require a certain length of time in the case of the
complex system of the SSM.

It should also be underlined that the SSM covers a limited part of the
financial sector, given that the legislative definition appears to exclude
intermediaries that are exclusively concerned with investments. However,
such intermediaries do play a key role in the stability of the financial sys-
tem. Their supervision will remain at the national level, with the result
that, for instance, the part of a credit institution which deals with insur-
ance could be subject to supervision on the national level while its banking
branch could, instead, be covered by supervision on the SSM level, lead-
ing to the associated challenges of coordination of the two types of task.

The criterion of significance has been used as a watershed distinguish-
ing the tasks of the ECB versus NCAs. However, this distinction remains
critical, not only because small banks can, under certain circumstances,
create systemic effects but also because the importance of the institute
may affect the overall situation in a markedly different manner, depending
on the banking system of the individual member country. Furthermore,
the definition of “significant institution” according to the wording of
Article 6 (4) of Reg. 1024 /2013 allows a certain degree of discretion for
points 2 and 3, where reference is made to the relative importance of the
national context.

The SSM presupposes that the national authorities have some flexibility
in terms of their capacity to adapt, but this cannot be taken for granted.
And even if this were the case, there remains the problem of action by the
ECB and the national authorities in the potential “grey areas”. The system
of “mixed administration” with supervisory powers shared between ECB
and NCAs is particularly complex, inasmuch as the ECB and NCAs are
responsible both on the national and the European level, sometimes on
both levels at the same time.

It should be noted, finally, that SSM applies to Member States whose
currency is the Euro or to Member States that have established a close
cooperation, in accordance with Article 7 of Reg. 1024,/201352.
Therefore, the question arises of whether Member States whose currency is
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not the Euro will have to decide whether or not to apply SSM within their
territory. The decision will be taken on the basis of political considerations
(for instance, the United Kingdom is not expected to apply SSM) but,
considering that non-Euro countries have a limited say within the ECB,
the incentives for participation would appear to be rather limited.

It is thus clear that establishment of the Single Supervisory Mechanism
is by no means a final arrival point, but rather a starting point. As doctrinal
evidence has clearly highlighted, it remains to be seen, on specific points,
how the new system will function in actual practice and to what extent the
institutions, both European and national, will be capable of cooperating in
this complex balance of powers and responsibilities.

7.5  THE SINGLE RESOLUTION MECHANISM

Prior to the 2007-2008 economic-financial crisis, the majority of the
Member States had no resolution mechanisms appropriate for managing
banking crises. Similarly, there was a total lack of institutional mechanisms
capable of dealing with crises that affected transnational subjects (Dermine,
2016). In order to harmonise resolution processes at the national level, on
the basis of common principles and tools, in May 2014 the European
Parliament and the EU Council adopted the Bank Recovery and Resolution
Directive (BRRD) (Directive 2014 /59 /EU), which introduced princi-
ples, procedures and resolution tools for common resolution of crises.

Subsequently, to overcome the inefficiencies associated with the national
dimension of bank crisis management, the Single Resolution Mechanism
(SRM) was set up for the euro area countries. The SRM introduces a cen-
tralised decision-making process on the supranational level, to be utilised
together with the tools and principles contained in the BRRD.

The SRM, which has been operative as from 1st January 2016, repre-
sents an essential component of the European Banking Union, as a com-
plement to the Single Supervision Mechanism. It is composed of a
centralised authority, the Single Resolution Board (SRB), and the Single
Resolution Fund (SRF). The Board is responsible for effective and coher-
ent functioning of the SRM; in particular, it is responsible for devising the
resolution plans (Article 8, Regulation 806,/2014/EU) and for adopting
all the decisions concerning the resolution (Article 28, c.1 Regulation
806,/2014/EU). The supranational discipline also assigns additional pow-
ers to the Board, such as the power of investigation, inspection, and sanc-
tioning (SRB, 2016).
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The second constitutive element of the SRM is the Single Resolution
Fund (SRF), established on the supranational level; the fund is owned by
the Board, which is also in charge of management of the aforesaid fund.

The SREF, financed by contributions from the banking system and by
some investment enterprises set up in the Member States that participate
in the banking union, will be set up gradually over a ten-year transition
period. It will be created by the gradual mutualisation of the individual
resolution funds (national sectors) of each participating country. When
the ten-year implementation phase is finally accomplished, there will be
roughly 55 bln, or 1% of covered deposits in member countries, certainly
insufficient to face a large systemic crisis.

The primary function of the SRF is that of financing the implementa-
tion of resolution measures. However, if further actions were to be neces-
sary in order to avert the risk of contagion, the fund will have the capacity,
within certain limits, to absorb losses, thereby reducing the amount of the
bail-in. Additionally, individual member countries have entered into an
intergovernmental Loan Facility Agreement (LFA) to grant an advance on
such funds in case of need while the fund is being built up. But after the
transition period, no further fiscal backstop is envisaged as a means of
integrating the fund’s monetary availability by granting an advance with
“bridge loans” or loans guaranteed with public money (Mayers, Kendrick,
Tornese, & Darvas, 2014).

The delay in setting up the Single Resolution Mechanism as compared
to the Single Supervision Mechanism has a number of causes. For instance,
mention should be made of the necessary adjustments of the regulatory
setup of the Union and the Member States, as well as the various obstacles
and problematic issues raised by some participants concerning the manner
of collection and utilisation of the resources becoming available to the
SRF (Gordon & Ringe, 2015). However, it should also be noted these
difficulties have been partly solved by the current discipline of Regulation
806,/2014/EU. A preliminary condition for access to the SRF is the
application of the bail-in rules and of the principles laid down by the
BRRD and by the resolution mechanism.

For banks defined as significant and for cross-border groups, the Board
is assigned the task of identifying the best manner to address the crisis,
most appropriate way of managing it in concrete terms by adopting a reso-
lution programme. It is then the task of the national resolution authorities
to implement the programme, exercising the powers attributed to them by
the European rules and the national laws. Furthermore, the programme
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must be submitted to the European Commission and, in some cases, to
the Council as well. This distribution of tasks is also applied in the case of
small banks, whenever the intervention of the Single Resolution Fund is
required for management of the crisis. In the other cases, the national
resolution authorities maintain responsibility for crisis planning and man-
agement, according to the guidelines and orientations defined by the
committee, and rating as decentralised authorities endowed with suprana-
tional function.

7.6  BANKING CRISES: BAIL-IN OR BAIL-OUT?

Since the beginning of the financial crisis and until quite recently, state aid
in support of distressed banks has reached extremely elevated levels, pur-
suing the objective of averting a chain reaction of disastrous bankruptcies.
The losses of the banking sector thus become collective, thereby prevent-
ing the risk of contagion on a system level (Acharya, Drechsler, & Schnabl,
2014; Bolton & Jeanne, 2011; Honohan & Klingebiel, 2003;
Schoenmaker, 2016).

The by now recurrent European experiences show that a number of
States, especially those that are relatively small, have not independently
saved their own banks which have systemic relevance. Rather, they have
had to ask for international support, and this has been granted under very
severe conditions imposed by the competent organisms. This has meant
that the enormous burden of the bail-out has indirectly been offloaded
onto the tax-payers, by means of the increase in the public debt/GDP
ratio (Avgouleas & Goodhart, 2015; Guynn, 2012).

It would be pointless to mention that until the accounts of the strug-
gling States are once more “balanced”, the latter will be unable to commit
any further resources that could be needed in order to rescue hypothetical
failing banks. The latter will therefore inevitably be doomed to collapse
and the States in question will face the inevitable consequences on a sys-
temic level. Furthermore, it a distressed bank is so large that it would have
to be considered “too big to save”, the bail-out plans adopted in recent
years could not be applied even in the most virtuous countries, due to
insufficient amount of public resources.

The unsustainability of the bail-out system is due to the risk that the
State could fail, or in any case find itself on the verge of bankruptcy as a
result of the enormous outlay involved in preventing the crash of a bank
(sovereign debt crisis). Moreover, the socialisation of losses encourages
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moral hazard behaviour by the banks, which allow themselves to be
encouraged by the State’s implicit guarantees concerning irresponsible
and excessive risk exposure (Gornika & Zoican, 2016).

In this sense the Bank Recovery and Resolution Directive, and the sub-
sequent establishment of the SRM, has sought to devise a remedy for the
critical points of the old system of bank crisis management, by guarantee-
ing, at least insofar as intentions are concerned, the principle according to
which the cost of bank crises must be kept within the financial sector and
must not affect the tax-payer (Faia & Weder di Mauro, 2016; Singh, 2016).

Thus harmonised rules have been introduced on the European level to
prevent and manage critical situations. Basically, the rules subdivide the
resolution procedure into three phases, which do not necessarily follow
one another in order stated here: (1) adoption of recovery plans, (2) utili-
sation of early interventions, and (3) adoption of resolution procedure in
the strict sense.

The latter phase, which concerns a situation that does not admit of a
preventive remedy, initiates a restructuring process characterised by an
elevated number of actors: Supervision Unit of ECB, Single Resolution
Board, European Commission, Council of Europe, Competition
Committee, national resolution authority. The actors enter into play to a
varying degree and with a difference in role and importance. By means of
techniques and powers allowed by the directive, the procedure aims to
avoid interruptions in the supply of essential services (such as deposit and
payment services) and to restore conditions of economic sustainability of
the healthy part of the bank and to liquidate the remaining parts by means
of: (1) sale of part of the assets; (2) temporary transfer of assets and liabili-
ties to a bridge bank, that is, to an organism that has been set up specifi-
cally to enable the most important functions to continue, with a view to
subsequent transfer to the market; (3) transfer of deteriorated assets to a
bad bank, which will be in charge of the liquidation; (4) recourse to the
bail-in mechanism, that is, an internal rescue procedure consisting of
devaluation of the shares and credits, in order to absorb losses and allow
recapitalisation of the bank in stress (or of a new entity that will continue
the bank’s essential functions).

In the latter case, the bank’s shareholders are the first to be called upon
to cover the losses; therefore their investment is wiped out. Next in line
after the shareholders come the subordinate bond-holders.

If these actions were to prove to be insufficient, the senior bond-holders
would be raided, and finally, deposits in excess of 100,000 euros. This pro-
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cedure would be undertaken up to a value of 8% of the bank’s total liabili-
ties, beyond which the Resolution Fund is called upon to intervene.

The European regulation permits the provision of governmental assis-
tance to ailing banks only in exceptional circumstances. The norms in
question also insist on the principle of extensive burden-sharing by (cer-
tain) stakeholders as a prerequisite (Micossi, Bruzzone, & Cassella, 2016).

The logic of the bail-in resides in the intention not only to ensure that
the weight of losses incurred by banks is not borne by the entire collective
community, but also to avert forms of behaviour that include moral haz-
ard on the part of the banks (Calello & Ervin, 2010; Goodhart &
Avgouleas, 2014 ). While BRRD is certainly a good start as far as the pro-
hibition against use of public funds to salvage banks is concerned, doubts
may still be raised with regard to its genuine effectiveness in preventing
“moral hazard”.

Finally, it should be borne in mind that during phases of strong market
turbulence, the panic that undermines trust in the banks results in a situa-
tion whereby the bail-in no longer protects the tax-payer and the State:
rather, it may aggravate the systemic banking risk, thereby adversely affect-
ing both the economy and growth. As is the case of a bank failure, a bail-in
could likewise trigger a bank run among holders of non-guaranteed finan-
cial instruments issued by potentially risky intermediaries.

Thus it cannot be taken for granted that recourse to a bail-in will always
be successful. Since the markets do not always find the right balance inde-
pendently, it may prove to be necessary, when contagion risks arise, to have
recourse to public intervention, above all in the case of a supra-national
union such as the European Union (Avgouleas & Goodhart, 2015).

7.7  BAIL-IN WORRYING AND BAIL-OUT APPLYING

The aim pursued on the European level by regulations concerning bank-
ing crises is certainly ambitious and can definitely be shared. It seeks to
provide assurances that resolution costs in the banking system will weigh
primarily on the private sector, by fostering an increase in market discipline
and reducing to a minimum the residual costs of bank failures that weigh
on tax-payers.

However, a number of misgivings remain, and criticisms with regard to
the offloading of rescue costs onto savers show no signs of abating.

On the European level, two alternatives have been considered: the
possibility of setting up an ad hoc authority for solution of bank crises
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or the proposal of invoking an already existing authority. The first solution
has prevailed, although the composition of the Single Resolution Board,
the central role of the European Commission and, in a few special cases,
also of the Council in the decision-making process make the Board into
something resembling a network of national authorities. This is far from
the original proposal of a strong and to all effects supranational resolution
authority (Gordon & Ringe, 2015), endowed with the necessary indepen-
dence to achieve effective resolutions and at minimum cost.

Moreover, there remain numerous limits, involving first and foremost
the functional complexity of the resolution mechanism. This is more ele-
vated than the SSM, partly due, as mentioned above, to the involvement
of various authorities—national, supranational, and intergovernmental—
both in the decision-making process and in the phase of implementation
of resolution decisions. Consequently, delays may arise in adoption of the
resolution schemes, as can be noted with reference to the more recent
crisis events. Such delays contrast with the basic assumption that rapid
intervention is an essential factor of the resolution process. As is evident,
the cost of resolution is reduced whenever early and rapid interventions
contribute to safeguarding the economic value of the entity with regard to
which the crisis must be resolved (Enria, 2016).

It should also be borne in mind that joint participation of many author-
ities in the decision-making process, each of which represents different
public interests, may be justifiable in terms of the need to assure that the
decisions benefit from greater accountability. On the other hand, this pro-
cedure may generate compromises, leading to solutions that are poorly
effective.

The involvement of the Commission can be justified by the intention to
balance any national interests that could prevail within the Single
Resolution Board; on the other hand, the role of the Council, which is a
political organ, appears more debatable in the framework of a technical
procedure. This is in line with the tendency to reinforce the intergovern-
mental element. As shown by the United States example, the assumption
that the resolution organ acts independently of the political situation
should be a condition capable of guaranteeing effective management of
the resolution.

Although BRRD has already been in force for over a year, an assessment
of recent banking crises in Europe shows that the new rules have failed so
far. Whether it is a question of trying to distribute bank losses among the
bank’s competitors, or whether complex legal exceptions are invoked, or
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whether political indications arrive from on high, almost all the protago-
nists focus their anxieties on one particular issue: the aim of preventing the
European law from being fully applied. From Austria to Germany,
Denmark, Italy, Portugal, Greece, or Slovenia, everywhere the BRRD has
been de facto ignored, circumvented, or has produced more financial,
political, and constitutional problems than it has solved.

Basically, this is a paradox. All the European governments and citizens
agree to offload part of the financial woes onto the investors, thereby pro-
tecting the tax-payers who would have to finance the entire rescue opera-
tions. Yet the rules are not working, and each country requests exceptions
to the bail-in as a means of preventing the rescue operations of failing
banks from affecting bond-holders and depositors (Benczur, Cannas,
Cariboni, Di Girolamo, Maccaferri, & Giudici, 2016).

Apart from Cyprus, which in 2013 provided the example of full appli-
cation of the bail-in to bank deposits, Italy is the only country in the euro
area to have experienced the resolution procedure, in the case of the
collapse of the regional banks, namely, Banca Etruria, CariChieti,
Cariferrara, and Banca Marche. During the period when the complicated
dialogue with the European Commission was under way, the situation of
the four banks inevitably deteriorated. Thus in the end their resolution
was the only possible solution, although it came with additional costs,
both for the banks and the subordinate creditors. The resolution of the
four banks—during which, it should be noted, no depositor was sacri-
ficed—appears to have resulted in a loss of deposits of the commercial
banks, to the advantage of other intermediaries. The loss is estimated at
around 50 billion. The effect has been that of loss of trust in the banking
system as an overall concept, regardless of the individual situation. In the
formalisation of the bail-in mechanism, certain elements do not appear to
have been carefully assessed. If a bank is in distress or enters into a crisis,
the elements in question may lead to irrational choices by investors with
regard to risk management, as well as to propagation of the contagion
effect with repercussions on the cost of funding.

Accordingly, the assumption that liabilities subject to bail-in should include
the component of deposits—which is a major item among the funding sources
of the banking balance sheet—does not seem to respond either to criteria of
justice in sharing out the burden of the difficulties or to objectives of financial
stability. Therefore it would be desirable to extend the guarantee on deposits
up to a far higher level than the current 100,000 euros, or indeed guarantee
them entirely, leaving other liabilities to be subject to bail-in.
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In this perspective, it is vital for work on the definition of a common
European-level deposit protection network to proceed rapidly. The prior-
ity is to complete the Banking Union with implementation of the third
pillar, consisting of an integrated deposit insurance system. This would
provide greater impetus for the European Deposit Insurance Scheme
(EDIS), which aims to create a mutualistic deposit insurance scheme on
the European level (Avgouleas & Goodhart, 2016, Loranth & Morrison,
2007). Such a scheme would help to reduce the competition distortions
arising from the difference in forms of protection and manner of function-
ing of the national schemes. To date, the latter are guaranteed by funds
the European Commission requires the States to create, independently, in
order to cover deposits below 100,000 euros.

EDIS is designed to create, progressively, a single deposit guarantee
fund within 2024, in three phases: (1) reinsurance of the national guaran-
tee systems, (2) coinsurance period, (3) progressive mutualisation designed
to be completed with the creation of a single guarantee fund managed by
the SRB.

It has been pointed out, in this connection, that since EDIS allows
more extensive risk-sharing, it would strengthen the resilience of the
Banking Union against future crises; furthermore, it would consolidate
financial stability, sustain depositors’ confidence with regard to the national
banking system, achieve equal competition on the internal market, and
equalise the funding costs. However, the private burden-sharing uniquely
contemplated for the EDIS may again make it not fully credible even when
considered at its final completion phase in 2024.

Implementation of the Single Deposit Guarantee System is hampered
by objections from countries that are unwilling to join the project unless
there is genuine equalisation of the credit risk, which is particularly high in
some banking systems of the eurozone.

In the overall context of bank regulation, criticism has been voiced
concerning the excessive and unbalanced weight of credit risk for purposes
of calculating the capital requirement, in comparison to other risks such as
operational and legal risks. These latter categories have weighed very heav-
ily on many European Union banks. Thus it would seem to be necessary
to harmonise risk-weighted assets (RWAs), a move that would also help to
ensure a level playing field of competition. Such a development is expected
to be achieved as the outcome of the revision work recently undertaken by
the banking authorities (EBA and ECB) to reduce unwarranted variability
in RWAs across banks (ECB, 2017).
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7.8 CONCLUSIONS

The implementation of a project of a European Banking Union repre-
sents, first and foremost, an essential step towards the completion of the
European Monetary Union Project; furthermore, it is the response to the
disruption of financial crises starting in 2007. The project sets itself several
objectives: it aims to sever the connection between sovereign and banking
risk, to mitigate the fragmentation of the market in the EU, and to assure
that supervision is brought into line with ongoing changes in the banking
system, which has seen the rise of intermediaries whose size and range of
action have a Europe-wide dimension.

The foregoing observations clearly show that the first two pillars of the
Banking Union—namely, the Single Supervision Mechanism and the
Single Resolution Mechanism—can in no way be considered as the final
arrival point: rather, they are a starting point. That is to say, although the
overall framework is comprehensive and well advanced, it remains incom-
plete, and a number of challenges are still to be overcome. First, it should
be noted that the European Deposit Insurance Scheme, despite having
been recognised as an integral part of the Banking Union, is not yet in
existence, and in any case its complete implementation is unlikely to be
achieved in the short term. There is, however, general recognition that
this further step is necessary to complete and harmonise the Single
Resolution Mechanism (SRM) in the euro area.

