Associazione
Bancaria
[taliana

ABI Comments on
consultative documents
issued by Basel Committee
on Banking Supervision
“Strengthening the
resilience of the banking
sector” and “"International
framework for liquidity risk
measurement, standards
and monitoring”

April 2010

04/2010



Contents

Introduction and SUMIMAIY ..o e ane e 3
A) Quality of Capital..ccueiieiii i 9
1. Grandfathering.. ..o e 9
2. Deductions of net DTA (deduction of Deferred Tax Assets net of
Deferred Tax Liabilities)....cccvviiiiiiiii e 11
3. Equity investments in other banks, financial and insurance entities
(AN OWN ShareS) .t e e 12
4. MINOKity INTErestS .. e 14
5. COMMON EQUIY e e s s s s e e e r e 14
6. Review of the characteristics of hybrid Tier 1 instruments ............. 17
7. Review of the characteristics of hybrid Tier 2 instruments ............. 21
8. Contingent Capital .....c.oieiiiii i 22
9. Shortfall stock deduction of write-offs with respect to
EXPECEEA [0SO ittt e e 23
10.Surplus of defined benefit pension funds........c.ccoviiiiiiiiiieiiennne, 23
B) Counterparty FiSK .uuiiriiii i 24
O Leverage Ratio.....iiiieiiii i s 28
1. Characteristics of the indicator ..o 28
2. Off-balance sheet itemsS.....ccviiiiiii e 30
D) Countercyclical buffers ......coviiiiii 34
1. Cyclicality of the minimum requirement.........c.ccooiviiiiiiiiii i, 34
2. Forward looking proViSioning .....ccooeviiiiiiiiiiiii e enae s 36
3. Building buffers through capital conservation............ccooiiiiiniiinnnns 37
4. Excessive credit growth ......ooiiiiiiii 39
E) T 1 T L Y2 41
0. Scope of application and transitional arrangements ....................... 41
1. Undesirable global effects consequent to the restriction of assets
eligible for the liquidity buffer.......ccooiiiiiii 41
2. Instruments issued by the private sector ..........cccooviiiiiiiiiinnn, 42
3. Proposal of a solution: wider buffer or, secondarily, longer end...... 43
4. Specific aspects linked to the sovereign rating...........c.coviviieinnnnn. 45
5. Central bank assets that are eligible but not marketable ............... 47
6. Other matters regarding the LCR ... e 48
7. Other matters regarding the NSF ratio........c.cooeviiiiiiiiiic e 50
8. Frequency of calculation and functioning of liquidity buffers........... 52
9. Joint assessment with all of the other new provisions currently
DEING AraWn UpD cviiiiiiii i i e e 52

Pagina 2 di 52



ABI Comments on consultative documents issued by Basel
Committee on Banking Supervision “Strengthening the resilience of
the banking sector” and “International framework for liquidity risk

measurement, standards and monitoring”

| Introduction and summary

The proposals to amend the legislation encompass a vast series of complex
regulatory spheres. Their individual and, all the more so, joint impact
makes a careful analysis of their effective implementation methods, their
sequence and, in general, the possible effects correlated to their eventual
applicability in a macro-economic context such as the current one,
indispensable. Furthermore, due to the uncertainty present in some areas,
it would be important to foresee a second assessment/consultation in
agreement with the industry.

A careful preliminary assessment is necessary of the impact of the new
proposals not only on the stability and profitability of the individual
intermediaries, but also on the Italian and international macro-economic
picture.

Particular attention will have to be paid to the trade-off between the will to
standardize the legislation and the need to take adequate account, when
defining the international regulations, of the national peculiarities.
Standardized legislation within contexts which are still varied risks causing
an unlevel playing field, contrary to the declared objective.

It is hoped that there will be wide compliance at international level with the
new framework and that its enforcement will be harmonized.

Furthermore, in order to ensure a level playing field between banks and
non-banking intermediaries, it is necessary to extend the most stringent
prudent rules in question also to the latter, on the basis of the supervisory
principle, generally accepted, that equivalent activities must be subject to
rules, also prudent supervisory ones, which are standard, irrespective of the
type of party supervised and using the same implementation terms. Already
at present, any legislative misalignments existing between banks and non-
banking intermediaries, which provide the Ilatter with a competitive
advantage, do not appear justifiable.

Likewise, in the consultative document the legal and operating singularities
of the co-operative banks and their network organization are not
appropriately interpreted.

The definition of a single and global regulatory context is supplemented in
the enhancement of the European supervisory system via the creation of
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the ESAs; this will make it possible to effectively reduce inconsistencies and
duplications.

Going back to the aspects mentioned at the beginning, it is important to
consider that the application of the new legislation during a phase of slow
emergence from the crisis could have negative effects which are somewhat
inconsistent with the real objectives of the review underway, with
consequences on lending and on the customer relationship. Irrespective of
the macro-economic context, the same cost of the funding would inevitably
be influenced by the introduction of new restrictions on the funding
instruments with repercussions on the pricing of the loans.

Therefore, the grandfathering clauses will be of primary importance, with
respect to which the consultation document does not provide specific
indications and, in the event of Tier 1 hybrid instruments, appears to be in
contrast with the matters envisaged by Directive 2009/111 (so-called
CRD2).

The lack in the consultative document of indications on the computability
limits of the elements of the equity which the banks will be required to
observe over the next few years makes it difficult, in general, to formulate
comments with regard to the proposals represented in said document.

If, as seems to emerge from the consultative document, the Committee’s
approach is to tend towards greater recourse to share-based instruments,
doubts arise with regard to the ability of the market to absorb consistent
flows of these securities over the next few years.

As indicated in the graph, the percentage of equity issues by issuers of
financials increased considerably over the last few years within a situation
of growing volatility of the market prices which, by contrast, drastically
reduced access to the market by the corporate issuers via IPO transactions.
Within the current context characterized by minor volatility, the corporate
issuers will return to the equity market offering capital instruments to
investors which will be “in competition” with the hybrid instruments offered
by the issuers of financials. Rules which are too severe would penalize the
marketability of the hybrid instruments offered by the banks which would
risk being cannibalized by the equity instruments issued by corporate
issuers.
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Therefore, it is proposed, on a priority basis with respect to other
fulfilments, that the regulation on grandfathering envisaged by CRD2 be
confirmed and the regime which will apply to issues until the date of
implementation of the new legislation be clarified.

Taking into account the national specificities and the various legal
categories of the banking intermediaries, it is necessary that the new
proposals lead to an improved quality of the capital without necessarily
imposing penalization on instruments which in the Italian context can
essentially be placed on the same footing as the elements indicated as
reckonable (e.g. savings shares, privileged shares and the shares of co-
operative banks).

It is also proposed that certain criteria be changed, as considered in the
consultative document for the financial instruments which are included
under Tier 1 additional going concern capital, for the purpose of maintaining
the attractiveness of the instruments for “fixed income” investors. In fact,
the typical profile of the investors in Tier 1 instruments is generally
represented by investors in debt instruments.

With regard to Tier 2 instruments, among other things it is proposed not to
introduce lock-in mechanisms, in consideration of the “gone concern” nature
(Capital in Liquidation) of these instruments.

With reference then to contingent capital instruments, it is considered
inopportune to introduce guidelines which are too stringent which could limit
demand for the same, bearing in mind that the market for these
instruments is not yet developed.

Furthermore, the deduction from Common equity of the minority interests
and equity investments in banks, financial and insurance companies would
be particularly penalizing and would also lead to distortive effects on the
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competition between financial conglomerates and, within the banking
groups, possible inefficiencies in the allocation of the capital.

Furthermore, of fundamental importance for Italy is the computability of the
items relating to prepaid taxation, mainly generated by the peculiarities of
the tax system (e.g. those originated by the writedown of receivables, the
alignment of the goodwill and the provisions to the Reserve for risks and
charges).

The complexity of the legislation in question and the need to reduce
undesired effects implies the central nature of the QIS. Only after the
analysis of the results of the QIS, will it be possible to fully define the new
provisions to be followed by their gradual introduction.

It would also be advisable to define a sole timetable at global level, (not
only for the European Union or the Euro Zone), aimed at harmonizing the
sequence of the enforcement of the legislation on a consistent basis with
the timescales and the methods for the introduction of European legislation
already approved. It is also important to envisage occasions for verification
with regard to the effective implementation of the new legislation in the
jurisdictions concerned so as to monitor the progressive and standardized
implementation thereof.

Reference is also made to the need to pursue an alignment with accounting
legislation, so as to render the legislative innovations consistent with the
financial statement figures.

Faced with potentially greater stability of the system, the costs incurred by
the banks and, lastly, by the economy will foreseeably rise, with an overall
deterioration in the efficiency of the financial intermediation process.

It is considered fundamental that the focus remains to be the supervision on
a consolidated basis. In fact, given the structure of multipurpose groups
which characterizes the Italian banking system, the Italian banks are led to
request (first of all, for the liquidity ratios) application of the legislation in
question at just consolidated level and not also at individual level, also so as
to safeguard the division, and the related specialization, both with regard to
the activities carried out and the funding methods.

As for the Counterpart Risk, it is agreed that the use of central counterparts
(CCPs) for the discipline of OTC financial derivatives could reduce the risk
associated with these instruments.

