mercati, intermediari, istituzioni

FinRiskM\ITD

23/02/2015 | 6/NEWSLETTER

Shadows in the
Comprehensive Assessment

di Emilio Barucci, Roberto Baviera, Carlo Milani
22/02/2015 13:17

When dealing with the Comprehensive Assessment (CA) the key
question is: was the CA really comprehensive? But why this
question is so important?

In our precedent columns on this site, evaluating the
determinants of the shortfall of the CA, we have showed that
there is some evidence of double standards: a different
approach with respect to credit activity and financial assets,
a different approach with respect to core and non-core countries,
a penalization of non diversification-home bias effect, the fact
that national discretion has played a role (Barucci, Baviera and
Milani, 2015a, 2015b). One can discuss at length whether such
double standards should be there and the possible rationale, one
can also claim that an analysis of the adjustments (instead of the
shortfall) may contain more (or complementary) information
about the assessment made by the ECB. However, having
a non-comprehensive CA can be simply dangerous; in this
contribution we investigate this point.

An instance could clarify this point which is crucial whenever one
analyses banking regulation issues. Let us suppose that regulator
focuses just on one class of risk (e.g. credit exposure) neglecting
the others when analyzing two banks (A & B) with the same
business structure; let us also imagine that bank A is more clever
in balance sheet management techniques allowed by the most
advanced financial engineering tools (securitization without
a real risk transfer to third parties, off balance sheet vehicles,
level 3 assets, etc..). Clearly, in such a case bank A could pass
more easily than bank Bany “exam” from the banking
supervision authority: this could be atremendous incentive for
regulatory arbitrage increasing financial products and balance
sheet complexity.

One of the main objectives of CA is to enhance transparency
(European Central Bank, 2014a). We observe two main limits in
the exercise, which are related to the use of an incomplete
information set and to some features in the methodology that has
been followed by the authority.

With respect to the first issue, two key elements, probably not
adequately analyzed in the CA, are level 3 assets and off-balance
sheet items. As it is well known, both elements have played
a crucial role in the current financial crisis.

Level 3 assets should have been analyzed in detail during work
block 8 in AQR phase 2 (e.g. see figure 1 at page 10 in European
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Central Bank, 2014b). They amount to €178 billion (bln) for the
130 banks that underwent the AQR. The Fair Value (FV) analysis
has divided level 3 assets in two sets: Non-Derivative assets
(NDL3) and Derivatives (DL3). The FV of NDL3 for the banks in
the panel amounts to €83 bln; the AQR impact has been of €1.4
bln (1.5% of NDL3 assets). ECB declared that “the vast majority
of positions in-scope for independent revaluation were priced
using cash flow discounting methodologies” and “the main
differences in value were identified as a result of an increase in
spreads used for cash flow discounting” (see page 97in
European Central Bank, 2014a). On this evaluation approach we
observe the following: the valuation revision seems to be
inadequate for assets that present scanty liquidity or that could
involve rather complex modeling features (e.g. dependency
structure for defaults in securitization assets), furthermore
impacts on FV seem quite limited considering the characteristics
of these assets. The results of the CA are even more astonishing
considering the Derivatives’ set: the total impact is about €0.2
bln. If we consider that more than 60% of this amount comes
from a single bank (Banque Populaire Caisse d’Epargne) the
impact for the other banks is negligible. Let us recall that this set
includes the most complicated derivatives with some
parameters that cannot be calibrated through market data. For
these assets, changing the valuation method can significantly
affect the value. The AQR on this points does not appear to be
deep enough also considering that some banks in the panel have
created and commercialized some of the most complicated
derivatives in the market place. Furthermore, we notice that
differently from the credit part of the CA, there has been no
statistical projection outside the selected portfolio.