Given the way in which SRF and EDIS are configured, they will in any
case have a target endowment of a limited sum as compared to the poten-
tial need during a systemic crisis. One need only reflect that capital injec-
tions in large banks during the crisis have been in the order of the hundreds
of billion. It is necessary to create new and different tools or refine the
existing mechanisms, first and foremost all the voluntary systems for
deposit protection on the national level, which should be free to intervene
without becoming entangled in the controversial prohibition of State aid.
On the European level, however, credibility of such funds would effec-
tively require a fiscal backstop which may conflict with the diabolical loop
of some of the sovereign debts, unless it is based on solid mutualisation.

In any case, adaptive interpretations and possible regulatory revisions
and careful supervision call for a joint and responsible community-level
effort, in the urgent search for flexible solutions capable of guaranteeing a
proper balance between protecting the market versus competition, safe-
guarding the functionality of the system versus guaranteeing the rights of



BANKING REGULATION AND SUPERVISION IN EUROPE 127

investors. To accomplish this result, it will be necessary to overcome the
opposition of States that are averse to the prospect of greater risk-sharing.

Finally, some issues remain for banks and supervisors in connection
with regulatory changes. The legislative framework, which underpins
banking supervision, allows several elements of flexibility, available to
supervisors or Member States. Moreover, the need for transposition into
national legislation opens the door to legislative differences between
countries and prevents achievement of a truly level playing field within the
banking union. It remains to be seen, when the specific aspects are brought
into action, how the new system will actually function and to what extent
both the European and the national institutions will succeed in cooperat-
ing within the framework of this complex balancing act of powers and
responsibilities.
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CHAPTER 8

Monetary Policy, Banking Supervisory Policy,
and Economic Growth in Europe

Antonella Cappiello

8.1 INTRODUCTION

Maintaining price stability is the primary purpose of the monetary policy
pursued by the ECB in the euro area. It is widely known that price stability
contributes to increasing the economic welfare and growth potential of
the economy. Central banks face a complex system of economic interac-
tions; in fact, several channels that convey the stimulus of monetary policy
to the real economy may be contemporarily involved and have distinct
influences on price developments.

At the same time, by ensuring an orderly functioning of the transmis-
sion mechanism of monetary policy, financial stability helps a central bank
to foster price stability. In the short term, financial stability and price sta-
bility may not always go hand in hand. However, from a long-term per-
spective, financial stability and price stability could mutually reinforce the
objectives of the policy.

From the perspective of economic growth, it is important to know the
real ability of the financial system to transmit monetary policy impulses to
the economy. In the euro area, this transmission mechanism has been
impeded in the past, initially by an increase in risk premia, due to doubts
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on the survival of the euro area and, later, by the widespread bank delever-
aging. In this respect, it is necessary to discuss and evaluate the conse-
quences of restrictive banking regulation and supervisory policy in relation
to the capital adequacy framework. The supervisory policy would need to
go beyond the capital and liquidity regulatory frameworks to support and
not delay the effectiveness of the monetary policy measures.

This chapter aims to analyse how the monetary policy, on the one hand,
and the bank regulation and supervision, on the other, can mutually affect
the economic growth in the euro area, focusing on the role of the banking
channel.

8.2  MONETARY Poricy IN EUROPE

On January 1, 1999, the European Central Bank (ECB) assumed respon-
sibility for the monetary policy decision-making in the euro area. The
transfer of this responsibility from the national competent authorities
(NCAs) to a new supranational institution represented a milestone in a
long and complex process of integration among the European countries.

Maintaining price stability, as the primary objective of monetary policy
in the euro area, is a necessary condition to support the general policies of
the European Union, aimed at achieving balanced economic growth. This
purpose is pursued through the definition of intermediate objectives
(interest rate, exchange rate, and amount of money) and appropriate
instruments defined by the ECB, respecting the principles of market free-
dom, efficient allocation of resources, and an equal treatment of the coun-
terparties (ECB, 2011).

The purpose of price stability, which is to be exercised in the medium
term, is to maintain the inflation rate at lower values, but close to two per
cent. The monetary policy strategy is based on a two-pillar framework for
the analysis of the risks of price stability, which represent two complemen-
tary perspectives on the determinants of price developments. The first per-
spective, referred to as economic analysis, intends to access in the short to
medium term the determinants of price developments, focusing on real
activity and cost factors driving prices over those horizons. It takes into
account the fact that short- to medium-term price developments are influ-
enced by the interplay of supply and demand in the goods, services, and
market factors. Therefore, the second perspective, referred to as monetary
analysis, is based on the relationship between money growth and inflation,
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over the medium to long-term outlook and exploits the fact that monetary
trends lead to inflationary trends (ECB, 2011).

By virtue of the monopolistic supplier of the monetary base, the central
bank is able to influence money market conditions and steer short-term
interest rates. In the short run, a change in money market interest rates
induced by the central bank sets in motion a number of mechanisms and
actions by economic agents, ultimately influencing developments in eco-
nomic variables such as output or prices. This process—also known as the
monetary policy transmission mechanism—is complex and, while its broad
features are understood, there is no single and uncontested view on all
aspects involved. This mechanism is characterised by long, variable, and
uncertain time lags and is influenced by exogenous shocks. In the end,
changes in the credit supply will affect the general price level, but not the
level of real income or employment. The latter, in the long run, are deter-
mined by real (supply side) factors such as technology, population growth,
preferences of economic agents, and all aspects of the institutional frame-
work of the economy (Ciccarelli, Maddaloni, & Peydré, 2013; Mishkin,
1995; Rabin & Jeager, 1997).

It is widely acknowledged that price stability contributes to increase the
economic welfare and the potential growth of the economy. Central banks
face a complex situation of economic interactions. In fact, several channels
that transmit the stimuli of monetary policy to the real economy may be
involved, while at the same time, influencing price developments.

The monetary policy strategy and the operational framework have a
specific role in the implementation of monetary policy. The strategy deter-
mines the level of money market interest rates required to maintain the
price stability in the medium term, whereas the operational framework
determines the means to achieve this interest rate level using the available
monetary policy instruments and procedures (see Table 8.1).

In order to achieve its primary purpose of maintaining price stability for
the euro area, the Eurosystem—composed by the ECB and the central
banks of the Member States whose currency is the euro—uses two types of
standard (also named conventional) operations: open market operations
and standing facilities. The most important operations are the open mar-
ket operations. This is the term used for operations conducted by the
ECB, usually in the money market, where the maturity of transaction is
less than one year.

Open market operations include main refinancing operations (MROs),
longer-term refinancing operations (LTROs), fine-tuning operations
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Table 8.1 Eurosystem monetary policy operations

Monetary Type of transaction Maturity Frequency
policy
operations  Liquidity Liquidity absorbing

providing
Open market operations
Main ® Reverse - One week Weekly
refinancing transactions
operations
Longer-term ® Reverse - Three months Monthly
refinancing transactions
operations
Fine-tuning e Reverse e Reverse Non-standardised Non-regular
operations transactions transactions

e Foreign e Collection of

exchange swaps  fixed-term deposits
e Foreign exchange

swaps

Structural e Reverse e Issuance of ECB  Standardised / Regular and
operations transactions debt certificates non-standardised non-regular

e Outright e Outright sales - Non-regular

purchases

Standing facilities
Marginal ® Reverse - Overnight Access at the
lending transactions discretion of
facility counterparties
Deposit - ® Deposits Overnight Access at the
facility discretion of

counterparties

Source: ECB (2011)

(FTOs), and structural operations. These operations play an important
role in steering interest rates, signalling the stance of monetary policy and
managing liquidity conditions for the banking sector in the euro area.
Furthermore, the ECB requires banks in the euro area to hold compulsory
deposits on accounts with the NCBs, the so-called minimum reserves.
The amount of reserves to be held by each institution is determined by the
elements of its balance sheet. The first key function of the minimum
reserve system is to stabilise interest rates in the money market. This func-
tion is performed by the averaging provision. The averaging provision
allows banks to soften daily liquidity fluctuations, since temporary reserve
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imbalances can be offset by opposing reserve imbalances generated during
the same maintenance period.

The smooth transmission of monetary policy intentions to money mar-
ket rates depends on the behaviour of banks and their availability to enter-
tain the regular exchange of liquidity in the interbank market. Dysfunctional
money markets may weaken the ability of monetary policy to influence the
prospects of price stability only through interest rate adjustments.

Recent events have demonstrated that the orderly transmission of mon-
etary policy can be hampered when massive financial turbulences occur. In
order to keep the transmission mechanism fully operational and ensure the
maintenance of price stability in the medium term, the central bank may
need to introduce non-standard policy measures, that is, liquidity inter-
ventions aimed at facilitating the transmission of the interest rate policy
and enhancing the flows of credit to the general economy (see Box 8.1).

When the financial turmoil turned into a crisis, the ECB responded
with standard and non-standard measures, the latter to support the eftec-

Box 8.1 Non-standard measures: The ECB’s asset purchase
programme (APP)

The asset purchases are non-standard measures, which the ECB uses
to cope with the risks associated with a prolonged period of low
inflation and to bring inflation down to below two per cent in the
medium term. As part of the expanded programme of purchase of
assets (APP), the ECB acquires a series of financial instruments such
as government securities issued by European supranational institu-
tions, corporate bonds, securities resulting from guaranteed securiti-
sations, and bonds at a rate of 60 billion euros per month. Purchases
influence the most general financial conditions and, ultimately, the
economic growth and inflation through three main channels: direct
transmission, portfolio rebalance, and signalling effect. Both chan-
nels of direct transmission and the rebalancing of portfolios improve
the overall financial conditions for households and enterprises in the
curo area. By reducing the financing costs, the asset purchases can
stimulate consumption and investment. Ultimately, a more dynamic
demand by enterprises and consumers will contribute to the return
of inflation rates below but close to two per cent in the medium
term.
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Targeted Longer-Term Refinancing Operations (TLTROs)

Together with the other policies of the ECB, the TLTROs support
the transmission of monetary policy to the real economy and help to
achieve the main objective of price stability, by maintaining inflation
rates at levels below but close to two per cent over the medium term.
The first TLTRO series was launched in 2014. The second one,
introduced in March 2016, is called TLTRO II. In conventional
terms, liquidity for banks is available for a short period (up to three
months). Through TLTROs, the Central Bank provides long-term
loans (with maturity of four years) to banks and offers them an
incentive to increase their lending to businesses and consumers in
the euro area. Unlike in usual monetary policy operations, the
amount of money that the banks can obtain through TLTRO-II and
the cost of borrowing depend on the amount of loans they provide
to the real economy. Banks participating in the TLTRO-II can lend
up to 30 per cent of their outstanding loans to businesses and con-
sumers. This means that banks that lend more to the real economy
will be able to borrow more and at a lower interest rate than the
ECB usually offers.

In 2016 and in the first part of the current year, the Eurosystem
continued to offer liquidity to banks through fixed rate auctions
with the full allocation of the required amounts in the main refinanc-
ing operations and in the longer-term refinancing operations. The
liquidity provided in the refinancing operations lasting up to three
months decreased by 120 billion (to 20 at the end of April); the one
provided through targeted refinancing operations in the longer term
has increased by 344 billion (to 762). As part of the PAA, the
Eurosystem has acquired financial assets for 1,834 billion at the end
of April, of which 24 were asset-backed securities, 216 of guaranteed
bank bonds, 82 of non-bank bonds, and 1,512 of public securities.
On the same date, the average remaining life of the PSPP portfolio
was eight years, the average remaining life of the sub-fund of Italian
government bonds of about eight years and eight months. The pur-
chase methods have been such as not to impair the normal function-
ing of markets. Cash held by banks with the Eurosystem, in excess of
reserve requirements increased, mainly as a result of purchases of
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government bonds as part of the PAA and the liquidity provided
through TLTRO2; in early May was approximately 1.6 trillion.

The size of the Eurosystem’s balance sheet has grown by 50 per
cent, reaching record highs (about 4.15 trillion at the end of last
April, at around 40 per cent of euro area GDP).

tive transmission of interest rate decisions to a broader economic area in
the Euro zone, in a weakened context within some segments of the market
and the financial system.

At times of heightened stress and uncertainty, the ECB used its liquid-
ity operations in a pragmatic manner. In addition to reducing conven-
tional interest rates to historically low levels, the ECB decided to adopt
non-standard (also named unconventional) measures—comprising
Enhanced Credit Support and the Securities Markets Programme—to
restore the transmission mechanism of monetary policy.

Overall, the measures implemented by the Eurosystem in response to
the financial crisis helped to sustain the financial intermediation in the
euro area, by safeguarding the financing of solvent banks and restoring
confidence among financial market participants. In turn, preserving the
viability of the banking system and important segments of the financial
market was instrumental to keep credit available to households and enter-
prises at accessible rates and, ultimately, to maintain price stability (ECB,
2017b).

According to the data provided by the European Central Bank on the
Eurosystem’s Bank Lending Survey regarding the relation to the supply of
credit in the euro area, in 2016 non-standard measures of quantitative eas-
ing (QE) helped to loosen bank lending conditions and terms, supporting
credit for the economy. In general, the policies of loan supply to enter-
prises and houscholds have stabilised, and demand has increased due to
the low level of interest rates (ECB, 2017a).

Some studies recently found a new focus on the role of the credit supply
in the transmission of monetary policy, due to the prominent role of credit
development in the financial crisis (Bernanke & Blinder, 1988; Boeckx, de
Sola Perea, & Peersman, 2016). The analysis of the transmission of both
conventional and unconventional monetary policies shows a positive rela-
tion between the level of regulatory capital and conventional monetary



138 A. CAPPIELLO

policy pass-through and a negative relation with unconventional policy
(Altavilla, Canova, & Ciccarelli, 2016). The focus on the transmission of
the ECB credit easing policies (i.e. the subset of measures designed to
provide ample liquidity for banks and increase lending) highlights that
these policies had a greater impact on small banks, banks with less liquid
balance sheets and banks more reliant on wholesale funding (Boeckx, de
Sola Perea, & Peersman, 2016).

The capital role is ambiguous and interacts with other characteristics of
the bank. Overall, the response of more capitalised banks to the credit eas-
ing policies was more pronounced, largely reflecting the impact of higher
capital on the effects related to size, funding structure, and balance sheet
liquidity. Studying the transmission of conventional and unconventional
monetary policies in the euro area through the shift in the credit supply, it
was found that the bank lending channel works for both types of mea-
sures, although its functioning differs (Albertazzi, Nobili, & Signoretti,
2016). For standard operations, the transmission is weaker for banks with
more capital and a solid funding structure, in line with an important role
of asymmetric information. However, for non-standard operations, the
credit supply expands by more to banks with stronger capital and funding
positions, suggesting a crucial role for regulatory and economic constraints.
The transmission of unconventional measures is attenuated by the nega-
tive effect of the regulatory constraint, and it may be considered more
restrictive for banks characterised by a higher incidence of traditional
intermediation activities. The results also suggest that large sovereign
exposures mute the response of lending rates to conventional policy, but
amplify the transmission of unconventional measures (Crockett, 2000).

8.3  MONETARY PorICcY AND FINANCIAL STABILITY

The financial crisis that started in the summer of 2007 has led to a series of
financial regulation and supervision reforms aimed at promoting financial
stability, in line with the thesis that the absence of authorities with this spe-
cific mandate contributed to the origin of the crisis (de Larosiere, 2009).
With the entry into force of the Single Supervisory Mechanism (SSM),
the ECB has been equipped with macro-prudential instruments to deal
with the emergence of potential systemic risks in the financial system
(Angelini, 2014). The responsibility for decisions on macro-prudential
measures in the euro area is shared between the ECB and the national
competent authorities (NCAs). NCAs retain the power to apply macro-
prudential measures, while the ECB has the right to supplement the mea-
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sures taken by national authorities for macro-prudential instruments conferred
on it by the European legislation. This asymmetry of power reflects the role
that the ECB has to play to overcome any inertia at national level. The ECB
may establish, in place of the national authorities, higher capital requirements
than those applied locally, and stronger measures to tackle systemic or macro-
prudential risks, subject to the procedures laid down by the relevant EU
legislation (Hanson, Kashyap, & Stein, 2011). For example, after notifying
the national competent authorities, the ECB may impose on banks stronger
or additional obligations concerning (1) countercyclical capital reserves, (2)
capital reserves against systemic risk, (3) capital requirements for banks of
systemic relevance, (4) the risk weights for exposures in the real estate market
and in the financial sector, and (5) the limits of large exposures.

The ECB mainly operates on two fronts in the financial stability area.
Together with other central banks of the Eurosystem, it keeps under
observation structural and cyclical trends in the banking and other finan-
cial sub-sectors. Moreover, to analyse the potential impact of systemic risks
regarding the stability and resilience of the financial system, it uses quan-
titative instruments and modelling techniques.

The systemic risk, already difficult to define (see Box 8.2), is also difficult
to measure and, especially, to predict. Although monetary policy objectives

Box 8.2 The systemic risk

Systemic risk is defined by the IME-BIS-CSF (2009) as the risk of a
disturbance in the supply of financial services with the potential to
have serious negative consequences on the real economy. Other
sources give complementary definitions, putting more emphasis on
pro-cyclicality. For example, the Bank of England (2009) argues that
macro-prudential policies should ensure the stable provision of
financial intermediation services to the economy while avoiding the
explosive growth cycles and subsequent sharp contraction that tend
to characterise the credit dynamics. A common element to the vari-
ous systemic risk definitions, although not explicitly mentioned, is
the concept of negative externalities—mechanisms that determine
costs for which financial operators or the individual supervisory
authorities do not take into account but which, at the aggregate
level, can destabilise the financial system.
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are tested and known as imperfect measures available, such as inflation
rates, measures of economic activity and systemic risk are at a much less
advanced stage. This is mainly due to the elusive nature of the phenom-
enon. In financial terms, systemic risk may arise and spread within a
given class of financial institutions, between companies in different sec-
tors, markets, geographical areas, and market infrastructures (Angelini,
2015).

Forecasting the causes of financial instability is therefore very difficult,
and research in terms of leading indicators has not yet provided conclu-
sive results. Based on the assumption that there is a relationship between
the excessive credit growth and financial crises (Borio & Drehmann,
2009; Kannan, Rabanal, & Scott, 2011; Reinhart & Rogoft, 2008;
Taylor, 2015), the Basel Committee chose to propose the relationship
between credit and GDP as a guide to the activation of the countercycli-
cal capital reserve (Panetta, Angelini, Albertazzi, Columba, Cornacchia,
& Di Cesare, 2009).

There are several macro-prudential instruments, many of which have
been introduced in Europe by the Fourth Capital Requirements Directive
and the related regulation (CRD4-CRR) (ESRB, 2014, 2015), which in
early 2014 adopted the Basel 3 Regulatory Framework. Other tools, not
provided in the CRD4-CRR package, contain overheating episodes of the
real estate sector, directly affecting loan demand: for example, the loan-to-
value limit, the loan-to-income limit, or finally the debt service-to-income
limit (see Table 8.2).

Table 8.2 Main macro-prudential instruments

Avrticle
CRD4 Countercyclical capital buffer 130, 135-140
Other systemically important institutions buffer 131
Systemic risk buffer 133,134
Pillar II requirements 103
CRR Own founds conservation buffer/leverage ratio/ 458
sectorial requirements
Higher risk weight/stricter criteria for exposures 124
secured by mortgages on immovable property
Increasing the LGD floor 164
Not included in  Loan-to value /loan-to-income /debt service-to- National law

CRD4-CRR income caps
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It should be noted that there is no clear allocation of competences
between the different authorities responsible for the use of such instruments,
so there is ample room for discretion, leaving sometimes a lack of coordina-
tion and consolidated guidelines (Lim, Columba, Costa, Kongsamut, Otani,
& Saiyid, 2011; Yellen, 2011).

The mechanisms of interaction and potential conflict between macro-/
micro-prudential policies and monetary policy are complex and not always
easy to understand. In fact, even empirical observations show that the risk
of'a potential conflict between micro- and macro-prudential policies seems
limited to negative cyclical phases and situations of high capitalisation of
the banking system: when capitalisation is low, it is difficult for the macro-
prudential authority to propose a relieve, although it is desirable (Diamond
& Rajan, 2009).