It is however believed that the zero-risk weighting of the exposures in
derivative contracts disciplined via a central counterpart already in itself
represents a strong incentive for the use of the CCPs and therefore the
opinion on the proposal to introduce further penalization for contracts
regulated bilaterally is not shared (in particular, the forecasts of the
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stressed Expected Positive Exposure - EPE - and the add-on for Credit
Valuation Adjustment risk CVA).

This would have the effect of creating inequality in the treatment between
various types of contracts, undermining the competitiveness of the financial
market and would compromise the ability of the intermediaries to efficiently
handle the risks undertaken.

In fact, use of the central counterparts inevitably requires a process for the
standardization of the contractual features of the derivatives, which, if
excessive, would risk making these instruments less effective.

With regard to the proposals in the Liquidity Risk field, many of the
perplexities which arose during the analysis of the proposal could partly be
mitigated at least with reference to the Liquidity Coverage Ratio, foreseeing
that certain types of asset - such as corporate bonds, covered bonds,
securities included in share indexes, bank shares, non-subordinate bank
debt securities and certain sovereign securities - are, having certain
characteristics, adequately recognized (in the so-called “wider buffer”
making the necessary changes to the consultative document).

While deeming the introduction of a Net Stable Funding ratio to be correct,
it is also considered appropriate not to set it within a stress test analysis
context given the structural nature of this indicator.

Accordingly, it is proposed to the Committee that a solution be taken into
consideration which, by means of the appropriate changes and reviews,
follows the Italian legislation on the transformation of the maturities in force
up until a few years ago. This did not envisage a stress test scenario (but
an on-going concern scenario) and took into consideration a series of macro
items which avoid problems relating to the tracing of data without
invalidating the quality of the ratio. With regard to this approach, possibly
to be investigated, there is room for in-depth analysis.

Again with regard to Net Stable Funding, recognition similar to that required
in similar cases for the Liquidity Coverage Ratio is requested for sovereign
securities with a non-maximum quality: in particular, it is requested that
the recognition be disengaged from the related risk weight in the event that
this involves debt securities issued by the home country of the financial
institutions involved in the creation of the buffer.

In conclusion, it is observed that the measures proposed by the Committee
in terms of liquidity requirements do not take into account the operating
features of the network systems such as that of the co-operative banks,
where Ist and IInd level banks operate, involved with the latter in an
important role for managing the liquidity and the related risk within said
network. Specifically, the Consultation Paper published by the European
Commission “Possible further changes to the capital requirements Directive”
in acknowledging a specific handling of the intercompany relationships, does
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not envisage similar proposals with regard to the afore-mentioned bank
networks.

It is of fundamental importance that, after the introduction of the new
provisions, adequate incentives remain for the use of the advanced methods
for the determination of the minimum capital requirements.

Over the next few weeks - on the basis of joint analysis currently underway
at the EBF - the Association will carry out assessments on the macro-
economic impact, with particular regard to the repercussions on economic
growth and employment. These will take into account the micro data (QIS)
which the individual banks are making available at present.
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| A) Quality of capital

1. Grandfathering

We propose to envisage, on a priority basis with respect to other
fulfilments, a precise and sustainable mechanism for the transition
to the new rules. In particular, for Tier 1 instruments we propose to
confirm the discipline on grandfathering previously introduced by
directive 2009/111/EC and to introduce a similar provision for Tier
2 instruments. Subsequently, we request identification of the
regime to be applied to hybrid instruments up until the date of
implementation of the proposed regulatory framework

The grandfathering provisions contained in the consultative document (in
particular at paragraphs 64 and 84) are believed to have created operating
uncertainties’ that have, de facto, stopped the market for these
instruments.

More specifically, it is noted that the introduction of the reference of the
publication date of the Consultative Document (December 17, 2009) has
created a contradiction with Directive 2009/111 (so-called CRD2) which
provides a grandfathering for instruments already issued as of December
31, 2010.

In particular, these provisions, with regard to hybrid Tier 1 instruments,
seem to be in contrast with Article 154, Paragraph 9 of Directive
2006/48/EC, as amended by the aforementioned Directive 2009/111, which
already established grandfathering criteria for such instruments (the
instruments that by December 31, 2010 do not fall within the scope of
Article 57, letter a), or do not meet the criteria set out by Article 63-bis are
computable, under certain conditions, in the regulatory capital until
December 31, 2040).

In our opinion, the issue should be overcome by giving precedence to the
solution already adopted (by law) with CRD 2. As regards, we propose to
confirm, on a priority basis with respect to other fulfilments, the
grandfathering clause provided by CRD2.

! From S&P’s Document of 9/02/2010 “Assumptions: Implications Of The December 2009
Basel III Proposals For Our Bank Hybrid Criteria: "The "Basel III" proposals indicate that
regulators will not "grandfather" any instruments issued after Dec. 17, 2009. Accordingly, we
will not assign "equity credit" to any bank hybrids issued after Dec. 17, 2009 unless it is
clear that the instrument will continue to be included in regulatory capital when the Basel II1
rules come into effect.”
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Moreover, this interpretation appears to be in line with the position of the
CEBS? which provides the possibility of issuing hybrid Tier 1 securities with
equal characteristics to those on the market until December 31, 2010.

With reference to Tier 2 instruments, we note that CRD2 does not contain
any grandfather regulation. Tier 2 instruments, therefore, would be subject
to the provisions of paragraph 84 of the consultative document, on the
basis of which grandfathering will not be applied to instruments issued after
17 December 2009.

Considering the sizable outstanding amount of said instruments issued in
recent years by banks, we propose providing a grandfathering clause in this
case as well.

In particular, consistently with the proposal for Tier 1 instruments, we
propose introducing a grandfathering clause similar to the one introduced
by the aforementioned Directive 2009/111. In other words, the Tier 2
instruments issued by December 31, 2010 should fall within the
grandfathering scope and hence be computable, under certain conditions, in
the regulatory capital of banks until their natural maturity which, looking at
the Tier 2 instruments issued so far by Italian banks, would in any case
precede December 31, 2040.

The impasse determined by the afore-mentioned operational uncertainties is
depriving the banking system access to considerable sources of its own
funds.

This situation is particularly serious for Italian banks, considering the large
quantity of call dates of both Tier 1 and Tier 2 instruments which are
envisaged during 2010. The Italian banks are among those which have the
greatest concentration of call dates this year with respect to other member
nations and, consequently, are more greatly penalized by an unclear and
non-immediate definition of the grandfathering. The aggregate total of call
dates of the main Italian banking issues dedicated to domestic and
international institutional investors, and thus non-retail, amounts to around
Euro 7 billion.

For this reason, we hope for a clarification on these provisions in advance
with respect to the definition of the set of regulations expected by year end.

Additionally, to give certainties to banks and more in general to the markets
about the various stages of construction of the new supervisory system,
there should be a decision as to which treatment is to be applied to hybrid
instruments in the period from December 31, 2010 (latest date for issuing
hybrid Tier 1 instruments according to current regulations) to the date of

2 “Implementation Guidelines for Hybrid Capital Instruments” - CEBS, December 10, 2009.
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implementation of the regulatory framework illustrated in the consultative
document (end 2012).

We also observe that, according to paragraphs 64 and 84, the sole scope of
the grandfathering provisions would be “instruments which have already
been issued by banks”. Taking into account the breadth of the intervention
on capital outlined in the consultative document, we deem that
grandfathering should also be extended to the other elements of the
regulatory framework that could be subject to revision (minorities, limits,
deductions, ...) with specific procedures and application times, so that the
transition to the new treatment would take place without compromising the
stability of the banking system. Such an extension also appears to be in line
with Paragraph 64 of the consultative document.

Lastly, we observe that the Consultation Paper published by the European
Commission last February 26 on "Possible further changes to the capital
requirements Directive", to be implemented by the end of 2012, provides
no indication on grandfathering.

2. Deductions of net DTA (deduction of Deferred Tax Assets net
of Deferred Tax Liabilities)

We ask to remove the deduction proposal.

The proposal would significantly penalise Italian banks.

The recognition of DTA in financial statements is influenced by national tax
laws and the accounting entry is not consistent at international level; any
deduction from the common equity component (even if net of deferred tax
liabilities, DTL) would, therefore, be contrary to one of the fundamental
principles of the Committee proposal, nhamely the provision of standardised
and harmonised supervisory regulations.

One of the weak elements of the current regulatory system is actually
reported in the Consultative Document as follows: "There is no harmonised
list of regulatory adjustments. The way these adjustments are applied
across Basel Committee countries varies substantially, undermining the
consistency of the regulatory capital base”.

With regard to the Italian situation, there are several peculiarities of Italian
tax legislation that tend to amplify the differences between accounting profit
and taxable income, with the consequent recognition of significant amounts
of DTA.

The most significant of these are:
e non-deductible write-downs of receivables in the year;
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e non-deductible provisions for risks and charges;
o alignment of goodwill>.

In the first two cases, an increase of DTAs would be recorded in times of
economic recession, with the generation of a procyclical effect, also clearly
opposed by the Committee.

We therefore propose to completely eliminate the deduction proposal, also in
consideration of the fact that a specific test (probability test) is periodically
conducted on deferred taxes aimed at assessing sustainability, as regards the
bank’s capacity to produce taxable income in the future and that civil
legislation considers DTA components of available capital and doesn’t
envisage any constraint to the distribution of the profits related to it.