Off-balance sheet items are taken into account by the CA only via
the Total Assets according to Capital Requirement Regulation
(TACRR) and the related leverage ratio. Unfortunately, the
interpretation of the regulation does not appear adequate to
enhance balance sheet transparency. An example helps to clarify
the point. We refer to a bank whose off-balance sheet exposures
amount to €200 bln (four times bank’s CET1), the bank’s TACRR
is equal to €1440 bln, the bank’s “Total Assets based on
prudential scope consolidation” (the basic measure of total assets
in the CA) is €1580 bln. Curiously enough, the measure of total
assets including off-balance sheet items is smaller than the basic
measure of total assets. Analyzing in detail the bank’s balance
sheet, we observe that the decrease is due in particular to
nettings for about €400 bln and a set of “adjustments” (e.g. the
supervisory volatility adjustments approach) for further €160 bln.
This example shows that it is not straightforward to isolate
off-balance sheet items in the CA database, however their size is
remarkably more significant than the total AQR credit provisions
that, for the previously mentioned bank, amounted to €0.2 bln. In
conclusion, the off-balance sheet represents an opaque area in
the CA. Amajor UK bank has recently admitted an incorrect
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CET1in the ST exercise due to anot-correct inclusion of
Deferred Tax Assets (DTA) in the ST, (Fleming and Dunkley,
2014). The rules on DTA are quite simple; if a major bank can
impact significantly its results just with improper calculations on
DTA, the possibility of miss reporting on complex off-balance
sheet structures that involves a significantly larger amount of
funds can be really relevant.

From a methodological point of view, CA results are likely to be
incomplete on Probabilities of Default (PD) and Losses Given
Default (LGD) of banks’ counterparties. It seems that these
parameters have been adjusted in the AQR process for the CVA
part, but not in the computation of risk weighted assets
according to IRB models (the only exception is related to the so
called “Join-up”, see also page 35 of European Central Bank,
2014a). The AQR has analyzed in detail the Credit Value
Adjustments (CVA) in banks’ balance sheets. On a CVA that
amounts to more than €11.4 bln, the impact has resulted in
a 27% increase. The most of the impact is related to the PD and
the LGD parameters used in the CVA that the supervisor
considered to be inadequate (see page 98 of European Central
Bank, 2014a). We recall that PD and LGD of banks’ clients are
also the main ingredients in IRB models for risk weighted assets
computation: there is no rationale for the different approach to
these parameters on CVA and IRB computation. This fact also
explains why market considers a more reliable measure of risk
the leverage ratio with respect to Common Equity Tierl (CET1)
ratio (Barucci, Baviera and Milani, 2014).

As already mentioned, CA appears to be more focused on banks’
credit risk than to market risk: market risk that has been
analyzed mainly for the level 3 component and this analysis
appears to be (at least) incomplete. Potentially, this fact may
negatively affect future transparency and balance sheet strength.
As a matter of fact, financial engineering allows modifying one
kind of risk into the other via balance sheet management
techniques; techniques that generally increase the complexity
either within the balance sheet or using complicated off-balance
sheet structures. A biased assessment by the supervisor could
spread the use of such regulatory arbitrage techniques with very
negative drawbacks.

Figure 1. Volatility vs CET1 shortfall/excess
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Source: Barucci, Baviera and Milani (2014).

In a recent analysis, Acharya and Steffen (2014) have questioned
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the ability of CA in capturing real risks: they find a negative
relation between the shortfall and a market risk measure
represented by SRISK, the market risk measure that they
consider.

In Barucci, Baviera and Milani (2014) we find that at least a part
of the risk — perceived by the market — is caught by CA capital
deficit, although evaluated on a risk weights-based threshold,
since we show a positive relation between capital deficit and
volatility. In order to evaluate the capability of CA in capturing
bank risk, Barucci, Baviera and Milani (2014) match the capital
deficit that emerges from CA scaled by the common equity Tier
1 with a market risk measure represented by the market
volatility, restricting their analysis on listed banks. In Figure 1 is
reported the capital deficit, taking into account the 5.5% CET1
ratio threshold in the adverse scenario stress test (the capital
deficit could be also negative in the case of banks that have
a level of CET1 ratio higher than the threshold), in percentage of
the CET1 by the end of 2013, and the historical volatility of stock
returns, for the 41 listed banks in the EBA sample, for the period
January-October 2014. The relation is positive, this fact shows
that the CA was able to capture market risk.

Summing up, the most evident consequence of CA is the
requirement of capital increases for some banks (mostly
concentrated in Italy, Greece and Cyprus) and this fact has
strengthened the European banking sector as a whole. However,
in our opinion, there are some shadows in the CA exercise since
we are in presence of a methodology with several pitfalls.
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Complex Financial Products
to Retail Customers

di Giulia Mele
22/02/2015 13:05

On 22 December 2014 the Italian Securities and Exchange
Authority (Commissione Nazionale per le Societa e la Borsa) (“
Consob”) published acommunication concerning the
distribution by intermediaries of complex financial products to
retail customers (i.e. Communication No. 0097996/2014) (the “
Communication”).

The aim of the Communication is to increase the level of
protection of retail customers, who are deemed to be the most
vulnerable operators in the complex financial products market.