On the other hand, important interactions between macro-prudential
policies and monetary policy are noted, though not fully understood, where
it is difficult to incorporate into a single model all the multiple forms of sys-
temic risk (Angelini, Neri, & Panetta, 2014; Cecchetti & Kohler, 2012).
There are several uncertain areas on the transmission mechanism of these
policies regarding their effectiveness in the presence of specific macroeco-
nomic shocks or the potential unwanted effects and the unexpected reactions
by financial intermediaries that can undermine the impact of these measures.

Monetary policies that are also aimed at counteracting financial ten-
sions appear to be preferable to traditional ones, which pursue only infla-
tion targets and economic growth (Angelini, Nicoletti-Altimari, & Visco,
2012). These considerations suggest that although the two objectives—
price stability and financial stability—combine the two instruments—
monetary and macro-prudential—in the new institutional configuration, a
strict separation of the two policies does not seem desirable. There is now
a consensus on the view that monetary policy has a role in the fight against
the development of financial imbalances, and not only in mitigating ex
post consequences (Brunnermeier & Schnabel, 2014; White, 2009), even
if it is not easy to define in concrete terms, how this should be done.

In the euro area, structural factors make monetary and macro-prudential
policies more complementary than elsewhere, and macro-prudential instru-
ments are, in principle, more powerful and therefore more important (Carosio,
2010; Ciccarelli, Maddaloni, & Peydré, 2013; Panetta, 2014). This is firstly
due to the fact that the macro-prudential instruments used so far are predomi-
nantly of the banking type and that banks play an important role in financing
the economy of the euro area. Secondly, the area consists of economies
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characterised by economic and real estate cycles relatively heterogeneous. In a
context where monetary policy cannot take into account these differences,
single framework per country can be effectively used to avoid real financial
imbalances. It is evident that if two coordinated policies are not sufficiently
connected, two policies with such strong interactions can easily come into
conflict (MAG, 2010; Roger & Vitek, 2012). This potential conflict requires
institutional arrangements that favour coordination and cooperation between
the two policies. It is not by chance that the current macro-prudential policy
framework is under review in the EU, with the aim of increasing its effective-
ness and simplifying its procedures.

8.4  CaritAL REQUIREMENTS, BANK LENDING,
AND Economic GROWTH

All capital requirements and loss absorption measures, under several cir-
cumstances, may hinder growth. It follows that specific provisions and the
design of these measures must be evaluated and understood with care and
steadiness (Aiyar, Calomiris, & Wieladek, 2015; IIF, 2011). Especially
crucial is the discussion on total loss absorption capacity (TLAC), given
that its regulatory framework is still under definition and that this is a
considerable measure supposed to have a major impact on the structure of
banks’ liabilities. In this regard there is no unitary judgement in theoreti-
cal studies about the role of capital requirements in the regulatory and
governance framework of banks and their critical interaction with other
regulatory rules, while empirical studies would suggest that there is a
trade-oft between banks’ leverage, growth, and systemic risk (Beck, 2015;
Clerc, 2015; Cohen & Scatigna, 2014, Den Haan, Sumner, & Yamashiro,
2007; Rochet, 2015). To a first approximation, it is argued that a higher
capital charge imposed on banks or, similarly, a lower leverage or a tight-
ening limit on the provision of bank loans increases systemic stability
because it allows banks to absorb greater losses. On the other hand, these
measures negatively affect growth because they restrict lending to the
economy.

In response to an increase in regulatory capital requirements, banks
gradually increase their capital ratios to rebuild the buffers they initially
held above the regulatory minimum (Aiyar, Calomiris, & Wieladek,
2015; Bridges, Gregory, Nielsen, Pezzini, Radia, & Spaltro, 2014;
Ediz, Michael, & Perraudin, 1998; Francis & Osborne, 2009). There
would not be a reduction in lending if additional funding could be
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raised on the market or through the reduction of dividends and share
repurchases. However, in the case of most European banks, this boost-
ing of capital ratios has been achieved through the reduction in lending
or the change in the risk profile of asset holdings, given that raising
capital in the market is not attractive in the current circumstances.
However, in the long term, higher capital buffers might imply stronger
reliance on external funding rather than retained earnings, if the bank-
ing system grows, involving therefore higher costs (Calomiris, 2013).

Results vary across sectors, but in response to an increase in capital
requirements, lending growth typically falls in the year following regula-
tory changes and recovers within three years (Capgemini, 2014).
Regulatory requirements tend to permanently affect capital ratios and
temporarily affect credit supply (Bridges, Gregory, Nielsen, Pezzini, Radia,
& Spaltro, 2014). The banks’ reactions vary depending on the bank size,
capital buffers held, business cycle, and the direction of the change in capi-
tal requirements. During the transition to higher global regulatory stan-
dards, the effects of changes in capital requirements may be different. For
example, increasing capital requirements might augment rather than
reduce lending for initially undercapitalised banks if confidence effects
boost their resilience and capacity to lend. Finally, macro-prudential regu-
lators are often required to consider the wider implications of changing
capital requirements, which could include any adverse impact on lending.

It is important to differentiate between transitional and long-term
effects of higher capital requirements. As some of the current adjustments
come during the recession and through the lending cycle, the transitional
effects might be stronger than the long-term effects. Although the two
short-term dimensions—stability and growth—are conflicting, in the long
run, if the capital ratio is not arbitrarily high, there is a possibility of rec-
onciling them. Indeed, it is possible to strike a balance where the economy
is more stable and grows at a higher rate because people have greater trust
in the stability of the banking sector (Aiyar, Calomiris, & Wieladek, 2015;
Bridges, Gregory, Nielsen, Pezzini, Radia, & Spaltro, 2014).

The increase in capital requirements is one of the many regulatory
reforms so that a stand-alone assessment might be difficult. The discussion
on the optimal level of capital requirements has been too limited to stabi-
lise concerns, ignoring other roles and functions of capital in the bank
funding mix. However, even with the reduction of the fragility risk, capital
buffers assumed additional functions, including the ones of macro-
prudential instruments (Beck, 2015).
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Based on the results of the Bank Lending Survey, starting at the end of
2011, the growth of bank credit to enterprises has gradually slowed down
in Europe, and then showed the first negative signs in the summer of
2012, as a result of the low demand and the restriction of the banking
supply (ECB, 2013). The latter was driven, in peripheral countries, by
increasing the risk of borrowers, with the consequent deterioration in the
quality of the bank’s loan portfolio. Credit supply was also affected by the
need to be compliant with new and more stringent capital rules that have
made banks more aware of the absorption of different assets. There was a
restriction on the criteria of offering to corporate credit, particularly
related to higher loans, while the effect on loans to households was lower
(ECB, 2014).

Faced with the risk of deflation and a new recession, the ECB inter-
vened with a series of unconventional measures to counteract the trans-
mission system’s dysfunctions caused by the banks’ leverage to ensure a
uniform transmission of monetary policy decisions. Consequently, the
banks reduced lending rates on average and loosened lending conditions
and terms in the wake of monetary policy measures (ECB, 2016).

To address any side effects of monetary policy, macro-prudential policy
has been aimed at mitigating the risk-taking channel of monetary policy
transmission, where low interest rates could have pushed for greater yields,
encouraging banks to loosen their credit standard, with a consequent
increase in the volume and average risk of the loans granted (Borio &
Zhu, 2012; Jiménez, Ongena, Peydrd, & Saurina, 2014; Maddaloni &
Peydroé, 2011).

Supervisory authorities have reached decisions on the identification of
financial institutions of systemic relevance that were required to hold addi-
tional capital. They have also made decisions regarding the calibration of
systemic risk and countercyclical capital reserves, as well as the specific capi-
tal requirements for real state and housing sectors (ECB, 2017a). It should
be noted that in this area, national macro-prudential authorities are also
quite active; many countries in the euro area have introduced prudential
measures, for example, by imposing limits on the ratio between credit and
the value of the collateral, to counter emerging risks (Constancio, 2017).

The new framework is intended to support the implementation of
monetary policy and, at the same time, strengthen the financial capacity of
the financial system. Unconventional monetary policy measures and
improvements to institutional and regulatory architecture have strength-
ened the ability of the euro area banking system to send the ECB’s stimu-
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lus to households and enterprises. According to the Bank Lending Survey,
the latest easing phase of the ECB (2017a) has coincided with a strong
rebound in demand for consumer credit to purchase durable goods, while
the demands for fixed investment loans were gradually established. At the
same time, lower borrowing costs reduced interest payment charges and
facilitated deleveraging. That’s one of the reasons for the first time since
1999, spending increased while the debt decreased.

However many issues are still left: among them is the increasingly cum-
bersome burden of bad loans, that is, credits on insolvent or near insolvent
parties (see Chap. 3).

A bad loan may be the result of economic misfortune, but it is more
than just an indicator of a debtor’s inability (or unwillingness) to pay. A
non-performing loan (NPL) is a burden for both the lender and the bor-
rower. For a debtor, a non-performing loan traps valuable collateral, and
the unresolved debt makes it more difficult to obtain new funding and
make investments (Bernanke, Gertler, & Gilchrist, 1999; Myers, 1977).
At the same time, the lender has to meet the costs of the bad loan, includ-
ing the write-down costs.

High levels of non-performing loans involve high capital absorption
and, by increasing the vulnerability of banks to external shocks, they can
increase financing costs and modify their propensity to take risks. An
increase of exposures classified as non-performing, especially if unexpect-
edly, also leads to an increase in hedging provisions, which squeeze the
banks’ profitability and impair their assets, reducing the ability to lend
funding. There is a broad consensus on the view that non-physiological
levels of NPLs ultimately contract credit supply, distort allocation of
credit, worsen market confidence, and slow economic growth (Caballero,
Hoshi, & Kashyap, 2008; Cucinelli, 2015; Kwan & Eisenbeis, 1995; Peck
& Rosengren, 2000). The deliberate and sustainable reduction of NPLs in
the banks’ balance sheets is beneficial to the economy. At the same time, it
is acknowledged that economic recovery is also an important enabler of
bad loan resolution.

The global financial crisis turned the NPL problem once again rele-
vant for the countries in the euro area. Across the European Union, the
stock of NPLs relative to the GDP doubled between 2009 and the end
of 2014 (IMF, 2016). After reaching a minimum of 2.5 % at the end of
2007, the NPL share on total loans to the euro area as a whole reached
a peak of 7.7 % at the end of 2013, then dropped to 6.7 % in mid-2016
thanks to the concrete action of several countries (in particular
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Ireland, Slovenia and Spain) and the slight improvement in the macro-
economic environment. Nonetheless, in some parts of the euro area,
banks still have large exposures to NPLs on their balance sheets. The
share of NPLs is persistently high in some countries such as Cyprus
(47.0 %), Greece (37.0 %), Italy (17.5 %), and Portugal (12.7 %). The
deterioration in the quality of bank assets in the euro area mainly con-
cerns the business sector, especially small and medium-sized enterprises
(SMEs), and the commercial real estate sector (ECB, 2017a).

In the years before the financial crisis, many countries recorded a high
growth of credit and indebtedness of the private sector, often accompanied
by an increase in real estate prices, which made the effects of the financial
crisis even more pronounced (Colombini & Calabro, 2011). In addition
to these cyclical components, however, high NPL shares and their persis-
tence reflect various structural factors in different countries. High corpo-
rate leverage, low productivity and low external competitiveness hinder
investment and business expansion, while public finance weakness increases
the country’s risk premium (Ahamad, Guohui, Ali, & Rehman, 2016;
Cucinelli, 2015). At the same time, the sluggishness of labour market
reforms—aimed at reducing segmentation and increasing flexibility—and
the dynamics of real estate collateral markets in some countries hinder
NPL reduction in the retail segment. Finally, the gaps in the legal frame-
work, in particular the ineffectiveness of foreclosure and insolvency legisla-
tion, together with the limited sharing of data between creditors and the
tax treatment of write-downs, prevent efficient disposal of NPLs.

The fragility of banks’ balance sheets could propagate to the real econ-
omy, where banks with a high share of NPLs have lower lending growth and
apply higher interest rates. A reduction in the NPLs in the euro area would
therefore improve economic growth. The estimates in this regard indicate
that the reduction in NPLs could increase GDP growth by up to two per-
centage points per year (Balgova, Nies, & Plekhanov, 2016; IMF, 2016).

Faced with a possible moderate economic recovery and high levels of
public and private debt (ECB, 2017a), NPLs are unlikely to decline sig-
nificantly in the medium term in the absence of further measures.
Reduction of NPLs requires a broad-based strategy focusing on their
structural determinants (Fell, Grodzicki, Martin, & O’Brien, 2016). An
analysis of historical data shows that banks that have simultaneously under-
taken timely policy actions on budget items and off-balance sheet items,
focusing specifically on targeted portfolio segments considered to be the
main determinants of NPLs, have recorded a substantial decrease of the
latter: it refers to Ireland, Slovenia and Spain, where the share of NPLs
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dropped by 16.7, 5.3, and 3.3 percentage points respectively between
2013 and mid-2016 (ECB, 2017a).

So far, the progress in reducing the level of NPLs has been slow. Despite
some improvement in overall asset quality metrics, progress in reducing
high NPLs to manageable levels remains insufficient in some countries
(ECB, 2017b).

Large stocks of non-performing loans in the bank’s balance sheets in
the euro area continue to offer risks to financial stability. The resolution
of the NPL problem, however, cannot be left to banks and supervisors
alone. Fast policy measures must be implemented to eliminate the struc-
tural barriers that prevent banks to work out and sale bad loans. The
actions in this area should be directed to improve the legal and judicial
systems, in particular regarding the access to guarantees, duration of
recovery procedures and, in general, the legal framework for debt restruc-
turing and the removal of tax disincentives. It is also necessary to develop
a primary and secondary market for impaired loans, possibly in the form of
secure and transparent securitisation, at the euro zone level and at national
level. In this regard, initiatives will also be needed to promote the develop-
ment of a specialised NPL servicing sector, improve quality and access to
data, and eliminate possible tax and legal impediments.

The price of NPLs depends mostly on whether these structures are
effective and efficient. Significant legal and administrative reforms have
been undertaken over recent years in countries with high levels of NPLs to
streamline insolvency proceedings and maximise the recovery of amounts
of NPLs. However, the market continues to provide low valuations of
NPLs that result in large bid-ask spreads, thus preventing large-scale sales.
This special feature highlights the potential role and benefits of co-
investment strategies between the private sector and the state concerning
NPLs. These co-investment strategies may reduce information asymme-
tries between buyers and sellers, thereby enabling transactions that might
otherwise not occur, or facilitate sales at higher prices. In addition, the
schemes proposed are quoted at market levels and may therefore be free of
state aid (Fell, Grodzicki, Martin, & O’Brien, 2016).

8.5  CONCLUSIONS

In a monetary union consisting of several countries with segmented finan-
cial markets, such as the euro area, monetary policy measures are inevita-
bly more difficult to calibrate, more complex to implement, and more
exposed to the risk of producing undesirable side effects.
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Structural factors amplify the constraints of complementarity between
monetary policy and the micro- and macro-prudential policy, boosting the
role of the latter. This is due primarily to the fact that the macro-prudential
instruments used so far are predominantly of banking type and that banks
play a very important role in financing the economy of the euro area.
Secondly, the area is composed of economies with economic and real
estate cycles still relatively heterogeneous. In a context in which monetary
policy cannot take into account this diversity, specific macro-prudential
measures for each country can be used to prevent financial imbalances. It
is evident that, if not properly coordinated, two policies with such strong
interactions can easily come into conflict. This potential conflict requires
institutional arrangements that favour coordination and cooperation
between the two policies. It is evident that if two coordinated policies are
not sufficiently interconnected, they can easily come into conflict. This
potential conflict requires institutional arrangements that foster coordina-
tion and cooperation between the two policies.

During the crisis, monetary policy reacted to economic and financial
shocks with the appropriate medium-term orientation to ensure a solid
anchoring of inflation expectations in line with the goal of keeping infla-
tion rates below, but close to, two per cent in the medium term. This
medium-term orientation implied that monetary policy had to look
beyond short-term movements in prices and remedy the monetary trans-
mission mechanism. To do so, the ECB has used standard and non-
standard measures—between those are the Enhanced Credit Support and
the Securities Markets Programme—to restore the transmission mecha-
nism of monetary policy.

The role of credit supply in the monetary policy transmission has
recently found new focus due to the prominent role of credit development
in the financial crisis.

There is no unitary judgement in the theoretical studies about the criti-
cal interaction of capital requirements with other supervisory rules, while
empirical studies suggest that there is a trade-off between banks’ leverage,
growth, and systemic risk. All capital requirements and loss absorption
measures are necessary, but they are also imperfect tools for achieving
financial stability, and under some circumstances, they may have important
repercussions for lending costs, lending volumes, and ultimately invest-
ment and economic growth. It follows that the specific provisions and the
design of these measures must be evaluated and understood with care and
balance.



MONETARY POLICY, BANKING SUPERVISORY POLICY... 149

In this regard, the main international regulatory initiatives are under
way, such as the expected reform of prudential requirements, the intro-
duction of the Minimum Requirement for own funds and Eligible
Liabilities (MRELSs), and the entry into force in 2018 of the new account-
ing standard on the valuation of financial instruments (IFRS 9). In the
implementation of these measures, in addition to long-term expected ben-
efits, their short-term costs must also be taken into account.

In Europe, supervisory and political authorities felt that the answer to
the crisis was to increase the capital strength of the banks. Despite the
significant results obtained, it is evident that the recapitalisation was a nec-
essary condition, but not sufficient to solve the other problems that remain
open—first, the one relating to the management of non-performing
loans—requiring adequate structural responses geared to real recovery
and economic growth.
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CHAPTER 9

Capital Raising in Furopean Banks

Antonelln Cappiello and Paola Fervetti

9.1 INTRODUCTION

The continuing tension in the European financial markets is accompanied
by the requests by the competent authorities to strengthen the capital base
of the European banks. Several initiatives have been carried out to this end
during the recent years. This chapter aims at describing the various steps
of the recapitalisation process of the European banking system.
Additionally, the chapter gives an overview of recapitalisation operations
for a sample of European banks during the period 2012-2016. The analy-
sis is designed to assess whether the capital increase genuinely contributed
to the soundness of banks or whether a more balanced solution would be
to focus jointly on different drivers to achieve this goal, i primis the
improvement of the risk management and efficiency.

9.2 EBA RECOMMENDATIONS

Taking into account the continuing tension in the European financial mar-
kets, as well as the resulting measures to restore confidence in the EU bank-
ing sector, on 26 October 2011, members of the European Council came
to an agreement on the necessity to strengthen the capital base of the banks.
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In implementing the agreement, on 8 December 2011, EBA issued a
Recommendation referring to 71 major European banks. In particular,
the national supervisory authorities were required to ask intermediaries,
where necessary, to create an exceptional and temporary capital buffer (set
by Core Tier 1/RWAs), to be brought to 9% by the end of June 2012,
after having taken into account capital requirements deriving from the
assessment of sovereign exposures, reflecting market prices as of 30
September 2011.

The request to set up a capital buffer had two objectives: (1) to reduce
the risk perceived by investors on the soundness of the banks (counter-
party risk), heightened by the acute tensions of sovereign debt, and to
restore market confidence in the banking sector, and (2) to create an addi-
tional capital buffer to allow banks to cope with possible shocks while still
financing the real economy.

The exceptional and temporary nature of the buffer was due to the fact
that it was only to be maintained until the 2011 Recommendation had
been revoked or amended. This happened on 22 July 2013, when the
EBA published a new Recommendation, which exceeded and abolished
the previous one, requiring the competent authorities to assess the banks’
recapitalisation plans for the transition towards the full implementation
and application of CRDIV-CRR /2013, taking into account the gradual
implementation of new requirements while considering the impact of
stressful situations on the feasibility of the plans.