3. Equity investments in other banks, financial and insurance
entities (and own shares)

We ask to maintain the option for the a bank of not deduct shares in
the trading portfolio and related to market making activities. With
reference to equity investments in insurance entities we ask to: i)
align the supervisory rules between the banking and insurance
sectors and in the meantime to foresee the non-deductibility of
these investments; ii) alternatively, deduct such investments to the
extent of 50% from the common equity and 50% from Tier 2
capital.

With regard to the deduction of equity investments in insurance entities, we
would like to point out that the current regulations result in distortive
effects on competition for conglomerates controlled by banks with respect
to those controlled by insurance entities or holding companies, due to the
higher capital requirement requested for those controlled by banks, on the
basis of the same banking and insurance risk. This contravenes the principle
of fair competition and the neutrality of organisational structures.

Whilst awaiting the alignment of supervisory regulations for the banking and
insurance sectors, we trust that the new regulation does not envisage the
deduction of equity investments in insurance companies.

In fact, while in general terms, we share the position of the Committee as
regards the deduction of equity investments in bank and financial entities
from the common equity component, in order to avoid situations of double

3 We retain that where deferred tax assets originate from the payment of a substitute tax,
the same should be considered net of the tax paid as a strictly correlated event; the tax
benefit for the bank is in fact the net amount between the deferred tax recognised and the
substitute tax paid and any deduction of gross deferred tax would lead to a negative double
counting.
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counting of a bank’s capital at system level, we likewise retain that this
approach is valid and justified only with regard to the banking/financial
system and, therefore, limited to investments included in said system, or in
any event, to entities subject to the prudential rules dictated by the
Committee.

The introduction of the deduction to insurance companies as well, rather
than avoid double counting situations, would lead to a penalisation in terms
of the overall capital of the banking system, insofar as said investments are
outside the scope of the system, as well as being subject to prudential rules
that are not consistent with those dictated by the Committee.

As a transitory measure, and only if the above proposal is not an option, we
propose to deduct said investments to the extent of 50% from the common
equity and 50% from Tier 2 capital, in line with that envisaged by current
regulatory provisions®*. This approach, without touching the prevision of not
deducting insurance investments up to 20%, is based on the idea of
differentiating the implicit risks with respect to equity investments in
banking and financial entities; in fact, equity investments in insurance
entities, at banking system level, would appear to be more similar to those
in industrial entities, for which, we would like to point out, no deduction is
envisaged.

The option for the a bank of not deduct shares held in other banking,
financial and insurance entities, present in the trading portfolio and related
to market-making activities, from the common equity component, should, in
any event, be maintained for the following reasons:

. the shares are held to hedge trading positions on options on the same
stock, therefore with a short-term horizon;

. current legislation in this regard is already restrictive, namely it envisages
that the bank that requests exemption from the deduction obligation, as
well as waiving its voting rights, also meets other requirements;

. for shares held to hedge trading positions on options on the same stock,
the loss in value of the shares held in the trading portfolio would be offset
by the profit on the options.

In any event, it should be clarified that the matter of deductions refers to
own shares and to equity investments held in other banking, financial and
insurance entities, only with regard to direct exposures (namely assumed
through cash instruments or shares) and not to indirect exposures (e.g.
futures on market indices, for the component corresponding to the weight
of the share in the basket of the reference index), unless for the purposes

4 (i) 50% deduction from Tier 1 capital and 50% from Tier 2 of equity investments in
financial and credit entities that exceed 10% of the capital of the investee and of equity
investments in insurance companies if such exceed 20% of the capital of the investee and if
not acquired before 20 July 2006 and (ii), up to 31 December 2012, deduction from the sum
of Tier 1 and Tier 2 capital of equity investments in insurance companies if such exceed 20%
of the capital of the investee and if acquired before 20 July 2006.
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of the prudential requirement, the look-through rule is applied.
Alternatively, indirect exposures could be limited to relevant size direct
equity investments.

Furthermore, we also believe that the maintenance of the current prudential
treatment of subordinated insurance loan transactions is essential, or
alternatively, the use of grandfathering (exemption from deduction) for
existing transactions, which very often regard bilateral exposures that
cannot be settled before the closure of the relationship with the
counterparty in question.

4. Minority interests

We ask: i) to confirm current provisions; alternatively, ii) to
maintain the contribution of minority interests to the common
equity until the capital requirement as regards the subsidiary is
reached; iii) if the Committee’s proposal is confirmed, the exclusion
of the minority interests deducted from the corresponding RWA.

We ask for the confirmation of the current provisions that consider minority
interest in the calculation of group regulatory capital, as all assets in a
consolidated balance sheet contribute to the calculation of risks (RWA).
Again, in this case, we believe symmetry with financial statement standards
to be fundamental. If the proposal is confirmed, minority interest must also
then be excluded from the corresponding RWA.

Besides, the Committee’s proposal, considered as a whole with that on the
full deduction of equity investments in financial entities, would result in
situations of contemporary deduction from the capital of the intermediary
that holds the investment and from that of the investee company (double
counting within the financial system).

Alternatively, we propose the grandfathering of the current situation for a
reasonable period, and the end of which, we would maintain the contribution
of minority interests to the common equity until the capital requirement as
regards the subsidiary is reached. It is important to clarify whether the
requirement should be calculated at individual level or as a contribution to
the requirement at consolidated level, given the implications that this could
have on operations (e.g. infragroup or even on business models). The
component in excess should, in any event, be recognised in the capital
components of the additional Tier 1 capital.

5. Common equity
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We propose changes to the criteria for inclusion in common equity
aimed to include privileged and savings shares within the scope of
this capital component, if necessary through targeted corrections,
or to envisage grandfathering for said instruments. We also point
out that as the common equity discipline is focused on the legal
model of so-called joint stock companies, it does not take the
peculiarities of the legal structure of credit cooperative banks into
due account

The Committee establishes the criteria (listed in the table per paragraph 87)
for the inclusion of capital instruments in the common equity.

In general, the provision about computing instruments only as classified as
equity under the relevant accounting standards imposes a link with the
IAS/IFRS rules that is currently being redefined and that is unclear on this
issue.

Moreover, the “perpetual” concept considered in the consultation document
is not compatible with the Italian regulations on shares. In merely formal
terms, shares have the maturity of the issuer bank. This formal
characteristic in any case does not impinge on the quality of the instrument
from the supervisory point of view. There is no doubt that while the shares
have a maturity date, they cannot be redeemable and they absorb losses to
the greatest possible extent.

We therefore propose to integrate the additional principle of "maturity equal
to the life of the issuer"”, as provided by Italian regulations.

Based on the consultation document, moreover, saving shares and
privileged shares would not be computable in common equity in
consideration of the clauses that prescribe the obligation to distribute
dividends in the presence of profits and/or the priority upon liquidation over
common shares, occasionally recognized them in the bylaws.

In our view, there are no juridical-formal or substantial grounds for the
exclusion, because: i) such instruments represent a form of capital that is
similar, if not more stable, than the form represented by common shares,
as all rules of company law protecting the integrity of capital apply to them;
ii) they fully support enterprise risk; iii) they are junior to hybrid
instruments and iv) the capital privilege granted is absolutely immaterial an
in any case linked to the presence of distributable profits.

The assessment of formal and substantial consistency between common
shares, on one side, and saving and privileged shares, on the other, could
be distorted in consideration of the existence, in other countries, of
preference or preferred shares having the typical characteristics of hybrid
instruments. In this regard, it should be stressed that in Italian law savings
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and privileged shares have different substance from the one recognized in
international law. It should be recalled that, unlike other structure, the
prerequisite for any payment is the existence of a distributable profit.

If savings and privileged shares are not included in Core Tier 1, a situation
would be created in which their nominal value would be beyond common
equity, whilst the share premium would in any event be classed in this
component of the capital. Any share premium paid on subscription to such
shares, forming part of the general share premium reserve (which also
includes the share premium on ordinary shares), is by nature classifiable as
common equity.

Therefore, a modification to the Committee’s provisions is proposed, to
include privileged and saving shares outright in the computation of common
equity.

Should the proposed modification not be accepted, more specific corrections
could be provided, enabling, for example, to include privileged and saving
shares in common equity, deducing the component represented by
privilege.

If there is no room for modification to the consultation text, lastly, a
grandfathering discipline could be provided for such instruments. The
consultation document (point 84) allows to adopt this solution.

With reference to point 4 of the criteria for inclusion in common equity, it
should be clarified that the sole objective of this provision is to exclude that,
when new shares are issued, the legal prerequisite is created for the issuer
bank to be certain that all or part of such new shares are bought back.

Italian laws discipline - introducing among other matters limits, shareholder
meeting authorization requirements, market requirements for publicly
traded companies, etc. - the buy-back of own shares and many banks (as
well as many non banking companies) provided for the possibility of buying
back own shares through resolutions of the shareholders’ meeting which
define the terms, times and procedures for the buy-back. The provisions of
national laws with respect to own shares, and the adoption of a buy-back
resolution in line with applicable company laws and regulations, should
therefore not compromise the computability of shares in the common equity
of banks.

With reference to point 5, we deem necessary to underline that the
statement “distributions are paid out of distributable items (retained
earnings included) is not clear. If “distributable items” refers to items
distributable to shareholders (i.e., profits plus distributable reserves),
hybrids may be dilutive to ordinary shareholders, assuming that the
wording “paid out of” means that once a payment is made on hybrids, the
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corresponding amount of distributable items will no longer be available for
distributions to shareholders.