Indeed, in Consob’s view, the complexity of the financial
products means that retail customers are exposed to higher risks
and require constant monitoring to ensure that these customers
are not exploited due to their lack of market experience.

Consob, in the past, has observed that the transparency
requirements imposed by current regulations are insufficient in
ensuring full investor protection and preventing distortions in the
placement process of the relevant products.

In the Communication, Consob has adopted a non-exhaustive list
of complex financial products and has established good practices
to which the intermediaries are subject to in their relationship
with retail customers.

The rules set out in the Communication build on the existing
rules of conduct that intermediaries must apply in providing
investment services in Italy, found in Italian laws and MiFID
implementing regulations. Such rules of conduct apply, inter alia,
to EU intermediaries subject to establishment régime (i.e. having
a branch in Italy). Conversely, those rules do not apply to EU
intermediaries providing services into Italy which must comply
with the laws and regulations of their home State.

The Communication follows two FEuropean Securities and
Markets Authority (“ESMA”) opinions concerning “MiFID
practices for firms selling complex products” published on
7 February 2014 and “Good practices for product governance
arrangements” published on 27 March 2014.

Specifically, ESMA identifies complex products and recommends
that intermediaries adopt good practices when offering these
products, to ensure they are in line with the target clients’
profiles and to avoid damaging effects on retail customers.

In the Communication, Consob fully adopt ESMA'’s position. In
particular, the Italian Authority:

a) explicitly advises intermediaries against offering complex
financial products indicated in a specific non exhaustive list to
retail customers. The list includes:

¢ financial products arising from securitisation transactions
(i.e. Asset Backed Securities);

¢ financial instruments convertible into shares, upon initiative
of the issuer or subject to certain conditions (e.g.
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Contingent Convertible Notes or financial products qualified
as “additional tier 1” under Art. 52 of Regulation (UE) n.
575/2013);

credit-linked financial instruments;

structured financial instruments not traded on trading
venues, in relation to which the reimbursement of the sums
paid by the investor is not guaranteed;

e derivative financial instruments; and

alternative undertakings for collective investment (“UCIs”).

b) reminds intermediaries of their duty to apply criteria of
coherence between the products offered and the customers’
profiles;

¢) reminds intermediaries of their duty to prevent conflicts of
interest that can occur in the distribution of complex financial
products aimed at increasing the assets of the intermediaries
themselves;

d) invites intermediaries to eliminate incentives to personnel
which could accentuate conflicts of interest of the seller; and

e) invites intermediaries to make use of the same assessment and
simulation methods used for internal purposes within their risk
management system, when preparing the information to be
provided to retail customers during the distribution process.

Where the intermediaries decide not to comply with the Consob’s
advice in a) because they deem that the distribution of complex
products is in the interest of the retail customers and that
adequate information concerning such products and risks
connected with them are provided to investors, other measures,
in addition to the measures described in b) to e) above, are
prescribed aimed at making the distribution compliant with the
above mentioned principles.

The relevant decision to distribute the financial products must be
taken, on ajustified basis, by the top management of the
intermediaries, subject to opinions of the controlling corporate
bodies and functions.

In any case, the decision to distribute the products should be
accompanied by identification of the relevant investment limits
for current and potential customers, taking into account:

1. the customers’ socio-economic characteristics (e.g. level of
expertise, age, minimum assets held by the intermediary );

2.the relevant quantitative thresholds (e.g. minimum
investment thresholds and maximum thresholds of the
assets portfolio);

3.the modalities of the offer (e.g. online channel only
application; advanced portfolio advisory service which also
includes (i) periodically monitoring of financial portfolio, (ii)
review of the adequacy, (iii) interaction with the customer
after aforesaid review; etc.).

Moreover, the intermediaries must submit to the client
a disclosure concerning the “unsuitability” for retail customers of
the distributed products, according to Supervisory Authority
guidelines.

The intermediaries shall carry out specific controls during the
entire process of distribution of complex financial products, to
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ensure the compliance of this process with the aforesaid
principles on a continuous basis.

Consob has established that intermediaries must implement the
Communication as soon as possible and in any event no later
than 30 June 2015, informing the Authority of decisions and
measures adopted.

Svezia: approvate politiche
monetarie non convenzionali

12/02/2015 17:54

La banca centrale svedese ha abbassato il tasso di riferimento a
-0,1% e ha approvato un piano di acquisti di titoli governativi da
un miliardo di euro.

Per ulteriori informazioni, leggere qui.
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