Although the market conditions had improved since the EBA issued
the first Recommendation, the preservation of a transitional level of capital
became necessary and was justified by the increasing volatility of the finan-
cial market. Therefore, credit institutions were then required to preserve
their capital levels and thus maintain a nominal amount of the Core Tier 1
ratio, denominated in the reference currency (e.g. the euro) correspond-
ing to the amount of capital needed to meet the requirements of the 2011
Recommendation, accounting for the 9% of the RWAs.

Following a decision by the Board of Supervisors on 15 December
2014, the EBA Recommendation of July 2013 was abrogated, because
since 2011 many EU banks have significantly strengthened their capital
position and have already shown that they were able to meet the fully
loaded minimum capital requirements set by CRDIV-CRR /2013, includ-
ing the capital conservation buffer.

In regard to the first EBA Recommendation, it is important to empha-
sise, first, that the underlying exercise was not a stress test and therefore
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did not attempt to quantify potential losses in an adverse scenario caused
by exposures to sovereign issuers of public debt securities. Conversely, it
originated from the assessment of such exposures at market prices (mark-
to-market), in order to understand the differences between the amounts
entered in the financial statements to be covered by the creation of tem-
porary capital reserves.

To meet the capital objective, banks had to first use private resources,
which could have potentially come from retained earnings, reduced bonus
payments, new issuance of common equity, contingent capital and liability
management measures.

There were 71 banks that participated in the exercise (large European
banks). Of these, only 37 showed a shortfall of €115 bln, of which three
(Dexia, France /Belgium; Volksbank, Austria; and WestLB, Germany) had
undergone a deep restructuring, six Greek banks were subject to a specific
national Programme, and one (Bankia, Spain) started restructuring. In the
end, 27 remained, with a total shortfall of €76 bln.

The shortfall was to be covered by the end of June 2012, through the
issuance of higher-quality capital elements and by a series of limited actions
meant to reduce the RWAs without affecting the lending flows to the real
economy. Therefore, the banks implemented the necessary measures to
comply with the Recommendation by submitting their capital plans to the
national supervisory authorities in coordination with EBA by 20 January
2012.

On 3 October 2012, EBA published a report that presented the final
results based on the data provided by banks, on the basis of financial state-
ments up to 30 June. The vast majority of participating banks showed a
Core Tier 1 ratio of more than 9%, including the 27 banks which had
presented a capital deficit, due to a complete recapitalisation they carried
out, for an amount of €115.7 bln (EBA, 2012).

Overall, taking into account the capital strengthening of the 34 sample
banks that did not show an initial shortfall, and of the capital injection
already implemented into the Greek and Spanish banks involved in the
exercise, capital increases of more than €200 bln from December 2012 to
June 2012 were recorded. Compliance with the Recommendation was
mainly obtained through direct capital measures (retained earnings, new
capital issuances, and liability management measures) and, to a lesser
extent, through actions that influence RWAs. Particularly, the 27 banks
addressed their recapitalisation of €115.7 bln for €83.2 bln through direct
capital measures equal to 72% of the amount of the recapitalisation, and
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€32.5 bln through measures that affected RWAs, by reducing them, which
represented the remaining 28% of the recapitalisation amount. This led to
a surplus of €39.9 bln on the initial deficit, and therefore, the capital mea-
sures used by the banks were more than sufficient to cover the initial defi-
cit and reach the 9% objective of the Core Tier 1 ratio. Compared to
September 2011, the 27 banks increased their core capital by 12.6%.

With reference to the other 34 banks that participated in the capital
exercise but did not show any initial shortfall, the Core Tier 1 positions up
to 30 June 2012 increased by €47 bln, which were divided as follows:
€37 bln through measures of direct capital and €10 bln through impacts
on RWAs.

Another aspect that deserves to be analysed is related to the changes in
the capital positions of the banks participating in the capital exercise at the
end of June. The final report demonstrated that the average Core Tier 1
ratio, after accounting for the buffer against sovereign exposures of the 61
banks, increased to 10.7% with the following breakdown: the 27 banks
with an initial deficit reported an average Core Tier 1 ratio of 9.7%; the
other 34 banks reported an average Core Tier 1 ratio of 11.5%.

Although the external environment continued to be very complex,
recapitalisation helped to strengthen the capital base of the banking sys-
tem as a whole and put the banks in a stronger position to continue lend-
ing to the real economy. The EBA Recommendation, as part of a
comprehensive set of policy measures, proved therefore to be a necessary
step towards restoring confidence in the EU banking system.

However, the exercise carried out by EBA presented some weak points,
as well as aspects that can be criticised, particularly in regard to methodol-
ogy and equal treatment of banks operating in different countries.

As far as methodological issues are concerned, the first critical point is
that the exercise was based on a capital ratio consisting of variables (both
numerator and denominator) calculated on a non-homogeneous basis in
different European countries. In particular, the RWAs calculation was
based on internal risk assessment models defined by individual banks and
subject to validation procedures that may vary greatly between European
countries.

A second methodological aspect concerns the application of mark-to-
market to the entire portfolio of government securities (including those
held until maturity, thus making the approach too stringent) and to the
government security exposure of all eurozone countries and not only to
the exposures of those countries really exposed to the sovereign debt crisis.
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This circumstance was, in fact, beneficial for the German and French banks
whose capital gains on the relevant exposures towards the government
securities of their respective countries generated significant savings in
terms of capital absorption.

With regard to the second type of issues (the equal treatment of banks
operating in different countries), one element concerns the diversity of the
business profile of the institutes involved in the EBA exercise. In fact, the
regulation on capital requirements subjected the credit risk to a much
more severe and rigorous treatment than the market risk. In calculating
the capital ratios, this could penalise banks that concentrate more on the
traditional banking business of lending to households and enterprises,
such as Italian banks, compared to those orientated more in trading and
investment banking.

Finally, a general aspect that gave rise to doubts and concerns among
banks involved the setting of a particularly high threshold of a 9% Core
Tier 1 ratio (higher than the 7% foreseen by Basel I1I). Even though we
assume there was homogeneity among countries in the Core Tier 1 ratio
calculation methodology, a 9% threshold was very high, as it required
banks to make considerable efforts in order to obtain new resources in a
context of strong market turmoil and uncertainty in the regulatory
framework.

Additionally, a major increase in the Core Tier 1 ratio during a reces-
sion phase could have had profound pro-cyclical effects, as it would have
forced banks, which could not gather new resources, to reduce their credit
supply, accelerating the cycle trend; it would have been an opposite
approach to that of the countercyclical buffer of Basel III.

9.3 COMPREHENSIVE ASSESSMENT: RATIONALES
AND FEATURES

The economic slowdown and tensions in the international financial mar-
kets have had significant impacts on banks and consequently on the pro-
cess of lending to the real economy. To restrict the scope of the negative
phenomena, the supervisory authorities in Europe have adopted specific
measures to enhance banks’ soundness, especially through significant capi-
tal increases.

From the beginning of the financial crisis to the end of 2013, the rais-
ing of capital from the banks of the euro area amounted to about EUR
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225 billion, to which 275 billion curo should be added in terms of state
aid, for a total amount of more than 5% of the GDP of the area.
Nevertheless, certain elements of weakness persisted, worsened by con-
cerns about the overall riskiness of banks. In this context, the ECB has
planned a comprehensive assessment regarding the robustness of the bal-
ance sheets and the risk profile of the European banking sector in view of
the beginning, at the end of 2014, of the Single Supervisory Mechanism.
In view of the European Banking Union and, in particular, in order to
evaluate the adequacy of capital levels of the European banks, the ECB has
carried out, in the period from November 2013 to October 2014, a com-
prehensive check-up on the balance sheets of banks. This assessment has
involved 130 banks (with 120 significant ones) of 18 member states, rep-
resenting approximately the 85% of the total assets of the euro area.

Among the objectives of the comprehensive assessment, we may note
the quality improvement of the information available on the situation of
banks (transparency), the identification of possible corrective actions to
deal with capital shortfalls (correction), and the assurance of solidity and
reliability of banks (strengthening of confidence).

The comprehensive assessment, innovative in scope and complexity,
was conducted with a single methodology defined by the ECB at the
European level with the aim of ensuring the level playing field. With a view
to a unified banking system at the regulatory level, it is in fact essential to
ensure banks the same treatment in order not to create distortions.

The comprehensive assessment has been structured in three main and
complementary steps: (1) supervisory risk assessment, (2) asset quality
review (AQR), and (3) stress test.

To determine the quantitative outcome of the exercise, a reference
parameter was used for the Common Equity Tier 1 ratio, providing for the
AQR and the baseline scenario of the stress test a minimum threshold of
8%, higher than the minimum requirement provided by Basel 111 (4.5%, as
it is increased by 2.5% on the grounds of capital conservation buffer) and
a further 1% to take account of the systemic relevance of significant banks.
For the adverse stress test scenario, the threshold has been instead lowered
to 5.5%.

In case banks had not reached the minimum requirements, they were
asked to take corrective measures to be implemented in six months as
regards the shortfalls related to the AQR or in the baseline scenario, and
nine months in the case of shortfalls of the adverse scenario.
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The capital shortfall should be filled with capital injections, and in the
case of their inadequacy or delayed availability, it is possible to resort to
public intervention. Other corrective measures planned were based on the
reconfiguration of funding and the disposal of non-core assets.

For the AQR, a risk-based approach was adopted in order to focus on
the individual balance sheet items considered too risky or not very
transparent.

The AQR was articulated in three phases:

1. Selection of portfolios, that is, the identification of groups of loans
or securities uniform per type of counterparty and risk degree.

2. Execution, which involved a series of accounting control activities,
including the validation of data integrity, the sampling of exposures,
the on-site document revision, the evaluation of the guarantees, and
the recalculation of the provisions.

3. Data collection, which has aimed to ensure the consistency of the
results so that they were comparable.

Regarding the stress test, as a tool used by the supervisory authorities
to assess the resilience of the intermediaries upon the occurrence of par-
ticular scenarios (even extreme and hardly probable, though plausible),
the ECB has decided to carry out this test to assess how the European
banking system would respond to particular stress situations and subse-
quently propose appropriate corrective actions to return the sector to a
situation of equilibrium.

In the context of comprehensive assessment, the stress test has intended
to provide a perspective view of the solvency capacity of the banks on the
basis of two assumptions, baseline and adverse scenario, using and also
integrating the information of the AQR.

In the stress test, the reference parameter was also the CETI ratio,
which, as it has already been said, in the baseline scenario was to remain
above the threshold of 8%, whereas in the adverse scenario this threshold
was reduced to 5.5%.

The stress scenarios have considered the evolution of a series of key vari-
ables, including economic growth, inflation, and long-term interest rates,
and the evolution of the prices of real and financial assets. The assumptions
concerning these variables have represented, then, the external framework
of reference for the banks. The robustness of the bank balance sheets was
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also assessed with reference to a vast collection of losses arising from the
investment risks (e.g. credit, sovereign, market) and refinancing.

The projections of the banks were subjected to requirements defined in
a centralised manner, in order to ensure prudence and high-quality results.
For example, it has been assumed that the total value of exposures, the
maturity, and the combination of products remained unchanged in the
horizon of the stress test (static balance sheet assumption). The values
considered, therefore, were those entered in the balance sheet at 31
December 2013, without taking account of any measures to strengthen
capital undertaken by banks during 2014. Any shortfall of a bank arising
out of the exercise was therefore identified in the maximum value that
emerged from the AQR, baseline or adverse stress test, and not from the
actual capital needs of the bank. The static balance sheet assumption, on
the other hand, has increased the severity of the financial year because it is
assumed that the banks could not undertake actions of risk mitigation
such as the recomposition of the balance sheet towards less risky activities
that absorb less capital.

As it has already been mentioned, the stress tests were integrated with
the results arising from the AQR; the main integrations have focused on
the amount of the initial stock of performing and non-performing expo-
sures, risk parameters, and capital available to the bank in order to cope
with the additional losses expected in the stress time horizon. This had
particular importance in case the review of the asset quality had high-
lighted the need for additional provisions, because they would have
required to slash the starting value of the assets used in the stress test and
would have increased the estimates of loss along the time horizon of the
exercise (2014-2016).

Finally, as it was for the AQR, the robustness of the results of the stress
test was assessed by means of a rigorous process of quality assurance. This
was meant to verify both the correct application of the methodology and
the degree of consistency between the results presented by the banks and
the shocks assumed.

9.3.1 The Main Results of the Comprehensive Assessment

As already noted, the comprehensive assessment was completed on 26
October 2014, in conjunction with the full assumption of supervisory
powers by the ECB, which took place on 4 November. The following are
the main results (ECB, 2014).
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As regards the AQR, it coincided with a detailed analysis of over 800
specific portfolios, corresponding to 57% of the RWAs of banks. This has
led, among other things, to examine over 119,000 borrowers, to verify
the assessment of approximately 170,000 guarantees, to develop 765
models to “refute” internal estimates of provisions and the reassessment of
over 5,000 among the most complex exposures at fair value.

As a result of the AQR, the adjustments made to the accounting values
of the assets of the banks participating on 31 December 2013 amounted
to 47.5 billion euros. Furthermore, the outstanding amounts of the NPLs
for participating banks have increased by 135.9 billion euros, because the
definition of NPLs, traced back on a harmonised and comparable frame-
work, also included the assessment of forbearance.

In addition to generating adjustments of the accounting values, the
results of the AQR have also been used for the projection of the capital
adequacy of banks in stress test scenarios (join up). According to the projec-
tions of the adverse scenario, the capital of banks fell by about 215.5 billion
euros (22% of capital held), divided into 33.8 billion due to the AQR and
181.7 billion due to the stress test. A further decrease (equal to 47.2 bil-
lion) was due to the increase of the RWAs. Taking this into account, the
overall reduction of capital was 262.7 billion euros in the adverse scenario.

In percentage terms, the reduction of capital stood at 2.5%, divided
into 0.4% due to the AQR and 2.1% due to the stress test, whereas the
impact of the rise of the RWAs stood at 0.8%, due almost entirely to the
stress test. Consequently, the average Common Equity Tier 1 ratio fell
from 11.8% at the end of 2013 to 8.4% at the end of 2016.

Another aspect to consider concerns the comparison of solvency ratio
projections of the various banks with the threshold defined by the exercise
(CET1 at 8%). Twenty-five banks out of 130 (Table 9.1) showed an over-
all capital shortfall of 24.62 billion euros.

94  Tue Stress Test or 2016

The stress test carried out by the EBA in 2016 was aimed primarily at
identifying the vulnerability of the European banks and indicating sustain-
able solutions, providing support to the supervisory assessments with
regard to bank capitalisation plans in the medium term. Unlike preceding
stress test (2011 and 2014), the stress test of 2016 is not of a pass/fail
type, in that it does not establish a minimum threshold of capital to be
respected through the activation of capital strengthening measures. The
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Table 9.1 Banks and shortfalls

Banks CETI1 ratio  Capital shortfull  Capital Capital
adverse (bin €) raised  shortfull post
scenario (bin €)  capital raised

(bin €)
1  Monte dei Paschi di Siena -0.1% 4.25 2.14 2.11

(IT)

2 Eurobank (GR) —6.4% 4.63 2.86 1.76
3 Banco Comercial Portugues  3.0% 1.14 -0.01 1.15

(PT)

4 National Bank of Greece —-0.4% 343 2.50 0.93

(GR)

5  Oesterreichischer 2.1% 0.86 0.00 0.86

Volksbanken-Verbund (AT)

6  Permanent tsb (IE) 1.0% 0.85 0.00 0.85
7 Banca Carige (IT) —2.4% 1.83 1.02 0.81
8 Dexia (BE) 5.0% 0.34 0.00 0.34
9  Banca Popolare di Vicenza 3.2% 0.68 0.46 0.22

(IT)

10 Hellenic Bank (GR) —-0.5% 0.28 0.10 0.18
11 Banca Popolare di Milano 4.0% 0.68 0.52 0.17

(IT)

12 Nova Ljubljanska Banka (SI)  5.0% 0.03 0.00 0.03
13 Nova Kreditna Banka 4.4% 0.03 0.00 0.03

Maribor (SI)

14 Cooperative Central Bank -8.0% 1.17 1.50 0.0

%)

15 Bank of Cyprus (CY) 1.5% 0.92 1.00 0.0
16 Veneto Banca (IT) 2.7% 0.71 0.74 0.0
17 Banco Popolare (IT) 4.7% 0.69 1.76 0.0
18 DPiracus Bank (GR) 4.4% 0.66 1.00 0.0
19 Credito Valtellinese (IT) 3.5% 0.38 0.42 0.0
20 Banca Popolare di Sondrio 4.2% 0.32 0.34 0.0

(IT)

21 Miinchener 2.9% 0.23 0.41 0.0

Hypothekenbank (DE)

22 AXA Bank Europe (BE) 3.4% 0.20 0.20 0.0
23 Caisse de Refinancement de 5.5% 0.13 0.25 0.0

I’Habitat (FR)

24 Banca Popolare dell’Emilia 5.2% 0.13 0.76 0.0

Romagna

25 Liberbank 5.6% 0.03 0.64 0.0

Totals 2.1% 24.62 18.59 9.47

Source: ECB (2014)
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results have shown only one element for the quantification of the capital
of Pillar 2 as a result of the Supervisory Review and Evaluation Process
(SREP) in which the supervisory authority examines the individual risk
profiles and the levels of capitalisation of banks.

Similarly to the exercises conducted in the past, the EBA has main-
tained the static balance sheet principle. Therefore it did not take into
account any capitalisation measure adopted after 31 December 2015.

The stress test is based on a common methodology and scenarios and
was accompanied by harmonised models that captured the starting data
and the results of the stress tests in order to allow a rigorous assessment
and a comparison between the participating banks. There were 51 banks,
representing approximately 70% of the total assets of the euro area, thus
located: 37 in the euro area and 14 in Denmark, Hungary, Norway,
Poland, Sweden, and the United Kingdom.

The news of the 2016 stress test also focused on the types of risk consid-
ered. In addition to market and credit risk and the cost of funding, it con-
sidered (1) the contract risk, that is, the risk that fraudulent behaviour may
determine penalties or costs for the bank; (2) the currency risk, which refers
to the impact of currency oscillations on the quality of credit in foreign cur-
rency; and (3) the interest rate risk, which assesses the influence of zero or
negative interest rates on the profitability of the bank (ESRB, 2016).

The approach followed was a bottom-up type, in which the banks are
required to project the impact of well-defined scenarios, subject however
to strict constraints as well as a thorough examination by the competent
authorities.

The simulation was carried out based on the data of the balance sheet
at the end of 2015, and the common macroecconomic scenarios were
applied in a three-year time period from the end of 2016 to the end of
2018. For the assumptions of the baseline scenario (formulated by the
European Commission) and for the adverse scenario (defined by the
European Systemic Risk Board—ESRB), refer to Table 9.2.

As a result of the substantial efforts made since 2011 to strengthen the
capital base of the EU banking system, the starting point for the 2016
stress test was an average ratio of the CET1 of 13.2% at the end of 2015
(12.6% fully loaded), which represents a capital situation that is much
more robust as regards the previous stress tests. From December 2013 to
December 2015, in fact, the CET1 capital on a transitional basis increased
by approximately 180 billion euros for the banks analysed and over
260 billion euros compared to December 2010.
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Table 9.2 Macroeconomic scenarios (percentage values)

Baseline scenario Deviation Adbverse scenario

2016 2017 2018 2016 2017 2018 2016 2017 2018

Real GDP growth rate
European Union 2.0 2.1 17 -32 -33 -10 -12 -13 0.7
Euro area 1.8 1.9 17 -28 =32 -11 -10 -13 0.6
Inflation rate
European Union 1.1 1.6 20 -20 -19 -21 -09 -02 -02
Euro area 1.0 1.6 19 -19 -17 -19 -09 =01 -0.1
Unemployment rate
European Union 9.2 8.9 8.9 0.7 1.9 2.8 99 108 11.6
Euro area 10.6  10.3 10.1 0.4 1.4 23 11.0 11.7 124

Source: own processing on the European Systemic Risk Board data (ESRB, 2016)

The impact of the adverse scenario has brought the CET1 ratio of banks
from 13.2% to 9.4% at the end of 2018. This decrease was determined
mainly by a capital reduction of 269 billion euros, even if on the other hand
the RWAs grew by 10% with an impact on the CET1 ratio of 120 percent-
age points. Since a part of the decline has been led by the transitional provi-
sions of the requirements of the CRDIV/CRR during the projection
period, the impact on the fully implemented baseline was less: the fully
loaded CETT ratio in fact decreased from 12.6% in 2015 to 9.2% in 2018.