Thus, we propose to modify the text as follows: “Distributions are paid out
only if there are distributable items (retained earnings included)”.

Moreover, we observe that the sentence “the level of distributions are not in
any way tied or linked to the amount paid in at the issuance and are not
subject to a cap” would lead to exclude from common equity the categories
of shares for which the bylaws of the issuer bank prescribes a dividend that
represents a certain percentage of the nominal value (or of the subscription
value, thus inclusive of the premium), possibly to differentiate such share
categories from others and introduce a cascade of payments in profit
distribution. In this regard, it is not readily apparent what supervisory aims
would be frustrated by clauses of this nature, especially when payment of
the dividend is discretionary.

Lastly, there is an additional critical profile relating to the fact that the
common equity discipline does not take into account the peculiarity of the
legal structure of cooperative credit banks and, consequently, of the shares
they issue, which while they have different characteristics, are equivalent in
quality to common shares.

For more details on the proposals pertaining to privileged and saving
shares, please see the specific attachment.

6. Review of the characteristics of hybrid Tier 1 instruments

We propose several changes to the criteria envisaged for the
computability of Tier 1 hybrid instruments regarding, inter alia, the
definition of “perpetual”, the exercise of call options, buybacks and
the absorption of losses, in order to maintain the “"marketability” of
said instruments for investors in debt instruments

We propose a modification of certain criteria considered in the consultative
document for the purpose of maintaining the attractiveness of said
instruments for investors in debt instruments (so-called “fixed income
investors)”, which represent the typical profile of the investors in such
instruments.

In fact, it is necessary to take into consideration the difficulty for such
investors in acquiring instruments in which remuneration is entirely left to
the issuer's discretion and the consequent difficulty and costs in placing
instruments with such characteristics.

In light of these considerations, we suggest the following modifications:
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Criterion 4: Duration

We propose to eliminate the definition of “perpetual” or else to refer also to
a maturity equal to the life of the issuer. This last concept was inserted,
among others, in the feedback to the consultation paper no. 17 of CEBS of
April 3, 2008. Moreover, the need is noted to maintain, consistently with the
CEBS guidelines of last December, the possibility of issuing innovative Tier 1
instruments that have at least moderate incentive for redemption.

Criterion 5: Call option exercise

We propose providing the possibility that such instruments may include one
or more call options solely at the issuer’s discretion, to be exercised no
sooner than 5 years from the issue date with the prior authorization of the
Supervisory Authority and to include the possibility of early redemption
before 5 years for regulatory or fiscal reasons (this possibility is not
provided by the consultative document).

Authorization for redemption by the Supervisory Authority should allow a
compromise between the need for the stability of Tier 1 instruments and the
issuer's need to recall an instrument that is no longer efficient because of
unforeseen changes to its fiscal, regulatory and/or accounting treatment.

Moreover, regardless of the economic attractiveness, early redemption shall
be prevented only in case of capital ratios below the minimum
requirements.

Considering that by effect of the exercise of the call option, the issuer’s
capital ratios must not drop below the minimum values prescribed by
current regulations, we propose to replace the words “well above”, whose
meaning is hard to measure, with “in line” (or similar wording).

Criterion 6: Buy back

We propose to define quantitative limits to allow market making in line with
the provisions of the CEBS guidelines: “It is proposed that repurchased
instruments held by the institution for market making purposes shall not at
any time account for more than either 10% of the relevant issue or 3% of
the total amount of all outstanding hybrid instruments issued by the
institution, whichever of the two limits is the lowest”. In this regard, we
point out that also the aforesaid European Commission Consultation Paper
on the possible further modifications to the discipline of bank capital
requirements (so-called CRD4) has not denied this possibility.

Criterion 7: Dividend/Coupon discretion

We note that the provision pertaining to full discretion in coupon payment
(in addition, among other matters, to capital conservation requirements for
the purposes of disciplining countercyclical buffers) makes Tier 1
instruments very expensive.
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In view of mitigating the cost of issuing Tier 1 instruments without thereby
compromising loss absorption characteristics, we suggest eliminating the
word "full" from point a).

With reference to point d), we ask to clarify whether the scope of this
provision is simply that, in case of missed payment of the coupons on Tier 1
instruments, the sole limitation assumed by the bank is the one prescribed
by the so-called dividend stopper clauses (whereby the possibility for the
bank of distributing dividends to shareholders is limited).

To guarantee the seniority of hybrid instruments over shares, we also ask to
confirm the possibility of introducing the obligation to pay interests in case
if dividends are paid (dividend pusher).

It is also requested that the opportunity of introducing alternative
mechanisms for the payment of the coupons such as ACSM (Alternative
Coupon Satisfaction Mechanism or rather the use - for the payment of the
coupons - of cash generated by capital increases or bonds issued with the
same characteristics) be maintained.

Criterion 8: Distributable items

For Tier 1 instruments, the sentence “Dividends/coupons must be paid out
of distributable items” causes critical issues, if it must be construed in the
sense of allowing payment of interest only on distributable profits. In this
case, the following would be created: (i) a dilution for shareholders, and (ii)
a reversal of the principle whereby hybrid instruments take priority over
shares. In this case, payment of interest on hybrid instruments would alter
profit distribution rules and, therefore, it would interfere with the operation
of shares. On the other hand, the characteristics of payment flexibility that
are typical of Tier 1 instruments can be achieved even if payments do not
take place in such a way as to dilute profits.

In view of these observations, we propose mandatory payment of interest in
the presence of distributable profits arising from the last approved financial
year. In particular, we propose the following wording: “Dividends/coupons
must be paid only if there are distributable items".

Criterion 11: Loss Absorption

It should be specified that the write-down provided in the consultative
document as a loss absorption mechanism is temporary in nature. The need
to absorb losses could be pursued through a temporary write-down
mechanism and the introduction of a write-up mechanism in liquidation.

It should also be noted that if the reduction in the nominal value of the
instruments as a result of the capital ratios' drop below certain thresholds
(still to be set) were permanent, there could be negative implications for
purposes of the tax treatment of the relative interest and income.
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In fact, the circumstance that said instruments — not classifiable for civil law
purposes as bonds - cannot even be included in the fiscal notion of similar
securities as failure to comply with the unconditional obligation to pay at
maturity an amount that is not lower than the original capital, would entail
the application of the more onerous regime envisaged for so-called atypical
securities.

On this issue, we also point out that temporary write-down mechanisms are
provided by the CEBS guidelines and that CEIOPS has also provided the
possibility of alternative loss absorption mechanisms to mandatory
obligation and permanent write-down.

A temporary write-down mechanism could meet loss absorption
requirements “on a going concern basis” even in the case of write-down
when the call option is exercised (point 11.b). The write-down occurs in a
situation when the capital ratios of the bank deteriorate and are below
certain percent thresholds. If this situation should occur, the bank could in
no case exercise the call option because, as provided in point 5. paragraph
ii, its exercise - always subject to the supervisory authority's authorization
- is in any case subordinated to the circumstance that the bank
"demonstrates that its capital position is [...] above the minimum capital
requirements after the call option is exercised".

In general, as above mentioned, the need to absorb losses “on a going
concern basis” could be pursued with a temporary write-down of the
nominal and with the additional provision of a write-up when the bank's
capital ratios were to return above given percent thresholds. Said
subsequent write-up should presumably take place only referring to capital
net of any subsequent share capital increases in order to immunise new
shareholders from the effects of said write-up. If this were not the case, the
first portion of the share capital increase would be to the sole benefit of
holders of hybrid instruments, the subject of the mark-down and this would
make any recapitalisation more difficult and in any event more expensive.

In conclusion, it is essential that an instrument for which the write-down
occurred may be restored to its original nominal value. The Supervisory
Authority’s authorization for early redemption and the subordination rule
applicable in case of liquidation represent the safeguards that enable to
maintain the restoration characteristics without thereby compromising the
substantial loss absorption characteristics postulated for Tier 1 instruments.

On the other hand, the aforesaid proposal is compatible with a modulation
of the write-up that can also take place in compliance with the objective -
highlighted in CRD2 and in the CEBS guidelines - of “not hindering
recapitalization”.

Criterion 14:
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We propose to maintain the possibility of issuing through Special Purpose
Vehicles in order to maintain flexibility of choice for the issuer, in line with
what is generally envisaged by other European jurisdictions.

7. Review of the characteristics of hybrid Tier 2 instruments

We propose several changes to the criteria for the computability of
Tier 2 instruments regarding, inter alia, the possibility of a
moderate incentive to redeem by the issuer, the possibility to buy-
back such instruments for market-making purposes, as well as the
elimination of lock-in mechanisms, in order to render said
instruments efficient and coherent with the “"gone concern” nature
of Tier 2 hybrid instruments

With reference to the criterion that does not allow computing instruments
characterized by incentives to redeem in Tier 2 instruments, we propose
maintaining a moderate incentive to redeem by the issuer. We deem that
this approach can provide benefits in terms of balance between capital
stability (the incentive would be moderate and, in any case, early
redemption would be subject to the authorization of the Supervisory
Authority) and investor's risk.