The main driver of the impact of the adverse scenario is given by the
losses on loans equal to —349 billion euros, with a negative impact of 370
baseline points on the CETI ratio. The other losses are attributable to
operational risk, with a negative impact of 110 baseline points (equal to
—105 billion euros), mainly driven by conduct risk (=80 baseline points,
—71 billion euros) and market risk in all portfolios, including counterparty
risk (=98 billion euros, equal to —100 baseline points). Positive or nega-
tive effects on capital decrease are also derived from a combination of
other factors such as net interest income, fees and commissions, and
administrative costs.

In the adverse scenario, therefore, the capital fell by an average of 3.8
percentage points, in a greater variation than that of 2.6 percentage points
in the 2014 stress test. The difference is in part attributable to the more
rigorous methodology adopted and the greater severity of the adverse sce-
nario, this time also projected on a horizon of three years and the static
balance sheet assumption. Thanks to a higher level of capital and other
improvements made from 2014, the final ratio of CET1 in the adverse
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scenario has nevertheless reached on average 9.2%, exceeding the 8.5% of
2014. With one exception (Monte dei Paschi di Siena), all banks have
shown CET1 levels well above the reference parameter of 5.5% used in
2014 for the adverse scenario assumption, to attest to the solidity of over-
all capitalisation levels of the banks examined.

9.5 SOME EVIDENCE FROM A SAMPLE
OF EUROPEAN BANKS

After having outlined the various steps of the bank recapitalisation process
required by the European authorities, it is helpful to analyse a sample of
banks in order to investigate the sequence of actions undertaken to rein-
force the bank’s capital base.

We therefore examined a sample period extending from 2012 to 2016,
investigating the first five banks found to be the best (DNB Bank, NV
BNG, Svenska Handelsbanken, Swedbank, NRW.Bank) in the framework
of the 2016 EBA stress test and the five worst banks (MPS, Banco Popular,
UniCredit, Allied Irish Bank, Deutsche Bank).

In the following tables, we report for each bank the capital composition
for each year considered. For this purpose, the data presented refer to the
Common Equity Tier 1, to the Additional Tier 1, to Tier 1, to Tier 2, and
to the Total Capital, as well as to the risk-weighted assets for determina-
tion of the respective ratios (Tables from 9.3 to 9.12).

Table 9.3 MPS: own funds (thousands) and ratios

2012 2013 2014 2015 2016
Common Equity Tier 6,607,509 8,503,145 5,353,399
1 (CET1)
Additional Tier 0 598,309 0
1(AT1)
Tier 1 8,917,368 8,973,104 6,607,509 9,101,454 5,353,399
Tier 2 4,164,247 3,865,560 3,292,608 2,196,269 1,463,924
Total Capital 12,799,835 12,838,664 9,900,117 11,297,723 6,817,323
RWAs 92,828,000 84,499,150 76,220,330 70,828,477 65,521,653
CET]1 capital ratio 0.00% 0.00% 8.67% 12.01% 8.17%
Tier 1 capital ratio 9.61% 10.62% 8.67% 12.85% 8.17%
Total capital ratio 13.79% 15.19% 12.99% 15.95% 10.40%

Source: own processing (Annual Reports)
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Table 9.4 Banco Popular: own funds (thousands) and ratios

2012 2013 2014 2015 2016
Common Equity Tier 9,217,569 9,974,748 7,808,140
1 (CET1)
Additional Tier 1(AT1) 0 0 0
Tier 1 9,099,553 9,658,894 9,217,569 9,974,748 7,808,140
Tier 2 688,562 219,965 365,303 546,124 655,167
Total Capital 9,788,115 9,878,859 9,582,872 10,520,872 8,463,307
RWAs 88,756,823 80,607,207 80,112,663 76,087,403 64,372,232
CET]1 capital ratio 0.00% 0.00% 11.51% 13.11% 12.13%
Tier 1 capital ratio 10.25% 11.98% 11.51% 13.11% 12.13%
Total capital ratio 11.03% 12.26% 11.96% 13.83% 13.15%
Source: own processing (Annual Reports)
Table 9.5 UniCredit: own funds (thousands) and ratios
2012 2013 2014 2015 2016
Common Equity 41,997,688 41,375,158 31,537,202
Tier 1 (CET1)
Additional Tier 3,501,611 3,544,906 3,467,648
1(AT1)
Tier 1 48,868,274 42,737,233 45,499,299 44920,064 35,004,850
Tier 2 14,342,603 14,913,926 9,357,508 106,586,616 10,144,917
Total Capital 62,018,395 57,651,159 54,856,807 55,578,680 45,149,767
RWAs 427,126,757 423,738,575 409,222,601 390,598,859 387,135,931
CET]1 capital ratio 0.00% 0.00% 10.26% 10.59% 8.15%
Tier 1 capital ratio 11.44% 10.09% 11.12% 11.50% 9.04%
Total capital ratio  14.52% 13.61% 13.41% 14.23% 11.66%
Source: own processing (Annual Reports)
Table 9.6 Allied Irish Bank: own funds (thousands) and ratios
2012 2013 2014 2015 2016
Common Equity Tier 1 (CET1) 9,717 9,285 10,307
Additional Tier 1(AT1) - 494 485
Tier 1 10,755 8926 9717 9779 10,792
Tier 2 1910 1410 1008 1269 980
Total Capital 12,591 10,336 10,725 11,048 11,772
RWAs 71,417 62,395 59,114 58,549 54,235
CET]1 capital ratio 0.00% 0.00% 16.44%  15.86%  19.00%
Tier 1 capital ratio 15.06% 14.31% 16.44% 16.70%  19.90%
Total capital ratio 17.63% 16.57% 18.14% 18.87% 21.71%

Source: own processing (Annual Reports)
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Table 9.7 Deutsche Bank: own funds (thousands) and ratios

2012 2013 2014 2015 2016

Common Equity Tier 1 (CET1) 37,957 38,534 60,103 52,429 47,782

Additional Tier 1(AT1) 12,526 12,182 3794 5793 7703
Tier 1 50,483 50,717 63,898 58222 55486
Tier 2 6532 4747 4395 6299 6672
Total Capital 57,015 55464 68,293 64,522 62,158
RWAs 333,605 300,369 396,648 397,382 356,235
CETI capital ratio 11.38%  12.83%  15.15%  13.19%  13.41%
Tier 1 capital ratio 15.13% 16.88% 16.11% 14.65%  15.58%
Total capital ratio 17.09%  18.47%  17.22%  16.24%  17.45%

Source: own processing (Annual Reports)

Table 9.8 DNB Bank: own funds (thousands) and ratios

2012 2013 2014 2015 2016

Common Equity Tier 1 (CET1) 103,047 114,770 129915 150,889 163,388
Additional Tier 1(AT1) 3162 3515 4028 10,267 17,471
Tier 1 106,209 118,285 133,944 161,156 180,860
Tier 2 15,740 21,165 24,115 27,887 26,851
Total Capital 121,949 139,450 158,058 189,043 207,711
RWASs 984,137 1,004,716 1,038,396 1,056,731 1,040,888
CET1 capital ratio 10.47% 11.42% 12.51%  14.28%  15.70%
Tier 1 capital ratio 10.79% 11.77% 12.90%  15.25%  17.38%
Total capital ratio 12.39% 13.88% 15.22% 17.89% 19.96%

Source: own processing (Annual Reports)

Table 9.9 NV BNG: own funds (thousands) and ratios

2012 2013 2014 2015 2016

Common Equity Tier 1 (CET1) 2770 2988 3200
Additional Tier 1(AT1) - 424 733
Tier 1 2576 2806 2770 3412 3933
Tier 2 - 4 - - -

Total Capital 2576 2810 2770 3412 3933
RWAs 11,729 11,530 11,681 12,797 12,328
CET]1 capital ratio 0.00% 0.00% 23.71%  23.35%  25.96%
Tier 1 capital ratio 21.96% 24.34% 23.71%  26.66%  31.90%
Total capital ratio 21.96%  24.37%  23.71%  26.66%  31.90%

Source: own processing (Annual Reports)
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Table 9.10 Svenska Handelsbanken: own funds (thousands) and ratios

2012 2013 2014 2015 2016
Common Equity Tier 1 (CET1) 89,535 98,084 100,535 115,240
Additional Tier 1(AT1) 10,602 8,043 11,933 12,768
Tier 1 102,333 100,137 106,127 112,468 128,008
Tier 2 5487 269 16,731 16,021 16,225
Total Capital 101,879 100,406 122,858 128,489 144,233
RWAs 1,006,219 1,016,192 480,388 473,132 458,787
CET]1 capital ratio 0.00% 8.81% 20.42% 21.25% 25.12%
Tier 1 capital ratio 10.17% 9.85% 22.09% 23.77%  27.90%
Total capital ratio 10.12% 9.88% 25.57% 27.16%  31.44%
Source: own processing (Annual Reports)
Table 9.11 Swedbank: own funds (thousands) and ratios
2012 2013 2014 2015 2016
Common Equity Tier 1 (CET1) 80,697 84,606 87,916 93,926 98,679
Additional Tier 1(AT1) 6270 4009 4998 10,624 14,281
Tier 1 86,967 88,615 92914 104,550 112,960
Tier 2 7082 2157 12,674 13,269 12,229
Total Capital 91,155 90,772 105,588 117,819 125,189
RWAs 464,339 451,931 414,214 389,098 394,135
CET]1 capital ratio 17.38%  18.72%  21.22%  24.14%  25.04%
Tier 1 capital ratio 18.73%  19.61%  22.43% 26.87%  28.66%
Total capital ratio 19.63%  20.09%  25.49%  30.28%  31.76%
Source: own processing (Annual Reports)
Table 9.12 NRW.Bank: own funds (thousands) and ratios
2012 2013 2014 2015 2016
Common Equity Tier 1 (CET1) 18,254 18,384 18,393
Additional Tier 1(AT1)
Tier 1 16,655 17,091
Tier 2 1833 2033
Total Capital 18,488 19,124 19,991 20,063 20,023
RWAs 41,710 38,825 45,528 43,171 44,044
CET1 capital ratio 0.00% 0.00% 42.58%  41.76%
Tier 1 capital ratio 39.93% 44.02%  0.00% 0.00% 0.00%
Total capital ratio 44.33%  49.26% 4391% 46.47%  45.46%

Source: own processing (Annual Reports)
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Focusing on the period 2014-2016 and on the main capital ratio, the
CET1 ratio, it is clear that among the five best banks, NRW.Bank showed
extremely high levels of capitalisation as compared to the other four, which
were, additionally, characterised by a fairly low degree of variability. On the
other hand, MPS was among the five worst banks, with a CET1 which, in
2016, showed a markedly decreased CET1 as compared to 2015 (Fig. 9.1).

The critical condition of some positions is further confirmed by the
analysis conducted with regard to the values of the CET1 ratio considered
in the adverse scenario of the 2016 stress test (Fig. 9.2).

The general result of the analysis we carried out shows the greater
weakness of the Italian banking system as compared to the great European
countries. In particular, MPS, at the end of the simulation period, was the
only bank with a negative CET1 (-2.23%) among those examined. The
overall situation of the bank is adversely affected by the high level of NPLs,
which exposes MPS to a potentially strong risk in the event of an eco-
nomic crisis, such as that simulated by the stress test. This means that in
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Fig. 9.2 CET]I ratio (2018 adverse scenario)

such a case the bank would be insolvent and would therefore have to be
saved or forced into bankruptcy.

Discussion has long revolved around the issue of how to achieve a
definitive solution of the bank’s situation. The MPS management and the
Italian government have proposed a variety of solutions (for a more exten-
sive overview of the MPS question, see Box 9.1), focusing attention on
recapitalisation operations.

Box 9.1 MPS recapitalisation

The adverse scenario of the 2016 stress test, as we have seen, shows
for the end of 2018 a significant worsening with regard to MPS capi-
tal, with a CET1 ratio equal to —2.23%. In the basic scenario, on the
other hand, the CET1 ratio would have been around 12.2%, funda-
mentally in line with the value of the ratio at the reference date of the
time period considered (31 December 2015). Partly also on the
basis of these results, the ECB has asked MPS to adopt suitable mea-
sures to solve the bank’s problems and, in particular, that of the
quality of credit.
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The plan set up by the bank to address this issue (“Project Charles”)
has not been completed because it has not been possible to raise
funds in the market in order to complete the recapitalisation.

On 23 December 2016, the Italian Government adopted the Law
Decree n. 237 /2016 containing measures involving state aid for the
liquidity and capital of banks. This measure was designed to avoid
the eventuality that the hypothetical difficulties of a bank (such as
those emerging from a stress test) could translate into genuine dif-
ficulties, with consequences for the bank itself and for the overall
stability of the financial system.

On the same date, MPS requested special liquidity support mea-
sures (i.c. state guarantees for new issues of debt); on 30 December
the bank forwarded to the Ministry of the Economy and Finance,
and also to the ECB and the Bank of Italy, a request for the granting
of precautionary recapitalisation.

It should be noted that as early as 2015, the Single Supervision
Mechanism (SSM) had asked MPS to present a plan for capital
enhancement, which at the time was designed to fulfil the task of
remedying the capital shortfall that had been highlighted by the
comprehensive assessment. The SSM had also asked MPS to under-
take the necessary actions in order to solve the problem of the qual-
ity of credit and to engage in the definitive clean-up and revival of
the group. These actions were to include operations of aggregation,
but this proposal was not performed due to the difficulty of finding
a partner. In June 2015 the bank, upon the authorisation of SSM,
proceeded to carry out a capital increase of three million euros, of
which 1.1 million was appropriated for repayment of state aid
received in 2013 and the remainder to cover the shortfall.

Precautionary recapitalisation, as laid down by the BRRD Directive,
is a measure that can be adopted in order to avoid or to remedy a
severe disorder in the economy of a Member State and to preserve
financial stability. This state support has the nature of a one-off, pre-
cautionary and temporary measure: it can be granted only on condi-
tion that the bank is solvent and that the state intervention is approved
by the European Commission on the basis of the rules on state aid.

The Communication of the EU Commission on state aid to the
banking sector (“Banking Communication”), issued in 2013, allows
state support only after the capital instruments have been converted
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into shares, among which subordinate bonds are included (burden-
sharing principle).

The amount of precautionary capital that a bank may request from
the State is the amount that is necessary to cover the capital require-
ment deriving from the adverse scenario of a stress test.

On 23 December 2016, in the light of the results of the stress tests
that were made known by the EBA in the previous July, the ECB
quantified for MPS a regulatory capital requirement of 8.8 billion,
with reference to the adverse scenario. The amount was determined
as follows: 6.3 billion in order to realign the CET1 ratio with the 8%
threshold (from the —2.23% indicated by the results of the stress test
in the adverse scenario) and 2.5 billion to reach the 11.5% threshold
of the total capital ratio.

9.6 CONCLUSIONS

Our analysis shows an intense process of recapitalisation of the European
banks, also according to the initiatives adopted by the supervisory authori-
ties. Nevertheless, significant weaknesses still exist as in the cases of the
worst banks of our sample. This could mean that although recapitalisation
is of crucial importance, it cannot, alone, restore a situation of equilib-
rium. To this end, what is required is that the capital increase must be
accompanied by more extensive measures, such as interventions concern-
ing the business model, governance, and, mainly, the improvement in risk
management and efficiency. Achieving better risk management and higher
efficiency will create structural premises to reinforce the individual bank
capacity for profit generation in the medium and long term.
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CHAPTER 10

Banking Regulation and Supervision
in the USA

Paola Ferretti

10.1 INTRODUCTION

Regulation and supervision in the USA, similarly to other contexts, con-
stitute two distinct yet complementary activities, without a strict legal
separation.

Regulation defines the framework of rules within which financial inter-
mediaries can carry out their business. Once the rules have been defined,
supervision guarantees that they will be respected: the supervision pro-
vides the necessary assurance that financial institutions will operate in a
safe and sound manner by monitoring, inspecting, and examining them.

Overall, financial regulation aims to protect borrowers and investors
who are participating in financial markets and to mitigate financial instabil-
ity. US banking regulation is traditionally focused on prudence.

This chapter aims to outline the distinctive elements of banking regula-
tion and supervision in the USA, highlighting the structure of the Federal
Reserve System, its main areas of intervention, and the tools utilised to
achieve the above-stated objectives.
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10.2  THE FEDERAL RESERVE SYSTEM, REGULATION,
AND SUPERVISION

The Federal Reserve System supervises and regulates a wide range of
financial institutions and activities. The Federal Reserve works in conjunc-
tion with other federal and state authorities (e.g. the Office of the
Comptroller of the Currency, the Federal Deposit Insurance Corporation,
the Office of Thrift Supervision, and the banking departments of various
states) to ensure that financial institutions safely manage their operations
and provide fair and equitable services to consumers.

Particularly, the Federal Reserve is responsible for supervising and reg-
ulating certain segments of the US financial sector to ensure safe and
sound business practices and compliance with existing laws and regula-
tions (Bernanke, 2006; Economic and Monetary Affairs, 2015). The
Federal Reserve performs different tasks designed to promote effective
operation of the economy. Specifically, it carries out monetary policy, pro-
motes stability of the financial system, and seeks to minimise systemic
risks. Additionally, it ensures the safety and soundness of intermediaries
and monitors their impact on the financial system as a whole; it also fosters
payment and settlement system safety and efficiency and supports con-
sumer protection and community development.

The Federal Reserve System was set up in 1913; as the central bank of
the USA, it has three key components: the Federal Reserve Board, the 12
regional Federal Reserve Banks, and the Federal Open Market Committee.

The Federal Reserve Board is an agency of the federal government. It
reports to Congress, which oversees both the Federal Reserve System as a
whole and also its components. The Board provides general guidance for
the system, by guiding all aspects of the Federal Reserve System and all its
activities; furthermore, it oversees the 12 Reserve Banks, sharing with
them the responsibility for supervising and regulating certain financial
institutions and activities.

As operating arms of the Federal Reserve System, the 12 Reserve Banks
are private institutions, non-profit organisations, owned privately by their
member bank intermediaries; they independently appoint boards com-
posed of bankers and local business leaders. Each Reserve Bank operates
within its own geographic area (district) of the USA and gathers informa-
tion about the businesses and the needs of local communities in its
region; these data are then factored into monetary policy decisions
and other decisions made by the Reserve Board. Among the specific
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responsibilities of the Reserve Banks, the following (among others) must
be mentioned: supervision of the state member banks (state-chartered
banks that are members of the Federal Reserve System), as well as of bank
and thrift holding companies and non-bank financial intermediaries
regarded as systemically important; lending to depository intermediaries
in order to guarantee adequate levels of liquidity in the financial market;
provision of financial services; examination of financial institutions in
order to guarantee compliance with federal consumer protection and
lending regulations as well as promoting local community development.

Lastly, the Federal Open Market Committee consists of seven members
of the Reserve Board and five Reserve Bank Presidents. The Chair of the
Board is the Chair of the Federal Open Market Committee. Among other
tasks, the Committee opens market operations that set US monetary pol-
icy to promote maximum employment, stable prices, and moderate long-
term interest rates in the US economy.