Moreover, said approach would favour an alignment between the discipline
of the banking and of the insurance industries. Within the recent CEIOPS
recommendations (October 2009) on the eligibility criteria of own funds
within the first level directive “Solvency 2”, the possibility of a moderate
incentive for redemption is provided for Tier 2 instruments. This alignment
would be functional with the need - viewed with favour by the Basel
Committee in the January 2010 document (“Review of the differentiated
nature and scope of financial regulation”) - to avoid unjustified differences
between banking and insurance regulations.

With specific reference to point 5, letter ¢, paragraph ii), we propose
replacing the words “well above”, concept that is uncertain and hard to
measure, with other wording, e.g. "in line". Essentially, the issuer, by effect
of the exercise of the call option, must present capital ratios at least in line
with the minima requirements prescribed by the supervisory regulations.

Moreover, early redemption shall be independent of economic convenience.
This is because in many cases the reputational cost of failure to exercise a
call option (for example in terms of deterioration of the ability to access the
market) is greater with respect to the cost of potential refinancing.
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With regard to point 8, we propose maintaining the current treatment (buy
back without authorization up to 10% of each issue) and introducing an
exemption for market making activities.

Lastly, with reference to the hypothesized introduction of lock-in
mechanisms for Tier 2 instruments, we deem such mechanisms to be
superfluous and they should not be introduced.

The Basel Committee introduces the concept of Going Concert Capital and
Gone Concern Capital. Since Tier 2 is Gone Concern capital, there is no
reason to introduce lock-in mechanisms.

Also, the “lock in” could apply only in the case of final redemption. In this
circumstance, by effect of the regulatory amortization, the contribution of
the subordinated security for the purposes of Regulated Capital would only
be 20% of nominal capital, based on the proposed contained in the
consultative document. Therefore, the effect of the “lock in” mechanism
would de facto be greatly limited.

8. Contingent Capital

We make some observations on the opportunity of avoiding, for the
moment, excessively strict guidelines on contingent capital
instruments. We also propose not to introduce clauses for the
conversion of Tier 2 instruments into shares, given the "“gone
concern” nature of the same

We stress that the market for instruments such as contingent capital is not
yet developed, so overly stringent guidelines could limit demand for them.

It should also be clarified whether, within the scope of more thorough
analysis on contingent and convertible capital the Basel Committee intends
to assess the opportunity of introducing conversion obligations also in the
case of Tier 2 instruments.

Such obligations should not be envisaged, given that the aim of these
instruments is to absorb losses in “gone concern” scenarios (to protect the
rights of depositors and holders of senior securities). We therefore do not
understand the reasons behind the introduction of a share conversion
mechanism for an issuer in liquidation.

Any share conversion mechanism could also potentially lead to a diluting
effect on the issuer's shareholders, which those shareholders may not be
willing to accept.
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It is also considered that such obligations would in fact make Tier 2
instruments more similar to Tier 1 hybrids, further reducing the range of
instruments available to issuers.

In any event, there would then be the risk of less appeal to the current base
of Tier 2 instrument investors (in Italy normally retail investors), with a real
possibility that the banks will not issue such instruments in future.

The investment flows could therefore shift to instruments issued by entities
in other sectors, particularly insurance, for which at present no clauses for
share conversion options are envisaged.

This consideration also pertains to mechanisms for loss absorption by write-
down, of which we emphasis (even if only for the sake of a complete
analysis) their incompatibility with the structural nature of "gone concern
capital" of Tier 2 instruments.

9. Shortfall stock deduction of write-offs with respect to
expected losses

We agree with the new deduction rule, although onerous (100% from Tier 1
capital). It is obviously intended net of the tax effect.

We believe it would be reasonable to introduce, in parallel, the inclusion of
any positive balance (excess provisioning) in the calculation of the
regulatory capital.

The regulatory treatment of the difference between financial statement
write-offs and expected losses should be reconsidered on the basis of the
amendments made to IAS/IFRS regarding the provisioning of receivables.

10. Surplus of defined benefit pension funds

We retain, in line with IAS/IFRS, that on the basis of the terms and
conditions of the plan and of the statutory provisions in force in the
jurisdiction in which the plan operates, it should be established “who” has
the availability of any surplus (company or subscribers).

X %k X

Technical annex 1 also contains further comments, requests for
clarification and proposals for changes to the consultative
document.
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| B) Counterparty risk

We agree with the incentive to use contracts cleared by central
counterparties implicit in the zero-risk weighting of exposures, but
we do not agree with the proposal to introduce further penalties for
contracts cleared |Dbilaterally that would undermine the
competitiveness of the financial market and compromise its
capacity to efficiently manage the risks assumed

a) We request confirmation of the circumstance of the review of
standardised methods and of the present value subsequent to the
calibration, as well as the identification of the parties to the current
document, which are envisaged to be applied also by non Internal
Model Method (IMM) and non Internal Ratings Based (IRB)
intermediaries.

b) As regards derivative instruments, one of the main topics of the new
proposal of the Committee as regards Counterparty Risk, we believe it is
important to mention, first and foremost, that derivative instruments start
out as risk management instruments. As such, they represent an
indispensable instrument for investors to pursue their investment strategies
and for companies to correctly manage business risk. Where used for
hedging - and not for speculation - purposes, said instruments have
enabled risks deriving, inter alia, from high levels of market uncertainty and
volatility, to be controlled and reduced. The negative repercussions on the
stability of the financial markets that derivative instruments may have had
during the recent crisis, therefore, are the result of a use other than that of
the main function of said instruments, and also excessive. It is important to
draw attention to this aspect, insofar as we are convinced that any proposal
for the regulation of the use of Over-The-Counter (OTC) derivatives cannot
ignore this fundamental premise.

Having said that, we generally agree with the intention of the European
and international supervisory and regulatory authorities to encourage the
use of central counterparties (CCPs) to guarantee OTC derivative
financial instruments, as the central counterparty would help to improve
efficiency by reducing the counterparty risk implicit in the use of said
instruments.

Firstly, it should be considered that, as the regulatory process to define a
discipline for CCPs is currently underway, we do not have material
indications as to how many CCPs there will be, on how they will
function, what types of derivatives they will be able to manage, what
effective guarantee to be able to substitute the current OTC market they
will be able to give and with what timing and costs.
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Whilst waiting to clarify these aspects, in order to allow the banks to be
able to plan and assess the development of their transactions, not only on
their own behalf, but also on behalf of their corporate customers, we
request that transactions in OTC derivatives are not excessively
penalised, in terms of risk weighting.

We believe that the zero-risk weighting of exposures in derivative
contracts cleared by central counterparties provides in itself a
strong incentive to use CCPs. However, the shared proposal to restrict
said treatment to positions held vis-a-vis CCPs that respect the high
organisational and risk management requirements envisaged by CPSS-
IOSCO Standards, is in itself a restrictive move.

We therefore agree with the idea of attributing a zero-risk weighting to
derivatives cleared by CCPs, leaving a higher weighting for derivatives that
are not cleared by central counterparties, but we do not support the
proposal to introduce further penalties for contracts cleared
bilaterally (in particular the envisaged stressed Expected Potential
Exposure - EPE and the add-on for Credit Valuation Adjustment - CVA
risk).

We would like to highlight that the preliminary results of the Quantitative
Impact Study (QIS) show a significant increase in the capital requirements
with respect to bilateral exposures due to the proposed calculation
methodology that requires (especially when using internal models) the
application of multiplication factors thereby creating a multiple amplification
on the final requirement.

These penalties would create excessive disparities in the treatment of the
various types of contract (e.g. between those eligible to be cleared by CCPs
and those not considered such), threatening the competitiveness of the
financial market and compromising the capacity of the same to efficiently
manage the risks assumed.

Moreover, this additional burden could impact on the hedging activity of
non-financial companies. These companies hedge their risks subscribing
derivatives contracts with intermediaries and generally need “customised”
contacts in order to achieve “complete” hedging results. On one hand,
contract standardization, that is an essential requirement to settle CCPs,
could partially reduce the ability of companies to efficiently hedge risks by
means of said contracts. On the other hand, companies could be
discouraged to subscribe with banks bilateral contracts that, due to the
possible imposition of higher capital requirements, could be more
expensive. Therefore non financial companies’ effective implementation of
hedging policies for undertaken risks could be more difficult.

C) Turning to more technical aspects, we also emphasise that for the
purposes of calculating Exposure at Default (EAD) and the application of the
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Bond Equivalent method, the contribution of the Credit Risk Mitigation
technique, represented by collateral, cannot be ignored. During the
crisis, collateral, together with netting, proved to be a particularly effective
tool to limit the spread of counterparty risk and to diminish the insurgence
of systemic risks within the financial system. It was precisely in the period
of the crisis that the management of collateral and in particular of high
quality collateral, represented by cash, became extremely active and
intense: more specifically, we refer to the frequency of collateral
margination (for example from monthly to weekly, from weekly to daily)
and to the reduction of the threshold above which the obligation to make
payments is triggered. A revision in more restrictive terms of the conditions
contained in the Credit Support Annexes has generally required very short
timeframes, by virtue of the flexibility associated to the bilateral nature of
the agreements and the interest shown by the same counterparties to
reinforce safeguards against counterparty risk.