Hence, the overall purpose of the Federal Reserve is to regulate and
supervise financial institutions. This objective is achieved by setting up
micro-prudential regulation and supervision applied to banks, holding
companies and their affiliates, and also to other intermediaries, including
non-bank financial companies designated to be subjected to prudential
standards. Furthermore, the Federal Reserve engages in macro-prudential
regulation and supervision aimed to promote the stability of the financial
system as a whole. The micro-prudential and macro-prudential approaches
should be considered from a complementary perspective, in the sense that
in an overall perspective, the financial system has greater stability if its
components are sound. It is nevertheless possible to identify several spe-
cific features. On one side, the micro-prudential approach aims to ensure
the safety and soundness of each individual intermediary through in-depth
examination and inspection of the structure, operation, and compliance of
the institution supervised. On the other side, the macro-prudential
approach focuses on the soundness and resilience of the financial system
and therefore seeks to assess how the actions of a given institution can
have an impact on other institutions and on the overall economic and
financial system of the USA. As is known, the macro-prudential approach
became extremely important on a global scale in the wake of the
2007-2009 financial crisis, which made it clear that the financial regula-
tory agencies—including, therefore, the Federal Reserve—must also take
into account risks that can arise on the systemic level, as well as those per-
taining to individual intermediaries (Masera, 2010). A too-narrow focus
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on the soundness of individual financial institutions makes it harder to
detect and mitigate potential threats to financial stability that cut across
many firms and markets (Board of Governors of the Federal Reserve
System, 2016).

However, the traditional approach the Federal Reserve adhered to is
that of micro-prudential supervision, which can be achieved by evaluation
of the risk management system of a given intermediary, and also of its
financial conditions and its compliance with laws and regulations. The
purpose of these assessments is to allow an overall assessment of the stabil-
ity of the single intermediary and its overall risk exposure, the adequacy of
its corporate governance, and the quality of its board of directors and
management; furthermore, such checks may allow identification of the
operative areas where corrective action is required, thus making it possible
for appropriate action to be undertaken.

The Federal Reserve follows a risk-based approach to consolidated
supervision, aiming to identify the greatest risks and the emerging risks
that could endanger the supervised institution. Additionally, the Federal
Reserve’s approach seeks to assess the intermediary’s capacity to identify,
measure, monitor, and control such risks (Flannery, 1998). For the largest
institutions, whose size and operational complexity have considerably
increased over the years, the risk-based approach is carried out mainly
through a continuous process of on-site supervision rather than point-in-
time examinations.

In order to reinforce supervision of the largest and most complex finan-
cial institutions, in 2010 the Federal Reserve set up the Large Institution
Supervision Coordinating Committee (LISCC), entrusted with the task
of coordinating supervisory activities and assessing the conditions of these
operators (Yellen, 2015). Thus every year, LISCC carries out the
Comprehensive Capital Analysis and Review of the largest banks. In the
light of the financial crisis, it was decided that these assessments should be
carried out in order to ensure that every large institution maintains a rigor-
ous, forward-looking capital planning approach which will genuinely con-
sider all the risks undertaken and also to make sure each institution has
sufficient capital to allow continuation of its functions throughout times
of economic and financial distress. Additionally, LISCC performs the
Comprehensive Liquidity Annual Review which is designed to evaluate
the liquidity position and liquidity risk position; finally, LISCC is also
entrusted with performing the Supervisory Assessment of Recovery and
Resolution Preparedness.
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The results of the process of examination or inspection are the object of
a specific report drawn up by the Federal Reserve. The report includes,
among other things, ratings (such as CAMELS, see Sect. 10.4) on an
intermediary’s overall health conditions. If the intermediary is found to
have problems with regard to stability or compliance, the Federal Reserve
is authorised to impose ad hoc corrective measures.

10.3  REGULATION AND SUPERVISION IN THE LIGHT
OF THE FINANCIAL CRISIS

In the light of the 2007-2009 financial crisis (Colombini, 2012a, 2012b),
as already mentioned, the Federal Reserve has defined frameworks and
supervision programmes for the largest and most complex institutions.
Specifically, the Federal Reserve carries out an annual assessment on
whether the large financial firms (e.g. those with $50 billion or more in
consolidated total assets) are sufficiently capitalised to cope with losses
occurring during periods of stress and whether they can, at the same time,
meet their commitments towards their creditors as well as continue to be
active in financing the economy.

The annual assessment described here consists of two programmes: the
above-mentioned Comprehensive Capital Analysis and Review and the
Dodd-Frank Act supervisory stress testing. The latter constitutes a quan-
titative evaluation of the impact of stressful economic and financial market
conditions on financial institutions. It is performed in the framework of
the Dodd-Frank Wall Street Reform and Consumer protection Act (Dodd-
Frank Act passed in 2010 and subsequently modified and integrated) as
well as in harmony with the rules issued by the Reserve Board. The aim of
the programme is to ascertain whether the capital ratios of the intermedi-
aries are likely to undergo significant variations when they are subjected to
stress. The results of this supervisory stress testing not only have the effect
of prompting action in the form of capital planning for individual interme-
diaries, but they also integrate the quantitative assessment that forms part
of the Comprehensive Capital Analysis and Review (Board of Governors
of the Federal Reserve System, 2017).

The Dodd-Frank Act, as a fundamental element of the post-crisis reform
process (Colombini, 2010), has—among other things—confirmed the
importance of the macro-prudential approach to supervision and regula-
tion as a means of reinforcing the financial system and reducing the prob-
ability of future crises and has endowed the Federal Reserve with greater
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responsibilities (Murphy, 2013). These include the task, as mentioned
above, of carrying out an annual supervisory stress test. On the basis of the
Dodd-Frank Act, the institutions subjected to the supervisory stress test are
also required to undergo their own stress tests and to transmit the results
to the Federal Reserve. The supervisory stress tests and the company-run
stress tests, taken together, aim to provide the various stakeholders of the
institution (management, public, supervisors, etc.) with the information
they need in order to be able to understand the possible effect that stress
conditions may have on the institution’s capacity to cope with losses with-
out, at the same time, interrupting its support for the economy.

During the supervisory stress test, the Federal Reserve focuses on bal-
ance sheets, risk-weighted assets (RWAs), net income, and the resulting
post-stress capital levels and regulatory capital ratios. In performing the
test, a set of capital action assumptions prescribed in the Dodd-Frank Act
stress test rules are generally utilised. The projections are based on three
macroeconomic scenarios (baseline, adverse, and severely adverse); the use
of common capital action assumptions and scenarios enhances the compa-
rability of the supervisory and company-run results (Board of Governors
of the Federal Reserve System, 2017).

Finally, it should be noted that in order to underline the relevance of
capital adequacy (further emphasised on the international level by the vari-
ous Basel agreements, against which there are some coordination prob-
lems; see Acharya, 2011; Calandra Buonaura, 2013), the Dodd-Frank Act
establishes a minimum leverage and risk-based requirements on a consoli-
dated basis (Murphy, 2013) for certain institutions (e.g. bank holding
companies, savings and loan holding companies, non-bank financial com-
panies supervised by the Federal Reserve). Certain requirements are also
laid down with regard to liquidity.

As a result of some differences between Basel III and the rules laid
down in the Dodd-Frank Act, concerns may arise insofar as the full effec-
tiveness of the capital requirements (and liquidity standards; Barth,
Prabha, & Wihlborg, 2015) is concerned. Simply stated, it is a question of
solving certain conflicts, such as that pertaining to the rating agencies,
whose role has been confirmed by Basel III but not by the Dodd-Frank
Act. Failure to solve such conflicts would make it difficult to achieve a fair
level playing field on the international level. Attention should also be paid
to the need to understand potential differences in the conceivable gap in
the timescale and manner of transposition of Basel III to the USA and
other countries (Masera, 2013). The drawback could result in the
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possibility of regulatory arbitrage and, in the last resort, of the develop-
ment of a shadow banking system. Shadow banking, as is well known,
represented an important source of unregulated risk during the 2007-2009
financial crisis.

104 Tue CAMELS RATING: FEATURES AND (GOALS

As noted above, the Federal Reserve examines the safety and soundness of
financial stability in institutions by means of on-site bank examination in
complement with oft-site monitoring (Bernanke, 2007; Cole & Gunther,
1998). The latter aims to monitor the financial conditions and perfor-
mance of institutions in order to identify those that may need closer scru-
tiny. The analysis can be based on judgemental assessment on periodic
financial and other data relating to institutions’ activities (supervisory
screens) or statistical tests pertaining to financial ratios (econometric mod-
els). The aim is to identify weak institutions with poor or deteriorating
financial profiles and thus to recognise as soon as possible any adverse
trends developing in the banking system. Moreover, as the backbone of
the supervisory process (Pettway & Sinkey, 1980), the on-site examina-
tion includes regular visits, interviews with management for assessment of
the accuracy of the financial statements, accounting records, internal con-
trols, and compliance with laws and regulations. At the end of these exam-
inations, the Federal Reserve assigns a composite rating on the basis of the
findings collected through on-site inspections; this rating is basically
determined in line with the CAMELS rating system.

First defined in the 1970s, the CAMELS rating system is an indispens-
able tool for examiners and regulators, because it allows assessment of an
institution’s health conditions by examining various different aspects of its
activities (Barr, Killgo, Siems, & Zimmel, 2002). The assessment is based
on numerous information sources, such as financial statement, funding
sources, macroeconomic data, budget, and cash flows. In other words, an
institution’s financial performance is evaluated from a number of different
perspectives. Thus CAMELS is a highly accurate tool for use as a perfor-
mance evaluator for banks and is capable of predicting failures (Barker &
Holdsworth, 1993; Salhuteru & Wattimena, 2015).

CAMELS is a rating that is not disclosed to the public, in order to
avoid—in the case of adverse judgements—negative repercussions that
would damage the reputation of an individual bank, hampering attempts
by the latter to operate and compete on the market.
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CAMELS is the acronym for the following components: C = capital
adequacy; A = asset quality; M = management quality; E = earning ability;
L = liquidity; S = sensitivity to market risk. It is important to note that the
last among these areas of investigation (sensitivity to market risk) was
introduced at a later date (in 1996), to take into account the interest rate
risk and, in particular, to achieve a rating that would succeed in pinpoint-
ing the potential effects that variations in the interest rate can have on
capital (Baral, 2005; Dincer, Gencer, Orhan, & Sahinbas, 2011; Doumpos
& Zopounidis, 2009; Swindle, 1995).

The CAMELS rating includes a score for each of its six components
and an overall numeric composite or synthetic rating. This latter, assigned
as an abridgement of the component ratings, is considered as the prime
indicator of an institution’s financial conditions, though it involves a cer-
tain degree of subjectivity. It is not the arithmetic mean of the six compo-
nents, but it is an estimate which allows each component to be weighted
to a variable extent, as a function of the specific situation of the institution
considered. In other words, it reflects the interrelationship and divergent
impact of its components.

In both cases (rating of the individual components and synthetic rat-
ing), the scale of judgements ranges from 1 (best rating with the lowest
risk and the lowest concern of the supervisors) to 5 (worst rating with the
highest risk and the highest concern). The meanings of these gradations
are as follows:

— Rating 1: Sound in every aspect; strong performance. Any weak-
nesses are minor and can be managed in an ordinary manner by the
management. No supervisory response is required.

— Rating 2: Fundamentally sound; satisfactory performance. Only
moderate weaknesses are present. Supervisory response is limited.

— Rating 3: Some degree of supervisory concern; fair performance.
Weaknesses may range from moderate to severe. This is to be consid-
ered as a watch category, requiring more than normal supervision.

— Rating 4: Unsafe and unsound practices or conditions; marginal per-
formance, significantly below average. Presence of serious financial or
managerial deficiencies, which could impair future viability of the
institution. In this case, close supervision is required.

— Rating 5: Extremely unsafe and unsound practices or conditions;
unsatisfactory performance which is critically deficient. The risk of
failure in the short term is high. Constant supervision is called for.
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With regard to the individual components that are taken into consider-
ation for purposes of the CAMELS rating, the following observations
should be noted.

C—Capital Adequacy

The centrality of capital adequacy is by now a well-known and consoli-
dated concept. Its evaluation can be based on a number of factors, analys-
ing such aspects as capital level, quality, and composition of capital;
comparison with international (Basel agreements) and local supervisory
requirements; the ability of management to address emerging needs for
additional capital; growth trends and forecasts; level and trend of risk-
weighted assets; quality, type, liquidity, and diversification of assets; loan
concentrations; economic environment; and so on.

A—Asset Quality

This component reflects the exposure—both current and potential—to
risk associated with the assets of a given institution. It thus provides insight
into the management’s ability to measure, monitor, and control the credit
risk of the portfolio as a whole. The assessment of this area of analysis is
based on examination of factors such as the distribution, severity, and
trend of non-performing loans, loan concentration, adequacy of allowance
for loan losses policies, and credit administration.

M—Management Quality

This indicator expresses the ability of the board of directors and man-
agement to identify, measure, monitor, and control the risks of the institu-
tion that is being analysed. Sound management is one of the most
important factors behind financial institutions’ performance. Therefore,
the management component is generally regarded as the most important
element for the purpose of determining composite rating. For instance, it
is fundamental to assess how well management fulfils its roles and addresses
its responsibilities. Other factors taken into consideration include the fol-
lowing: the management’s capacity to plan and respond appropriately to
changes in the business conditions and /or the launch of new products and
entry into new markets; compliance with laws and regulations; the ade-
quacy of audits and internal controls designed, among other aims, to
promote effective operations and reliable financial and regulatory report-
ing; appropriateness of compensation policies.

E—Earning Ability

This rating evaluates the quality and quantity of both current and future
earnings, in relation to the ability to provide retained earnings to capital.
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As an example, earnings may be affected by inadequately managed risks;
their quality may be diminished by undue reliance on extraordinary or
non-recurring gains. Finally, future earnings may be adversely affected by
an inappropriate prediction of operating expenses or by a weak risk man-
agement. The factors considered therefore bear a relation to the stability
of earnings, and also to the quality and source of earnings, the level of
expenses, and the adequacy of future earnings under a variety of economic
conditions.

L—Liquidity

In order to assess this component, it is crucial to examine the current
and future sources of liquidity compared to funding needs. For this pur-
pose, the elements taken into consideration include the trend and stability
of deposits, reliance on volatile sources of funds, convertibility of assets
into cash without loss, access to securitisation and to money markets, and
the establishment of contingency funding plans.

S§—Sensitivity to Market Risk

This module refers to the hypothesis that variations in market condi-
tions could adversely impact on earnings and /or economic capital. Market
risk refers, in particular, to risk exposure associated with changes in inter-
est rates, foreign exchange rates, commodity prices, equity prices, and so
on. This component is analysed in terms of the management’s ability to
identify, measure, monitor, and control market risk.

The possibility of using a framework that is capable of evaluating the
overall performance of the financial institutions is very important, espe-
cially in the current operative context, which has already for quite some
time been characterised by a worldwide integration. As we have seen, by
virtue of the CAMELS model, it becomes possible to express the financial
performance of the intermediaries by investigating various different pro-
files of the activity carried out (capital, asset quality, management, earn-
ings, liquidity, and market risk). These are factors that allow qualitative
and quantitative analysis to be performed and which make it possible to
express the overall strength of the institution. Furthermore, CAMELS
generates information in terms of compliance and of the degree of super-
visory concern and type of supervisory response that must be generated in
order to minimise the adverse effects on banks. During the years of the
financial crisis, this model was applied in the USA in order to assess which
institutions needed special help in order to avert a negative impact on the
entire financial system (systemic risk).
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The relevance of the CAMELS model should also be considered with
reference to the European context. Specifically, in recent years, the
European banking supervisors (Colombini, 2015) have extended the
analysis of financial situations to include a broader perspective than mere
risk analysis (PWC, 2015). By making a comprehensive assessment, the
aim is to include additional aspects, such as business and organisation.
Thus it would appear that the new philosophy of the European supervi-
sors is moving towards a model similar to CAMELS. Although there
exists no declaration by the Single Supervisory Mechanism authorities
that explicitly states such an assertion, the most recent decisions do seem
to reflect the contents of the CAMELS model. This can be seen, for
instance, in the case of capital adequacy, examined from a variety of per-
spectives, which among other issues also include stress testing. The cen-
trality of capital adequacy is further emphasised by the decisions of the
ECB in matters concerning SREP (Supervisory Review and Evaluation
Process), as well as the ICAAP (Internal Capital Adequacy Assessment
Process), and the restrictions on the dividend policy. Moreover, the
European authorities’ focus on asset quality is confirmed by the asset
quality review, carried out for the first time by the ECB in 2014 as a pre-
liminary step prior to introduction of the single supervisory system.
Actions designed on the one hand to improve banking governance
(Colombini, 2014) and, on the other, to reinforce earnings bear a rela-
tion to the M (management quality) and E (earning ability) of the
CAMELS model, as well as to the actions performed with regard to
liquidity (e.g. ILAAP—Internal Liquidity Adequacy Assessment Process).

Basically, then, the review system set up by the ECB to determine the
SREP rating seems to be influenced by the line of reasoning underlying
the CAMELS (ECB, 2013). In this context it should be borne in mind
that SREP investigates the risk profiles of each bank from various different
angles: the business model, governance and risk management, the capital
position, and liquidity position (Reply, 2017). For each profile the banks
receive a risk level score (from 1, the lowest level of risk, to 4, the highest
risk); in addition banks receive a global score as average of the scores of the
four components. The global score is used as a basis for determination (if
necessary) of further capital requirements in addition to the Basel require-
ments (ECB, 2017).

Despite the above-mentioned strengths, together with the by now
well-established popularity over the world (Rostami, 2015), there are
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some criticisms about CAMELS model. Among others, the critical aspects
were pointed out by Hirtle & Lopez (1999), who noted that CAMELS is
highly confidential and only exposed to institutions’ management, for the
purpose of protecting the business strategies. According to others (e.g.
Gaytin & Johnson, 2002), the model is only parallel with the perfor-
mance of the bank at the time of the examination, while variables in banks
are highly volatile to market forces. In effect, tools like CAMELS are very
useful if the analyses on the institutions are performed at frequent intervals
and the financial conditions are stable. If this is not the case, the limit of
such models could reside precisely in the fact of not succeeding in express-
ing the longer period conditions of the institutions. Consequently, the
results would be of little avail as early indicators of future problems
(Sahajwala & Van den Bergh, 2000).

10.5 CoONCLUSIONS

Banking regulation and supervision in the USA are characterised by a cer-
tain complexity as well as well-developed tools for the assessment of the
banks, like the CAMELS rating. This is a model created by the federal
regulators to assess the overall performance of banks by analysing different
perspectives (capital, asset, management, earnings, and sensitivity to mar-
ket risk).

Recently the relevance of an overall assessment of the banks pushed the
European supervisors towards an extension of the analysis of bank situa-
tions, in order to include not only the capital adequacy but also additional
aspects, such as the business model, governance and risk management,
risks to capital and to liquidity, and funding. It would appear, in other
words, that the new rational of the European supervision is moving
towards a model similar to CAMELS.
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CHAPTER 11

Raising Capital or Improving Risk
Management and Efficiency

Fabiano Colombini

11.1 INTRODUCTION

Solvency concerns the bank’s ability to honour its debts at any cost. This,
in turn, presupposes the availability of monetary resources during crisis
periods. Solvency is measured by the ratio between capital and total depos-
its or total assets, or better, of assets exposed to risk. The latter concept
basically reproposes that of capital adequacy.

The solvency risk concerns the different ability of banks to settle their
debts at any cost. Solvency is achieved by means of systematically higher
asset values as compared to liabilities, thereby indicating positive levels of
the bank’s capital. This highlights the problem of growth of profit and of
a bank’s recourse to market instruments in order to develop its capital and
its monetary resources and production volumes. The expansion path starts
from the raising of capital and positive performance, which in turn
increases sound business and generation of profit.