Therefore, subordinately to the proposal to not envisaging penalties on
capital requirements as regards bilateral transactions in OTC derivatives, we
request the following:

= For the purposes of calculating EAD, the possibility of considering the
mitigating effect of using cash collateral and other forms of
guarantee, in addition to netting, in the manner consented by the
current provisions of Basel II;

= Confirmation, as regards the Maturity of Bond Equivalents and with
reference to exposures in derivatives hedged by collateral, of the
possibility to determine the maturity on the basis of the contractual
margination time of the same collateral (e.g. one week).

d) We request confirmation that the add-on on CVA risk is only used to
estimate unexpected losses.

e) We also ask whether, in the case of the “direct” or “indirect”
membership of a Multilateral Clearing House for OTC derivatives, it is
possible to use the zero weighting for exposure and collateral®.

f) Lastly, as regards the use of ratings provided by the ECAI and, in
particular, the assessment activities that would be requested of
intermediaries regarding (i) the correctness of the weights applied to
“unrated” exposures as well as (ii) the quality of unsolicited ratings with
respect to solicited ratings, we draw attention to the fact that several
national Supervisory Authorities, such as for example the Bank of Italy,
already require banks that use external ratings to regularly conduct an

> For example, the SwapClear Client service of the LCH.Clearnet Group, which can be
accessed both as a member (“direct” membership) and as a client (“indirect” membership,
accessing the instrument clearing service through a Broker, who is a full authorised
member).

Pagina 26 di 52



independent assessment of coherence between the external ratings and
internal creditworthiness judgments. We therefore ask ourselves what the
impact of the proposal would be with respect to what is already performed
by intermediaries under current legislation.

X %k Xk

Technical annex 1 contains further requests for

clarification/proposals for changes to the consultative document.
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| C) Leverage Ratio

We ask: i) that the leverage ratio is a Pillar 2 measure; ii) the
introduction of supervisory “adjustments” to offset the differences
in the accounting standards; iii) a strict correlation between the
criteria underlying the leverage ratio and those of Iliquidity
indicators. With reference to the definition of the ratio, we ask that
the numerator is represented by the total capital and, in the
denominator, off balance sheet items are included by applying the
regulatory netting and collateral rules.

1. Characteristics of the indicator

The adoption of a “non-risk based” measure defined on the basis of the
measurement of accounting exposure, requires the extended and
harmonised application and use at international level in order to avoid any
competitive distortions. Therefore the introduction of supervisory
“adjustments” is needed able to effectively offset the differences in the
accounting standards adopted in the different jurisdictions.

With reference to the content of paragraph 205 of the consultative
document, we believe that a leverage ratio defined in this way should
represent a final and not just transitory Pillar 2 measure, on the basis of
which corrective managerial action and, in extreme cases, ad hoc
interventions of the supervisory authority could be envisaged.

We would like to underline how the use of the leverage ratio measure within
Pillar 2 must appropriately be associated to the adoption of uniform conduct
by national Supervisory Authorities in Europe and internationally; the
present of diversities in terms of activation times and the entity of
corrective measures to be undertaken could have unfavourable
repercussions on the achievement of a level playing field.

The possibility illustrated that this indicator could, after appropriate review
and calibration, become a Pillar 1 measure, and therefore an integral part of
the framework to define the capital requirements of a financial institution,
would require, in fact, the structuring of the leverage ratio in a more “risk-
based” mode, in order not to generate potential gaps between management
measures and measures of regulatory supervision.

In any event, a quantitative indication of the level that the Committee
intends to set as the minimum value to be met for said measure must be
proposed as soon as possible. Similarly, it needs to be clarified how said
ratio should act in the different stages of the economic cycle.
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Similarly, it is not clear which intermediaries are included in the scope of
application (“total limited number of intermediaries”), nor the means of
application (“only in growth stages of the economy”), nor whether said
measure should be applied only at consolidated level.

In respect, the indicator must be “calibrated” so that it is more stringent for
the categories of intermediaries that most tend to exploit financial leverage
and only in growth stages of the economy. However, this should not involve
destabilizing processes of forced/accelerated deleveraging in periods of
crisis. A possible solution could be that of rendering it effective only in the
case that the bank reveals an increase in the exposures during the period
(assets, derivates and off-balance sheet items) or, alternatively, defining it
gradually in relation to the growth rate of the exposures.

With reference to what capital measure to use as the numerator of the
ratio, we believe that Total capital is the most appropriate figure, precisely
due to its effective capacity to cover potential losses. In any event, the use
of Core Tier 1 capital appears to be too restrictive.

We agree with the fact that the leverage ratio should be appropriately
disclosed within the ambit of Pillar 3.

As underlined in the consultative document in question (par. 219), we
recommend a strict correlation between the criteria underlying the leverage
ratio and those of liquidity indicators. The proposal envisaged in par. 218,
namely that all assets, including high quality liquid assets, should be
included in the denominator of the ratio expressly contradicts that
envisaged as regards liquidity indicators which, instead, encourage banks to
hold said assets. The simplest solution could be that of eliminating the high
liquid assets from the calculation of the exposures considered for the
leverage ratio.

It can be observed, in addition, that the definition of leverage ratio
proposed has some inconsistencies with regard to the operational features
of credit cooperative banks, given the objectives stated in paragraph 79 of
the consultative document.

In particular, we draw attention to the following specific operational
aspects:

» exposure of II level banks to central banks in terms of the indirect
fulfilment of compulsory reserve obligations by credit cooperative
banks (in the majority of cases, the latter utilise the central reference
bank for this purpose);

= off-balance sheet transactions of II level banks in terms of available
margins on credit lines granted by I level banks.

With regard to the first point, the provisions of the consultative document
would appear to include said exposure in the calculation of total exposure,
even if high liquid assets are excluded from such. In the contrary, we

Pagina 29 di 52



believe that said exposure should be excluded from the calculation of the
denominator of the ratio insofar as it is not relevant to the measurement of
the degree of leverage of II level banks.

As regards credit lines granted by II level banks to credit cooperative banks,
we note that the same fall within the scope of the set of instruments used
by the former to centrally manage the liquidity of this category of banks.
For this reasons, we believe that using a conversion factor of 100% (and,
therefore, not considering the effects of territorial, dimensional and
operational diversity of I level banks and the consequent reduced risk of
simultaneous interventions by the same as regards II level banks) would
lead, once again, to a distortion of the actual degree of leverage of II level
banks. We therefore propose that the conversion factors provided by the
standardised approach are used for these items.

2. Off-balance sheet items
a) Derivative instruments

With reference to the treatment of derivatives, we do not understand the
reason for the exclusion of any form of risk mitigation (regulatory netting
collateral, in the forms and means envisaged for the calculation of
counterparty risk) from the calculation of the leverage ratio. We feel the
need to underline that, during the crisis period, regulatory netting proved
to be an effective instrument for limiting the propagation of the risk of
insolvency of the banks.

In fact, it was actually during the crisis, when the insolvencies emerged,
that the possibility of performing netting transactions between credit and
debit positions on derivative OTC contracts, asserting agreements entered
into individually and at Group level, significantly lowered the probability that
the incapacity of a party to fulfil its obligations could have repercussions on
other financial intermediaries and thus compromise the stability of the
entire financial system.

Therefore, we believe it reasonable to propose that, in the calculation of the
Exposure, derivative contracts are calculated at their fair value, considering
the effect of regulatory netting in accordance with the terms under which its
is permitted by current prudential supervisory provisions.

If, alternatively, the Committee opts for the use of the fair value and of the
“future credit exposure” (so-called “add on" credit), this magnitude would
be mitigated by both the effect of the netting and by the effect of the
collateral (for the reasons illustrated in the paragraph on Counterparty
Risk), in line with the form and means currently permitted to determine
counterparty risk for supervisory purposes.
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Furthermore, it is emphasised how in the consideration of the netting or the
contribution of the CRM techniques it is appropriate to refer to the
regulatory rules and not to the accounting ones, in relation to the lack of
consistency currently existing between the accounting rules adopted in
different geographic areas. For example, in relation to OTC derivatives, US
GAAP envisage the possibility of recognise the value of these contracts on a
net basis with reference to the same counterpart or group of counterparts,
on condition that a Master Netting Agreement exists. By contrast, IFRS
concede the possibility of recognise the value of the OTC derivatives on a
net basis under much more limited circumstances: in general, the existence
of a Master Netting Agreement is a necessary condition, but not sufficient
for highlighting the contribution of the netting in the financial statements.

With reference to credit derivatives, the proposal made by the Basel
Committee to use a conversion factor of 100% of the notional value for
protection sales, based on the similarity between selling protection and
providing a guarantee, is accompanied by the prescription of the non-
admissibility of the netting between the protection purchased and sold,
insofar as this practice is retained inconsistent with the treatment of credit
risk mitigation for on-balance sheet items.
We agree, for the purposes of the leverage ratio indicator, with the
approach that written credit protection sold is included at notional value in
the measurement of exposure, as incidentally mentioned in paragraph 206
of the Consultative Document, as one of the key elements for the definition
of the ratio (even though no form of recovery ratio is considered). On the
other hand, we do not understand, the reason why the possibility of
performing netting between protection purchases and sales has to be
excluded, when, evidently, the premises exist (same underlying “reference
entity”, same “reference obligation”, specularity of the “credit events”
hedged by the protection and of other important contractual terms).
In fact, imagining a situation in which a financial entity is called to honour
financial commitments assumed with protection sales regarding a certain
reference entity without being able to make the corresponding purchases
would lead to the following scenario:
a) a “credit event” for the “reference entity” occurs on which at least
one protection sales contract is held and, at the same time,
b) a default event occurs jointly for all of the counterparties from which
protection was purchased as the subject of potential netting with the
written credit protection set forth in point a).