Capital raising creates premises for solvency, stability, business evolution
and business growth in individual banks in Europe and worldwide. Capital
raising is inspired by regulation and, at the same time, by supervision.
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Bank management is conducted through choices concerning the actual
current situation and the future situation. Capital represents a key variable
in business, but the improvement of risk management and efficiency con-
stitutes the best reply as a means of reinforcing structural conditions for
survival. This chapter aims to investigate these elements in order to express
critical issues and critical points for the evolution of individual banks and
their business.

11.2  RaisING CAPITAL: A MEASURE FOR SOLVENCY

On closer inspection, insolvency arises from an excessive risk level, which
brings about reductions in value of financial asset portfolios (Johnson,
1993; Kohn, 2004; Saunders & Cornett, 2008). This testifies to a prob-
lem of appropriate choices for risk identification, measurement and con-
trol, as well as the need to minimise the impact on a bank’s capital and to
ensure its survival on the market.

Maintenance of solvency presupposes management choices based on
appropriate principles of rigour and, above all, on accuracy in credit risk
assessment. It is also necessary to ensure the creation of a loan portfolio
which, over time, will prove capable of restoring and renewing cash flow,
together with the ordinary cash flow arising from interest collection.

Solvency has close links to liquidity because the sources of liquidity
arise from assets, liabilities and off-balance sheet items (OBSIs) and from
the costs and revenue trend, because the sources of solvency are directly
affected by asset and liability values and by achievement of profit.

Solvency is also linked to management of the other risks, as their impact
influences the economic outcome and leads to fluctuations in the value of
assets and liabilities. Raising capital will be able to offset the solvency at a
given time and not in the medium and long term. Therefore regulatory
and supervisory authorities require capital to protect the bank from insol-
vency, which is measured at a given time period. Evolution of competi-
tion, inputs, output, costs and revenue allows banks to create conditions
in which the level of capital may not be inadequate for the evolution of
economy.

Increasing capital constraints by regulation and supervision stresses the
use of capital in order to solve bank problems: is this a rational approach or
should it be investigated more deeply? Capital constraints should be able
to mitigate the insolvency risk, but this is only a quantitative solution in
order to absorb losses which have been generated by bank management.
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Raising capital usually implies a deterioration in asset values and costs
and revenue, attributable to poor quality in corporate governance as well
as in risk management and efficiency.

It is important to stress that improvement in risk management and effi-
ciency represents the structural conditions that are necessary to recreate
the premises for a shift towards positive trends in costs and revenue and,
at the same time, in the evolution of assets, liabilities and capital. This is
the key point to pursue in the evolution of management conditions
through European banks.

Raising capital is the most widespread regulatory and supervisory mea-
sure concerning banking intermediaries in the evolution of banking sys-
tems in Europe. In what direction will banks evolve after the raising of
capital? The future of a well-capitalised and well-managed bank will be less
unstable and less unpredictable than that of a poorly capitalised and badly
managed bank. Competition can create growth problems for production
volumes, reducing the basis for the bank’s profit. Raising capital will
change the dividend distribution and, at the same time, the distinction
between the payout ratio and the retention ratio: profit will thus be split
into the part for distribution and the part for retention.

In this context, supervisory authorities should create an organisation unit
for monitoring the level and evolution of capital absorbed by individual banks
in Europe and the number of capital procedures to reinforce the bank capital.
The greater the number of procedures for raising capital and the more fre-
quent the recapitalisation, the more serious the problems of individual banks
are likely to be. This is a sign of intrinsic weakness of the individual bank, and
the raising of capital imposed by regulation and by supervision in different
time periods can be considered the clear signal. The problem, however, is the
wasting of capital which can be measured only in the case of problems, crises
or failures incurred with bank exits from the market.

11.3  RAISING CAPITAL: NATURE AND STABILITY

Raising the level of capital and improving risk management and efficiency
allow individual banks to achieve structural and solid reinforcement over
time: the bank will be more solid and thus better able to offset adverse
events and stay on the market. This is a purely statistical observation,
which is important but at the same time is not sufficient to grant insight
into the genuine current status and future evolution, as capital plays a
crucial role for banking business strategies.
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Turnover of loans can be high or slow: in the former of these two cases
it has a good impact on liquidity, in the latter case it has a bad impact on
liquidity, underlying the relative strategies to set up. It is important to
pursue an adequate level of turnover in order to obtain a genuine impact
on liquidity and management of the individual bank.

In this framework, capital management is designed to encourage the
growth of available resources, reinforce the bank’s business wealth and
ensure respect for adequacy criteria. Its development and management
constitute a premise for solvency and profitability.

Bank financial structure rests to a large extent on indebtedness, rather
than capital. The following types of indebtedness can be distinguished:
short-term, medium-term or long-term maturities, fixed or indexed inter-
est rate and the consequent financial charges that reduce the level of prof-
its; the bank’s capital, on the other hand, is characterised by indeterminate
maturity, an oscillating rate of return and dividends that affect the distri-
bution of profits.

The peculiarity of bank financial structure is associated with the trust
and reputation acquired on the market. The acquisition of trust and repu-
tation facilitates the issue and placement of a bank’s liabilities: accordingly,
indebtedness may rise considerably to high levels. Changes in the financial
structure and, therefore, the utilisation of instruments involving debt and
capital respond to different needs on the part of the public: essentially,
these divergent needs involve insufficient—or, alternatively, a vast quan-
tity—of information concerning business areas.

The strategic role of capital arises from the protection awarded to
depositors and purchasers of liabilities in the hypothesis of failed repay-
ment of credits, which would reduce the value of a bank’s assets and could
lead to its insolvency and bankruptcy, since there exist well-known prob-
lems of adverse selection and moral hazard that can generate negative
outcomes and ensuing chain reactions.

Capital is regarded as the bulwark of the stability and solidity of com-
mercial banks for three fundamental reasons: absorption of fluctuations in
value of the assets, stabilisation in the sources of financing and absence of
contractually established remuneration constraints (Berger, Herring, &
Szego, 1995; Pecchioli, 1987; Pringle, 1974; Taggart & Greenbaum,
1978).

Differences among risks, when the latter are related to different busi-
ness areas, lead to unequal requirements as regards capital and processes
aimed at increasing capital within banks (Lindquist, 2004). Information
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asymmetries, the extent of available instruments, the danger of massive
and rapid requests to convert deposits into money must be taken into
account when a bank seeks to identify the suitable level of capital.

A capital increase creates the premises for development of intermedi-
ated and productive volumes, providing positive influence on the forma-
tive process of the profit and loss account. Furthermore, the increased
incidence of capital versus liabilities reinforces the degree of solidity of the
bank’s financial situation and, therefore, the solvency of individual banks.

The increase in capital and available resources is reflected in the effects
on investments, regarding especially investment in new technologies.

With regard to commercial banks, for a medium and long time period
horizon there exists a direct relation, as can easily be noted, between the
expansion of capital and that of loans. This progressively enhances avail-
able resources and also ensures protection of buyers of liabilities (Gunther
& Moore, 1993; Moore, 1992).

The increase in capital is linked to the following aspects: retention of
profits for reserve formation, placement of shares on the market and cre-
ation of subordinate liabilities.

In screening and monitoring concerning the range of loans, the bank
aims to encourage the size development of companies and, at the same
time, to create the premises for economic growth. By granting loans to
reliable clients, the bank pursues its own interests but also pursues the
general interest consisting in the reinforcement of enterprises which, more
than others, contribute to economic growth while maintaining solid bases
for the future.

In European banks, capital is a tool used very frequently by regulatory
and supervisory authorities essentially with the aim of creating a protec-
tion against bad events and negative impacts on the economic account.
Raising capital is useful but at the same time creates remuneration prob-
lems and investment problems.

Therefore the “walls” against bad events should be able to provide
safety and soundness for just a period of time. Changing production and
distribution processes, rationalising costs and revenue and profits leading
to best practices of risk management and efficiency constitute the true and
real tools to activate for restoring and improving the internal conditions of
individual banks and, as a consequence, of the banking system.

Banks in Europe have a loan portfolio distinguished by good loans and
bad loans. The good loans create turnover and, at the same time, return
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rates; in contrast, bad loans create problems for repayment in capital and
interest. Increasing deterioration worsens the economic conditions and
liquidity conditions of the bank.

11.4  RArsING CArPITAL: BANK BUSINESS EvorLUuTION

Banks pursue the objective of expansion of on and off-balance sheet items
and volumes over time in order to create the premises for profits and posi-
tive performance. Banking balance sheets have grown rapidly in a low
interest rate environment and in the presence of a surge in innovative
instruments (Acharya, Cooley, Richardson, & Walter, 2010; Wang, 2017).

Banks take deposits and make loans to individuals and firms (commer-
cial banking). Some banks engage in underwriting, dealing, market mak-
ing of securities and derivatives, management of personal and real estate
property, consultancy, mergers and acquisitions, financial planning, cus-
tody and administration of securities, intermediation and selling of securi-
ties, derivatives, investment trusts and real estate investment trusts,
pension funds and insurance policies (investment banking).

The evolution of the banking business has underlined the shift from
commercial banking to investment banking and therefore an increase in
the range of risks and in total risk. The process of identification, measure-
ment and management of risks is of crucial importance in creating and
maintaining conditions for profits and solvency. This shift is evident when
looking at the assets side, the liabilities side and income sources as the
share of net interest income falls and non-interest income rises.

The universal model in the banking sector combines commercial bank-
ing with investment banking and can be regarded as a critical issue for
managing risks at a sustainable level for the individual institution and for
the whole financial system.

Large banks tend to apply the universal banking model in the European
Union (EU) for production diversification and also for risk diversification,
adopting jointly the instruments of commercial banking and investment
banking. Moreover, the expansion of business areas leads to a correspond-
ing increase in the range of risks, with the result that risk management
assumes a progressively more significant role. As a consequence of the
links among different business areas, a bank may encounter difficulty in
estimating its total risk exposure; accordingly, many banks engage in risk
transfer as a practice for management of asset classes at higher credit risk.
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The systematic use of this practice has negative repercussions on the
two classical banking activities: screening and monitoring. Screening and
monitoring reduce or, in a very optimistic assumption, completely elimi-
nate the problems, respectively, of information asymmetry ex ante and,
therefore, of adverse selection and the problem of information asymmetry
ex post and, therefore, of moral hazard.

A considerable number of banks have undertaken the development of
business areas which are parallel to the classical areas of raising and lending
funds. Many of these developments frequently involve high leverage areas,
as in the case of derivatives (Colombini, 1999, 2004; Colombini &
Calabro, 2010). Restoring rational choices in the context of commercial
banks constitutes a requirement for medium and long period of financial
stability, awarding less importance to growth of their capital.

Dealing and market making of securities, derivatives and proprietary
trading have become increasingly important over time. There has also
been a remarkable growth in derivatives, especially in the over-the-counter
(OTC) market. Since the beginning of the third millennium, securitisation
markets have grown rapidly and created the shadow banking system, built
up essentially by special purpose vehicles (SPVs) and structured invest-
ment vehicles (SIVs).

Extensive recourse to leverage and, at the same time, the development
of the phenomenon of the shadow banking system (Claessens, Ratnovski,
& Singh, 2012; Gorton & Metrick, 2010; Lemma, 2016; Stein, 2010)
imply avoidance of capital requirements, in a bank context, through the
constitution of oft-balance sheet vehicles. The latter, in particular, run up
debts on the market of commercial papers such as short-term securities
and use the achieved resources to purchase long-term securities, such as
asset-backed securities (ABS). The difference between the return on pur-
chased securities and the cost of financing through commercial papers
creates grounds for the attainment of profits by means of special purpose
vehicles.

The shadow banking system represents one of the main ways in which
vast quantity of risk generated and transferred is rendered opaque by banks
(Pozsar, Adrian, Ashcraft, & Boesky, 2012). It is important to introduce
greater transparency into financial intermediaries’ balance sheets, above all
as regards OBSIs, which, in the light of financial crises on a global scale,
highlight irrationalities in the banks’ management.

An adequate level of capital is necessary according to the regulations
(Basel I, IT, IIT and the forthcoming IV) and to the supervisory framework:
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the former represents the prudential line while the latter (i.e. the supervi-
sory framework) is in the discretional line. Prudence versus discretion: two
different and opposite views create capital constraints and therefore con-
tribute to the level of bank’s capital.

Regulation imposes capital constraints by establishing capital coeffi-
cients for their achievement and respect through time periods (prudential
view). Supervision intervenes generally when critical adjustments are nec-
essary (discretional view). Whereas regulation is operational, reflecting
changes through time, supervision is operational from time to time, check-
ing the asset and liability values and costs and revenue trend of the given
bank and, if necessary, making the decision to intervene. There is a remark-
able point that should be emphasised: the time lag between the origin of
the critical situations and the supervisory decision to impose the raising of
capital is usually too long for several reasons, and this interval of time leads
to deterioration in bank values.

Therefore, the level of bank capital is the final result of free choices,
regulatory constraints and supervisory constraints. The free component
involves a very restricted area as an individual decision: is this bureaucratic
procedure underlining a rational approach? This is not clear and it appears
to be based on a plurality of bodies and on a plurality of calculations with
reference to the composition of the risk-weighted assets (RWAs) and the
off-balance sheet items (OBSIs).

Available details seem to testify to the complexity and bureaucratic
approach to distinguishing between banks with low or adequate level of
capital. Credit risk and solvency risk are important in order to estimate
capital needs for the present and future time. Therefore, the level of capital
is a crucial variable for the business areas, as well as for the lending and
investment process and development of the bank in question. Strategic
and operational choices contribute to achieving good or bad results
according to the professional skills and capacity of the management and
the reactions of competition and markets.

In this framework, the performance considers the results achieved in
different business areas. It examines the construction and analysis of a
series of financial, capital and economic indicators, and in particular, the
focus on profits.

The contraction in net interest income drives bank intermediaries to
reinforce their non-interest income through a larger range of products.
This causes an extension in instruments and business areas and the conse-
quent increase in risk range and mutual interrelations.
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Responsibility for bad or good results is attributed to administrators of
the bank. Therefore, in a crisis or bank-failure event, the responsibility falls
primarily on the administrators, especially at the high bank levels, who are
responsible for decision-making and choices regarding instruments, bank
business, bank areas and risk management. Thus a sort of automatism
should be introduced in the application of financial penalties on the
administrators by the supervisory authorities, especially at the top level of
the bank in question, who should be instructed to “fix” the damage on the
basis of new and more severe rules in the event of crisis or bank failure.
They should be very clearly aware of the warning signs and of initiatives to
prevent or offset the worsening of bank situation.

Due to the fact that recent financial crises have dramatically focused
attention on the adverse impact of bank crises on banking, and on the
economy, a tool against any morally hazardous behaviour is required. In
this context, the new proposal concerns the creation of various precau-
tionary funds fed through a percentage of administrators’ high salaries, to
be used in the event of crisis or bank failure, and to be returned in the
event of no crisis or bank failure. Administrators, especially at the top level,
are always held responsible for crisis or failure, and therefore the bail-in
should have a more serious and more incisive effect on the category in
question.

Also necessary is a complete revision of corporate governance bank
models, as well as a turnover of top management, raising the level of pro-
fessional competence and capacities with the introduction of operators
capable of accurately evaluating the risk-return relation in the medium and
long term.

11.5 REGULATION: CRITICAL ISSUES

The application of Basel IIT and the forthcoming Basel IV are inspired, as
in the past, by prudential logic stressing progressive corrections and inad-
equacies in regulatory measures in the EU. Basel III has introduced higher
and better levels of capital, in the framework of risk-weighted assets, and,
at the same time, the liquidity risk and the leverage to be implemented
progressively over time. It can thus be regarded as based on a prudential
approach.

It does not exclude additional capital corrections for the banks which
are subject to AQR, stress tests, on-site inspections and the SREP evalua-
tion carried out by the supervisory unit at the ECB. Accordingly, this can
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be regarded as adopting a discretionary approach which highlights over-
lapping and excessive regulations and uncertainties for banks in the EU.

The transition to Basel III and recent additional steps show that the
previous Basel I and Basel II regulations proved to be inadequate and
unable of preventing the birth and the effects of subprime mortgage finan-
cial crisis and sovereign debt crisis in Europe, which produced serious
repercussions on financial stability and economic growth.

The application of Basel IIT implies compliance with capital require-
ments indicated as equal for all banks and checked and reformulated in
several cases by the supervisory authorities through additional corrections,
thus increasing the impact on capital.

Balance sheet assets and off-balance sheet items, even when classified,
are considered for subsequent evaluation and inclusion in the denomina-
tor for the capital requirement calculation.

Ratings are used to assess the creditworthiness of borrowers who
approach a bank and become customers. The application of ratings leads
to the creation of different classes and different weighting coefficients,
ranging from low values for not particularly risky loans to increasingly
high values for risky loans, raising capital requirement differences.

The risk-based approach postulates the subdivision of the loan portfolio
into different classes. For each class or class set, rating intervals are identi-
fied, which imply the application of increasingly high weighting coeffi-
cients upon the worsening of the associated rating interval.

Thus the loan portfolio is split into different classes and class sets for the
internal application of percentage weighting coefficients on the basis of
rating assignments.

The bank’s choices should be set according to rigorous principles,
selecting the best customers for their positive effects on the credit risk, the
lightest impacts on capital absorption and, therefore, the best stimulations
for intermediated and production volumes.

Therefore, with equal rating interval, the uniform coefficient approach
does not take into account this non-homogeneity in loan diversification
which is often important for the resulting credit loss effects and the con-
sequent impact on the economic account and on capital.

The types of capital ratios, and adherence thereto, sometimes necessi-
tate a forcing in management choices. Their imposition has spread in
various countries, mainly aiming at stability through internal reinforce-
ment in crisis situations.
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Taking a closer look, capital ratios neither eliminate nor lower corpo-
rate risks, which may even suffer increases; they merely create the premises
for the reduction or elimination of losses occurring in negative events.
This is a crucial point: regulatory and supervisory capital requirements do
not contribute to shifts or reductions in the level and range of bank risks
but create the resources for more greater absorption of losses in negative
events. Therefore, bank survival relies on the financial operators’ skills and
professional capacity for rationality and sound risk management over time.

Capital ratios meet the need for prediction and allocation of an ade-
quate level of capital, essentially with regard to negative impacts and losses
caused by credit, market and operational risks. Capital is considered the
main aid to commercial banking stability and solidity for three reasons:
absorption of asset value fluctuation, stabilisation of financing sources and
absence of contractual remuneration constraints (Berger, Herring, &
Szego, 1995; Pecchioli, 1987; Pringle, 1974; Taggart & Greenbaum,
1978).

The main target for supervisory authorities, distinguishing between the
significant banks, as examined by the supervisory unit at the ECB, and the
less significant banks, as examined by the national competent authorities,
is the setting of higher capital levels in relation to higher risk levels of
financial instrument types, thus reducing the incentive for moral hazard.
However, the effects of capital ratios on moral hazard are not entirely
uniform, diverging according to the theoretical model followed.

Real guarantees, personal guarantees, credit derivatives and balance
sheet compensations stress credit risk mitigation and, thus, benefits for the
estimation of capital requirements.

Capital coefficients imply the calculation of ratios between the regula-
tory capital and balance sheet asset and off-balance sheet item types,
appropriately risk-weighted. The total capital used is greater than the strict
capital account, including not only the real capital but also any subordi-
nated debts, as the latter are bound to periodical remuneration, and sub-
ject to repayment obligation.

The standardised model on credit risk postulates the partition of bal-
ance sheet assets and oft-balance sheet instruments into classes for the
application of the weights established by the regulatory authorities, in the
same way for all banks.

The reactions and behaviour of individual banks differ widely. These
distinctions are weakly justified by the uniform and generalised capital
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ratio application due to the lack of assessment for each instrument on the
portfolio risk, and also to the identical weight assigned to different loans
within the same class.