If we extend this example to a portfolio with protection sales on more than
one reference entity, the scenario that occurs is that of a multiple joint
default of all of the counterparties underlying the protection sales and at the
same time of all of the counterparties from which the corresponding
protection was purchased.

We believe that, even in the context of a serious financial crisis, this
scenario is completely unrealistic, or outlines a situation of a systemic crisis
such that even the measures adopted in this paper would not be sufficient

Pagina 31 di 52



to avoid its propagation. Above all, for extensive portfolios usually
characterised by the presence of protection sales hedged by corresponding
purchases from the same issuer, the above prescription is neither
reasonable or acceptable.

Furthermore, as already emphasised, we retain the inclusion of 100% of the
notional value of net sales acceptable, as long as limited to the case of
single-name credit default swaps, while it cannot be considered reasonable
for CDS with an underlying index, even more so if said index is widely
diversified (e.g. ITRAXX). In said circumstance, in fact, the contractual
obligation triggered by the credit event related to an entity included in the
basket of nhames underlying the index is not equal to the notional value of
the contract, but represents a fraction, correlated to the weight of the single
component on the index. Again, including credit default swaps written on an
index at 100% of their par value in the calculation of the exposure, even if
net of any nettings with relative purchases, corresponds to a scenario in
which all of the issuers included in the index would jointly suffer a credit
event.

On the basis of the above considerations, we would like to make the
following proposals:

e with regard to single-name credit default swaps, the application of the
regulation proposed by the Committee of selling credit protection
quantified on a net basis, allowing the possibility of netting with the
corresponding bought credit protection, if specific requirements are met,
such as the correspondence of the “reference entity” and other
important contractual aspects;

e with regard to derivatives on widely diversified and liquid credit indices,
we propose to apply the regulation envisaged by the Committee for the
other credit derivatives (fair value criteria) and, therefore, for the
purposes of calculating the leverage ratio, not to include them in credit
derivatives. The definition of widely diversified index could be identified
on the basis of the following criterion (already met by the main market
indices):

- existence of a minimum number of components of the index (e.g.
>=20);

- limited concentration, i.e. each component must not have a weight in
the index above an established threshold (e.g.<= 5%).

b) Securitisations

The Committee does not appear to make any distinction between the cases
in which the Originator preserves a significant part of the credit risk of the
underlying portfolio, through, for example, the purchase of junior notes
issued by the securitisation vehicle, and cases in which the exposure to said
risk is mitigated by the circumstance that the same notes are sold on the
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market and/or in any event forms of credit protection are present (through
for example, credit default swaps).

We propose, therefore that, with regard to some cases of transactions such
as synthetic exposures towards securitisation vehicles, the application of a
coefficient corresponding to a fraction of the value of the underlying
portfolio is applied.

Lastly, in addition to the introduction of netting between items, it should be
confirm the exclusion of cash from Total Assets and the exclusion of the
items already deducted from the numerator.

X %k X

Technical annex 1 also contains further comments, requests for
clarification and proposals for changes to the consultative
document.
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| D) Countercyclical buffers

We believe it is premature to define capital buffers on the basis of
the information currently available. We agree the need to amend
the accounting rules for including the expected losses in the
provisioning.

The measures aim to limit the degree of procyclicality of the financial sector
are less consolidated than the others and still require further exploration by
the Basel Committee.

We therefore believe it is premature to define capital buffers on the basis of
the information currently available. Only in the next few years will we be
able to assess whether the current situation can be considered the negative
stage of an economic cycle or as, more probably, an outlier that can instead
be used as an indicator of a period of stress useful with the ambit of Pillar 2.

We also draw attention to how the results of the QIS for the calculation of
the countercyclical buffers (average PD and downturn PD) must be
considered taking into account the inexistence of sufficient time series of
the PDs. Data related to periods prior to the authorisation of the Regulator
to use advanced models will in fact be reconstructed on the basis of
assumptions that will not show the effects resulting from changes in scope
or of the models used.

Nonetheless, we have made several observations below regarding the
individual instruments indicated in the Consultative Document.

1. Cyclicality of the minimum requirement

As shown in the Consultative Document, there is a direct relationship and
coherence between the use of risk-sensitive metrics and the cyclicality of
capital requirements. In the light of the current state of the economic cycle,
it is not yet possible to verify whether this phenomenon will necessarily
translate into a contraction of the credit available to the economy in
situations of increased counterparty risk.

We therefore think it is necessary to draw attention to the fact that there
are already factors in the current regulatory system that contribute to
mitigating the procyclical impact of Basel 2. We refer in particular to:
e the use of long-term time series to calibrate risk parameters (for the
default rates);
e the use of “long-term” logic when determining the input factors needed
to determine risk parameters;
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e the use of “downturn” factors to estimate LGD;
e the use of a fixed percentage of Basel 1 as a floor for capital
requirements.

Therefore, for many banks (particularly commercial banks), the safeguards
already in place both in terms of capital buffers (total capital ratio > 8%)
and in terms of the prudential nature of risk measurement metrics (long
term data horizons to estimate PD, downturn LGD, etc..) would appear to
have already acted as effective factors to limit procyclicality phenomena.

This means that the activation of new measures could introduce excessive
restrictions to risk management, from a “non-sensitive risk” perspective.
With reference to the impact study, the Consultative Document makes two
proposals. The first regards the adoption of the downturn PD, calculated as
the maximum PD observed in the available time series, the second regards
the use of the average “historic” PD.

The aim of these proposals, by stabilising the volatility of PDs, is to dampen
the procyclical effects of requirements and represents, in reality, a
simplified but distorted way of reproducing the effects of a rating through
the cycle system. The use of this system would, in fact, enable
requirements to be stabilised while maintaining the sensitivity of the
portfolio to risk.

Vice versa, the measures proposed, although mitigating the volatility of
requirements, tend to crystallise credit quality throughout the whole
economic cycle, neglecting the risk-sensitive nature of the parameters used
in risk management models, threatening, in this way, one of the
cornerstones of Basel 2, which sees the development of “risk sensitive”
parameters and their use for the granting of loans, in risk management, in
the internal allocation of capital and in the bank’s governance functions, as
a fundamental requisite also for the purposes of corroborating internal
models. Alternatively, in order to maintain the managerial use of ratings
(use tests) effective, it would be necessary to introduce a dichotomy
between “regulatory” PD (generally through-the-cycle) and “*managerial” PD
(generally point-in-time), a circumstance whose regulatory compliance does
not appear to be taken for granted.

In any event, we draw attention to how complicated it is to imagine the
calculation of average PD and downturn PD using an entire economic cycle,
given the unavailability of times series of comparable PD, compliant with
Basel 2 over such a long time interval.

It is not clear whether this measure falls within the ambit of Pillar 1 or Pillar
2. In the first case, to avoid an excessive increase of minimum
requirements, we believe it necessary to calibrate the Scaling Factor based
on a long-term average PD. If the buffer in question falls, instead, within
the scope of Pillar 2, the interrelations with the other countercyclical
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measures need to be appropriately defined, in particular with the buffers
linked to the minimum Capital Conservation Ratio.

The supervisory authorities should, in any event, adopt a flexible approach,
particularly as regards the philosophy underlying the rating systems used
by the various banks, which should be assessed on a case-by-case basis, so
that they don’t generate unjustified disparities in treatment. Banks that
demonstrate that they have adopted through-the-cycle rating systems to
calculate capital should be able to be exempted from the application of the
correction, which would, on the other hand, have a greater impact on banks
with point-in-time rating systems. In any event, the correction should be
calibrated on a prudential average rather than a stress situation.

Alternatively, to circumvent problems related to the availability of time
series data, central banks could propose a coefficient (multiplier), calculated
on system data, that each bank should adapt to its own level of cyclicality
(quantified statistically or by means of quantitative/qualitative
questionnaires).

2. Forward looking provisioning

We agree with the Committee’s intention to support the IASB initiative to
adopt an expected loss approach” and to “promote an EL approach that
captures actual losses more transparently and is also less procyclical than
the current ‘incurred loss’ approach.

However, in order to be able to express an opinion on the proposal, we feel
the need to have more elements on the changes to accounting standards
and their adoption at national level in the various countries, also considering
the different tax regimes currently in force.

Furthermore, it should be noted that the model proposed by the IASB, as
well as being excessively complex, does not resolve the procyclicality issue,
instead it will presumably accentuate it, insofar as it envisages that the
effect of changes in expectations of expected future cash flows are recorded
immediately in the income statement.

As indicated in the Consultative Document, the application of the “expected
loss” concept must ensure that provisions reflect all of the losses of the
existing portfolio, expected over the entire life of the portfolio, on the basis
of a more extended set of information that than applied in the “incurred
loss” approach.

This approach does not necessarily guarantee coherence with the objective
of reducing procyclicality. In fact, if “point-in-time” logic is used for the
valuation of provisions, there is a risk of potentially highly volatile “expected
losses”. To reduce the cyclical impact on capital, the metric of the EL with
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which provisions are to be estimated, must be calculated using through-the-
cycle logic, consistent with the criteria proposed for the estimation of PDs.