It also follows that the results achieved are the outcome of initial start-
ing situations which postulate different levels of capital and different levels
of composition of business areas and related instruments.

Each class incorporates diversity in its instruments and in the composi-
tion of customers, but this also gives rise to risk differences. In addition,
the degree of correlation between different asset instruments is not taken
into account, ignoring the postulates of diversification (Grenadier & Hall,
1996; Santomero, 1991; Shaefer, 1987).

The different capacity of individual banks to create a diversified lending
portfolio is not taken into account (Colombini, 2008). An ideal system
should consider the increase in risk to the portfolio arising from the intro-
duction of assets instead of limiting itself to a mere capital addition. Thus
the risk associated with different financial instruments should be correctly
appreciated.

Even individual banks’ capacity to select and monitor loans to custom-
ers is neglected, despite the existence of differences in methods and choices
which influence the concrete risk of each individual loan and of the port-
folio as a whole. A uniform coefficient application does not take into
account these differences in risk screening and risk monitoring, which
often prove to be fundamental in the subsequent credit loss and conse-
quent impact on the economic account.

In the framework of the theory of information asymmetries, the posi-
tion of individual bank intermediaries for news and data collection and the
production of information is necessarily very different. Accordingly, higher
or lower costs will be involved. The creation and archiving of data on cus-
tomer relations, as well as bank capacity to produce information and the
related costs, reflect the strengths and weaknesses in comparison and com-
petition with other similar intermediaries.

Therefore classes are rather broad; they do not take into account the
existence of diversification, nor the benefits of methods of screening and
monitoring; furthermore, they present substantial static elements and are
essentially set up for the creation of conditions of control performed by
supervisory authorities.

At the base of the internal models, there is the value at risk (VaR),
which constitutes the maximum potential loss affecting a portfolio of
financial instruments in a precise time interval, calculated assuming a
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determined probability. VaR considers the impact of the variations in mar-
ket factors on the value of each single financial instrument, such as interest
rates and exchange rates.

The internal model on credit risk introduces internal ratings for the
appreciation of balance sheet assets and off-balance sheet items. This
model reflects evaluations and calculations from individual banks and
makes it necessary to obtain the approval of supervisory authorities.

The internal model presupposes individual banks’ best capacity for risk
appreciation and management, in comparison with the standardised
model, drawn up and imposed by the supervisory authorities. The prob-
lem lies in the trade-off evaluation, between setting and realisation
expenses, together with consequent capital constraints on one side and
benefits inherent in the best risk management on the other.

This model allows VaR calculation, identifying individual banks’ credit
risk exposure and, therefore, the amount of capital, following the indications
provided by the supervisory authorities for construction and operation.

Therefore, the identification of individual banks’ best position in credit
risk measurement and control does not imply a restriction in the role of
supervisory authorities, which remain constantly committed to an ex ante
and ex post verification of the characteristics and results of banks’ internal
models.

The internal model of market risks, in turn, postulates the best capacity
of individual banks’ risk appreciation in comparison with the standardised
model drawn up by the supervisory authorities. The issue lies in the joint
appreciation of setting and realisation expenses and the consequent capital
constraint on one side and benefits inherent in best management of risk on
the other.

This model permits VaR calculation which identifies the market risk
exposure for individual banks, and, therefore, the capital amount, thus
complying with the indications provided by supervisory authorities for
construction and operation. A central issue lies in the imposed require-
ments check which proves to be very complex, feeding outflanking possi-
bilities and lack of capital growth. Such a circumstance raises the issue of
introducing capital ratios for uniform application and, at the same time, of
a simple check by supervisory authorities (Bliss, 1995).

The process of financial innovation must also be taken into account,
and, in particular, financial instruments for credit and market risk coverage
such as swaps, options and futures must be adequately included in the set
of rules.
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More generally, the different levels of trust and benefit of risk manage-
ment raise different strategic answers, inherent in the changed balance
sheet assets and off-balance sheet items for the reduction of potential loss
and/or for the growth of capital which is suitable for their coverage.

The performance considers the results achieved in various different
business areas. The aim is to construct and analyse a series of financial,
capital and economic indicators and, in particular, the focus on profit.

In this framework, the pre-commitment approach means a solution to
the capital requirement issue, left unresolved by the models based purely
on VaR application. This would allow preventive definition of the capital
necessary to cover negative impacts caused by market risks, calculating
exactly the potential loss (Considine, 1998; Kupiec & O’Brien, 1995).

This model postulates the identification of the time period and the level
of potential loss and implies the application of bank penalties if errors are
encountered, essentially reflecting canons and internal needs. The intro-
duction of penalties and time intervals for the check should create the
necessary incentives for a correct and rational setting. The pre-commitment
approach is distinct from previous approaches and allows full freedom in
individual banks’ choice of parameters.

Moreover, the application of the pre-commitment approach presup-
poses the solution of certain aspects such as penalty modalities, check fre-
quency and consequent penalties introduced by supervisory authorities,
isolated or joint use of other models, possible link between potential loss
predetermination and capital growth (Bliss, 1995).

11.6  SurervisION: CRITICAL ISSUES

The various Basel I, Basel II and Basel III and the forthcoming Basel IV
rules progressively tend to an increase in the compliance costs of individual
banks while disregarding the fact that banks differ greatly between small and
medium banks in comparison with the largest banking institutions. The
issue for banks is the use of rational and rigorous methods for the manage-
ment of business areas and related risks, from the viewpoint of producing
profits in the short, medium and long term. The establishment of more and
more rules introduces greater complexity in bank regulation and, at the
same time, increases compliance costs. Therefore a comparison of costs and
benefits arising from the introduction of regulation should be performed.
The habitual focus on increasing capital is not the correct approach,
because it makes use of a unitary attitude, that is, the “one size fits all”
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approach (Bliss, 1995), to banks which are profoundly different in their
business areas and risk range. Rules essentially consider a loss coverage
issue through an adequate capital level, and this is a very different matter
from the actual ability to manage the entire risk range.

Increasing the number and complexity of rules tends to introduce fur-
ther complications in the task of supervision, but the main aim of supervi-
sion 1is still that of checking and ensuring control over the application of
the rules in European banks. A banking crisis requires supervision initia-
tives which usually involve the raising of capital as a standard approach to
build up a “wall” against the worsening or failure of the situation of a bank.

Therefore supervisory capital constraints, together with regulatory cap-
ital constraints, imply a reduction of the capacity to lend to the economy
and do not introduce improvements in risk management.

Quantitative data should be gathered and updated over time on banks
that are experiencing a period of difficulties or which are undergoing
supervisory imposition of capital. Records should also be kept with regard
to the time periods involved, in order to trace recurrent events and, poten-
tially, to predict which banks are likely need new capital again in the future
and which banks will improve and achieve stability. The repetition of
supervisory capital raising from time to time for the same banks is an
adverse phenomenon, as it points to survival by capital raising and unsta-
ble internal conditions. Such a situation is a signal of poor quality manage-
ment. Therefore, the supervisory measures are unsatisfactory and do not
represent definitive solutions for banks in trouble; furthermore, in no way
the issue of the lack of internal capacity for adding new resources to
improve the quality of management is taken into consideration.

In a medium and long time perspective, a correspondence between
capital erosion and bad management will become evident. Thus macro
supervision will highlight the problem of “wasting capital” and the absence
of ultimate solutions. Moreover, building up and checking quantitative
data at the central level of the ECB for significant banks and the national
level of NCAs for less significant banks will provide insight into the evolu-
tion of the European banking system.

Supervision is characterised by gathering and analysing information,
checking bank evolution, drawing up an assessment on the bank. The result
can be expressed in the overall SREP which reflects the supervisors’ overall
assessment on the bank’s viability. The SREP is built up on quantitative and
non-quantitative requirements: the principle applied is that an increase in
risk should be matched by the raising of capital in banks involved.
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In the USA, supervisors use CAMELS, which is a highly accurate tool
for use as a performance evaluator for banks and is capable of predicting
failures (Barker & Holdsworth, 1993; Salhuteru & Wattimena, 2015).
CAMELS is a rating that is not disclosed to the public, in order to avoid—
in the case of adverse judgements—negative repercussions that would
damage the reputation of an individual bank, hampering attempts by the
latter to operate and compete on the market.

In this framework it is important to stress the elements composing
CAMELS for performance evaluation. In the perspective of reviewing the
European supervision procedure, CAMELS is distinguished by the char-
acteristic of considering a number of large and useful indicators for assess-
ing an individual bank’s viability.

The most important issue for a bank is the accurate and rational ability
to identify, measure and manage the entire risk range, in a manner closely
related to the bank’s business areas. Attention should focus on instru-
ments for a positive impact on profit production and on simple and risk-
adjusted performance indicators.

It is in the coordination of ideas and actions on a European level that it
becomes possible to improve the potential of financial and economic sys-
tems, reducing the global imbalance between creditor and debtor coun-
tries which can exacerbate geopolitical tensions.

The creation of the banking union and the experimental ECB asset
quality review concerning significant banks lay the foundations for uni-
form analysis and modes of risk assessment ways for banks in Europe.

The single supervision rule postulates control over bank capital ratios
on the basis of Basel III and the forthcoming Basel IV application and
control over economic, financial and capital trends. Problematic situa-
tions are monitored as soon as difficulties become evident, from their
initial phase onwards; the development of an asset quality review also
plays an important role, together with stress tests and the SREP as an
overall indicator for identifying weaknesses, poor initiatives and bad
practices.

However, the ECB alone cannot create strong premises for economic
development in Europe. Political choices are necessary in order to move
towards structural economic reforms in the short term, to be followed by
much more solid integration, removing all sources of uncertainty affecting
finance and economics (Andenas & Supino, 2015; Capriglione & Sacco
Ginevri, 2015; McCormick, 2015).
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11.7  IMPROVING RiSKk MANAGEMENT AND EFFICIENCY

Capital raising for satisfying regulatory and supervisory capital require-
ments contributes to increasing the capital level and therefore the absorp-
tion capacity in the event of unexpected losses. A higher level of capital
will be able to handle negative economic results and bank survival: sol-
vency can be measured at given times.

Improving risk management and efficiency allows banks to achieve
structural conditions to recreate positive premises towards positive trends
in costs and revenue and, at the same time, in the evolution of assets, lia-
bilities and capital. This is the key point to pursue in the evolution of
management conditions within European banks and within world banks.

There is a relationship between risk management and efficiency:
improving risk management allows creation of the best conditions that
will lead to bank efficiency, as it implies costs’ reductions and, in good
experiences, revenue increases and, consequently, a more effective reshap-
ing of costs and revenue in the composition of the profit and loss account.
This means that improved risk management can be considered as a good
premise for improving both bank efficiency and the bank soundness and
survival capacity. Additionally, an increase in bank resilience will enable a
bank to reinforce its efficiency and economic account, moving from one
position to another along a path of modernisation of business models with
upgraded production and distribution conditions. These improvements
constitute indicators of better survival capacity.

In this framework, the financial crises that arose in 2007 in the USA
and extended throughout the world resulted in a marked number of bank
failures in the USA and the world. This is a feature that led to reductions
in bank industries, but, at the same time, it reinforced bank resilience, as
much as poor quality banks were unable to continue their business in
many parts of the world.

Financial crises and bank failures thus highlight the inefficiency of many
banks. There is a need for the overall banking system to evolve towards
greater efficiency in production, distribution and shaping of average curves
and marginal curves, not only in the context of Italian but also in European
and worldwide banks.

This is a crucial point that must be addressed in order to create the best
evolution of production lines, distribution, shape of average curves and
marginal curves of all banks. Emphasis should also be placed on the crucial
point of improving risk management and efficiency in the evolution of
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regulation and supervision, within both European and world banks. Thus
incentives should be created to improve risk management, especially credit
risk, with greater awareness of the crucial role of better efficiency.

Building up new regulatory rules and new supervisory procedures
based purely on capital raising will not be sufficient to create good condi-
tions for the sound evolution of banks in Europe and worldwide. Capital
raising can be useful to satisfy the need for solvency risk measurement at a
given time; on the other hand, when moving through time periods the
situation can change within a short or medium length of time, recreating
adverse economic results. In particular, the capital problem may reappear,
creating a vicious circle in which both capital need and capital “wasting”
will be intensified.

In short, reinforcing capital at the actual time for a negative event incurred
is in many cases not sufficient to create a good solution for the individual
bank from a micro supervisory and a macro supervisory perspective: it merely
increases bank problems with the same banks from time to time.

This is a clear-cut indication of a larger problem which calls for an inter-
nal solution by reviewing and changing: governance, business models,
production, distribution, costs, revenue and management. It thus requires
close and complimentary interaction between the bank and its quality
management. As should be clear from the foregoing discussion, the solu-
tion will not lie in simple capital raising, thereby merely satistying the new
regulations and supervision requirements. The real solution depends on a
genuine capacity for internal structural changes, moving towards increas-
ingly sound risk management procedures and better procedures for all
types of efficiency (see Chap. 4).

Along this route, regulators and supervisors should be urged to pro-
mote the adoption of modern risk management models and modern effi-
ciency models in order to reshape the structural conditions of bank
management. The aim should be to ensure competent and effective
management not only throughout good periods but also during economic
downturns.

Incentives for structural changes as mentioned above should be
included in new regulatory and supervisory lines, promoting structural
changes towards better risk management and better efficiency models. As
an example, regulatory authorities could allow the efficient banks, espe-
cially on the plane of X-efficiency with high quality management, to ben-
efit from greater flexibility on capital leverage. As another example,
regulatory authorities could allow efficient banks with high quality loan
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screening and monitoring procedures to benefit from more flexible capital
requirements. Uniformity in capital ratios will not, in itself, create condi-
tions for excellent screening and monitoring methods, and the application
of the “one size fits all” is not adequate for modern times. Therefore
changes, incentives and competition constitute lines for reshaping regula-
tion in Europe. They are inspired by the two fundamental lines of change,
namely, risk management and efficiency.

11.8 CONCLUSIONS

The crucial importance of capital, risk management and efficiency in
European banks is confirmed by the investigation which has been carried
out.

Capital adequacy is to be taken into consideration for the composition
of assets, liabilities and off-balance sheet items and for absorption of unex-
pected losses produced only in the event of irrational choices and, in par-
ticular, in the event of risk management presenting weaknesses and
irrationalities.

Skills and tools are very important in risk management, as they can
exercise a positive impact on the pursuit of profit or a negative impact in
the event of a loss.

The credit risk in a banking context must be well managed and main-
tained at low levels, and its negative impact should not exceed that of
other risk-related choices tending towards an increase in risk exposure.

Joint development of commercial banking and investment banking
provides opportunities for profit; such a development is risky only in the
event of irrational risk management.

The extent and duration of economic crises are closely related to the
rise and effects of financial crises and thus to the requirement of adequate
short-term initiatives to counteract recessive economic pushes. European
banks have undergone a prolonged period of financial and economic crisis,
which has led to substantial changes in the evolution of the banking busi-
ness, composition of assets and liabilities and oft-balance sheet items and
in the profit and loss account.

The extensive presence of NPLs in banking due to financial crises and
related economic recessions has generated the credit crunch towards
enterprises, especially those of small and medium size. Accordingly, the
possibility of progressive reduction of NPLs, at economic conditions, is
being explored, essentially by means of loan sales and bad bank creation.
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This would make it possible to move towards more favourable conditions
for loan granting and economic development.

Quality criteria for risk analysis and evaluation, and, especially, for credit
risk assessment through asset quality review, stress tests, on-site inspec-
tions and SREP assessment carried out by the ECB Banking Supervision
over European banks, are of notable importance. The SREP assessment
considers and evaluates the following aspects: the business model, gover-
nance, risk management, risks to capital, risks to liquidity. The overall
SREP score reflects the supervisor’s assessment of the bank’s viability.

It is particularly important to make progress in supervisory cooperation
between the ECB and the NCAs for improvement of performance in
supervision of large banks, but even more so with regard to the supervi-
sion of small- and medium-sized banks, as these constitute the backbone
of the banking system in terms of the number involved across Europe. The
information is gathered and implemented at different national levels, and
ensuring uniform criteria will not be easy, especially since different meth-
odologies and different practices were used in the past as compared to the
present-day set-up. The building of a ground of uniform principles
requires hard work to be done in conjunction with supervisory authorities
at a central level and at a national level. Without appropriate coordination,
medium and small banks in different countries will be supervised and
treated in different ways by NCAs whose operators differ in skills and
competences.

The importance of public debt levels for individual states has given rise
to the demands for privatisations and sale of public assets in order to
reduce the public debt. This would allow the recreation of margins to sup-
port the economy as a result of the decrease in interest expenditure. This
expenditure is already being reduced in many countries due to the con-
traction of return and interest rates as a consequence of conventional and
unconventional measures adopted in Europe—especially the quantitative
easing of the ECB.

The plainest example is given by economic recessions which have
gripped the majority of the economies of various members of the EU for
an overall period of eight years, including the subprime mortgage financial
crisis and the sovereign debt crisis. These difficulties, which were most
acute between 2007 and 2014 but also beyond, were examined in a politi-
cal framework; answers were put forward in an economic and financial
framework, but the outcome was not particularly effective in the course of
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time and not very different from the German model of austerity, with
obvious results in a European context.

The following issues, outlined in brief here below, represent important
issues that need to be taken into consideration in order to complete the
broad picture of capital raising;:

— importance of public debt reductions in European countries;

— capital level requirement to offset the solvency risk at a given time
in banks;

— improving risk management and efficiency as the key issue in order
to create structural premises for a bank positive evolution in the
future time;

— toxic assets in European large banks from the subprime mortgage
financial crisis still constitute a weak factor in order to achieve
profit;

— supervisory expectations on NPLs in bank balance sheet stated by
the Banking Supervision becoming de fircto new discretional rules;

— importance of analysis and comprehension of the negative aspects
of the bail-in and therefore profound and radical changes of the
rules applied through the bail-in within the EU;j

— more freedom and discretion in the choices of European banks,
with the introduction of a widespread pre-commitment approach
in risk management.

In this context, political choices in the financial and economic field con-
sidering the importance of the timing of their adoption and consequent
impact are less effective in the presence of indecisions and uncertainties.

The analysis provided in this book examined capital raising as the main
tool in the context of prudential rules in regulation and discretional rules
in supervision. This is a crucial point which calls for a profound change in
line with improvement of risk management and efficiency in the banking
industries. It is a crucial point in order to create better internal conditions
and premises for reinforcing the banks’ resilience.

Bank capital is composed of three elements: capital constraints by regu-
lation, capital constraints by supervision and free capital by bank choices.
Bank discretional margins are very restricted and the influence of public
authorities is substantial: it exerts an adverse effect on the quality banks
that are capable of rational screening and monitoring and, at the same
time, of sound risk management and efficiency, thereby achieving a good
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performance. Changes, incentives and recreating structural conditions
postulate new and innovative measures built up by regulatory and also
supervisory authorities.

The raising of capital is the main tool used by regulation on a pruden-
tial application and by supervision on a discretional application in order
to maintain the viability of the banking system. Capital requirements are
calculated through Basel III and the forthcoming Basel IV and are also
imposed as an additional tool through discretional decisions by supervi-
sory authorities. This is a sort of “recurrent stressing” for implementa-
tion by banks in order to pursue the stability objective. It is important to
point out that raising of capital is useful only to hedge the solvency risk
at the specific date involved and only if the solvency risk is correctly
estimated.

Looking at only the capital level is misleading as it is unable to create
the premises for a sound and stable bank at a future time. Improving risk
management through the identification, measurement and management
of all risks linked with bank instruments and bank business areas is the best
strategy to achieve structural reinforcement and, therefore, to ensure the
soundness of individual banks and the banking system in the medium and
long term.

This strategy can be completed by an improvement of efficiency in the
various forms of cost, revenue and profit, as this would be in line with the
structural premises for sound and viable conditions leading to better
frameworks for the economic account from one period of time to another.
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