While we agree with the aim of the Basel Committee’s position supporting
the introduction of impairment rules based on the expected loss model, it
raises some potential critical issues in terms of its application by smaller
banks, such as cooperative credit banks, which use the standardised
method for prudential purposes; the IASB’s proposal would be particularly
onerous to implement and manage.

In any case it is important to clarify, aiming to avoid double counting
between the income statement and regulatory capital, the link between the
use of a downturn PD for capital buffers and the use of EL to calculate
provisions for accounting purposes.

In fact, the potential use also for the provisioning of a downturn PD (that
can even be defined as “stress’ if calibrated to the maximum levels
consequent of the current economic cycle), would imply provisions at higher
levels than the expected average levels. The result would be that the
provisions would partially cover also unexpected losses that, instead, would
be covered by regulatory capital.

In addition, if capital requirements and risks are measured by means of
“stressed” risk factors (PD and LGD, in primis) the definition of “capital
contingency” measures by the management would be useless insofar as the
capital would also cover the impact of stress.

Lastly, we would like to emphasise how the proposal to deduct any shortfall
of the stock of provisions to expected loss from Tier 1 capital (rather than
the present deduction of 50% from Tier 1 capital and 50% from Tier 2
capital), justly motivated by the need to discourage the underestimation of
adjustments, further accentuates the asymmetry with respect to the
treatment of a positive balance of the stock of provisions for expected
losses (within the scope of Tier 2). In this regard, we believe it would be
reasonable to symmetrically introduce (as already mentioned in the section
regarding the quality of capital) the inclusion in the calculation of any
positive balance (excess provisioning).

This correction system, which is consistent with the current “incurred loss”

approach, should, in any event, be reconsidered as a function of the
changes made to IAS/IFRS as regards credit provisioning.

3. Building buffers through capital conservation
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We would like to underline the need to clarify whether the envisaged
provisions in terms of buffers are an alternative or in parallel to the
provisions regarding the internal process to assess capital adequacy (ICAAP
- Pillar 2 of Basel II).

The situation described in the Consultative Document poses delicate
problems of interpretation for the system between the proposed regulations
and those already in force regarding Pillar 2, where, in reality, the banks
design processes, methodologies and tools to establish capital adequacy
using different means with respect to that envisaged in Pillar 1. The
rationale, which emerged at the time of the issue of Basel II regulations, is
underlined by the capacity of the banks, particularly those with the most
sophisticated approaches, to be able to implement more advanced tools to
determine total internal capital and total capital, able to encompass a wider
array of risks and financial sources/requirements that could not be identified
with the standard rules of Pillar 1.

If the aim of the new regulation is effectively that of setting more stringent
and more detailed capital requirements and/or compulsory limits, in line
with the same, the current approach that entails envisaging, alongside
precise capital requirements that however encourage the use of internal
models, the independent assessment of the intermediary of its own capital
adequacy, should be abandoned. However, this would mean revoking the
principle, recently confirmed and cited above, of the need to have two
pillars, both used to judge the degree of the bank’s capital solidity, but
using different tools, in order to ensure, internally and as regards the
market, that - whatever the evaluation “metre” adopted - the overall
judgment resulting from Pillar 2 either reinforces that already indicated by
the first or highlights any problem areas to be remedied by appropriate
action to rebuild capital adequacy.

Also with regard to the provisions - again introduced by the Consultative
Document - regarding the measures that banks should adopt if said buffers
are deemed to be insufficient, the same need to be highly coordinated with
the current rules of Pillar 2. In fact, while we agree with the objective
indicated (the establishment of capital buffers in “benign periods”, to be
reduced in the event of losses in periods of crisis), we believe that
indicating the lack of distribution of profit as the main means to rebuild
“depleted buffers” in preferential and coercive terms, is an inefficient
constraint, as this measure - within the scope of Pillar 2 - represents,
instead, the last to be taken after having checked whether the other
solutions described by the legislator in the same section are feasible.

It would be preferable, instead, for the supervisory authorities to indicate a
range to be reached/maintained in a defined time interval, leaving the
intermediary the choice of which measures to take and how to graduate
said measures (to be discussed with the supervisory authority as part of the
“capital planning process”).
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In this way, a substantial role would also be assigned to the lever
represented by “disclosure”, where specific obligations to inform the market
regarding levels of capitalisation and coherence with the requested buffers,
as well as the action plans (reorganisation/optimisation of the credit
portfolio, sales, capital increases etc.) to be implemented to respect the
authority’s deadlines would guarantee, through market regulations, a
greater chance of success.

On the contrary, conditions could be created in which, to avoid restrictions
to dividend distribution policies (which would have a direct impact on share
prices) intermediaries use sudden/ad hoc measures on loans/RWA,
emphasising procyclical dynamics.

Furthermore, it should be noted that targeted dividend distribution policies,
even in contexts of non-optimal levels of capitalisation, can represent
useful, if not indispensible, bases (prerequisites) for the success of future
share capital increases.

For the reasons outlined above, this measure, at least in the early period of
implementation of the new regulation, should only be envisaged within the
scope of Pillar 2, changing the current rules to create a single framework
able to regulate the capital adequacy of banks.

Lastly, we would like to mention the need for the proposals regarding
buffers to take the peculiarities of models into due consideration, such as
that of credit cooperatives, which already incorporate a capital conservation
system represented by the obligation of allocating 70% of profits to a
reserve and that have structural and legal limitations to their capacity to set
in place share capital increases.

4. Excessive credit growth

The approach outlined would be difficult to apply in such a way as to
guarantee equity between the various jurisdictions, as it depends on not
necessarily robust macroeconomic analyses (the correlation between credit
volumes and depth of the crisis must be demonstrated in a rigorous way)
and explicitly contains an element of national discretionary power in the
choice of the variables that determine the threshold for the activation of the
additional buffer.

Furthermore, further discretionary margins are envisaged for national
supervisory authorities, which can increase or reduce the amount of the
buffer on the basis of general information. From the perspective of the
stakeholders, said discretionary power generates further uncertainty as to
the return on their investment, which goes beyond information that can be
obtained, for example, from business plans.
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Similarly, remember that underlying the excessive credit growth there is the
assumption of perfect correlation between risk of recession implicit in the
use of the downturn PD in the calculation of the minimum capital
requirement, which could lead to excessive prudence.

We believe that, where possible, the indicators defined at jurisdiction level,
should be gauged on the basis of the operating characteristics of the
individual banks, such as, for example, the size and the lending context.

Furthermore, the use of information provided directly by the intermediary
must be envisaged (“which supervisors and central banks will be able to
consider in the context of the circumstances which prevail at the time”).

On the other hand, the regulation appears to refer to the buffer related to
"excessive credit growth” as an increase of the buffer related to the “credit
conservation range”. The two measures should therefore be seen in a single
context.

Furthermore, there are problems of interpretation regarding the periods of
coexistence of the two measures: for example, it is not clear whether the
conservation standards should be applied to the sum of the two buffers. In
addition, for both, there is no indication of the computability of the capital
held to cover the buffer for the purposes calculating the ratio and the
quality of capital that should cover requirements.

With regard to the provision of considering Tier 1 capital only as the only
“ingredient” of the buffers, we believe it is more coherent to permit the
banks to use instruments (such as for example, soft mandatory bonds)
which, although not initially having the traits of high quality capital, may be
subsequently converted into capital (in other words, a sort of contingent
capital). In this way, the range of instruments that could be used and the
chances of success of their placement on the market would be greater, at
conditions that are not prohibitive for the intermediary.

This proposal would be consistent with the timing of the process of
rebuilding the capital buffer (the use of which can only be verified in the
most acute phases of an economic crisis), when the economic cycle is in an
improvement phase and recovery is envisaged in the near future, a period
in which these instruments may taken on a temporary “relative or partial”
nature of equity.

Technical annex 1 also contains further comments, requests for
clarification and proposals for changes to the consultative document.
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|E) Liquidity

0. Scope of application and transitional arrangements

In order to facilitate efficacy and efficiency of liquidity risk management an
application solely at consolidated level is required.

The new regulation, while making explicit reference to its application on a
consolidated basis for all international banks, seems however to envisage its
application at Legal Entities level.

We believe the new regulation should be applied only at consolidated
level, not to discriminate between Groups who have dedicated individual
legal entities to specific businesses, rather than sub-departments.

For banking groups, a group-wide liquidity risk management approach is
extremely important for its efficiency and effectiveness. Within the same
Group, the synergetic use of available resources to manage the funding
requirements of the various activities related to different business models
must therefore be recognized.

It is therefore desirable that paragraph 133 is amended, providing only the
first part of the statement ("the proposed standards and monitoring tools
should be applied to all internationally active banks on a consolidated
basis") and clarifying the procedures that would apply to non-
internationally active banks with reference to the principle of
proportionality.

The Press Release accompanying the Paper’s publication specifies that the
Committee will put in place appropriate phase-in measures and
grandfathering arrangements for a sufficiently long period to ensure a
smooth transition to the new standards.

It is essential that a consultation process be organised on arrangements
that the Committee will propose, particularly (i) on the time-frame within
which banks will need to apply the new framework as well as (ii) on
transitional arrangements. The implementation of the new requirements
also needs to be strictly synchronised throughout the world to avoid
substantial competitive distortions.

1. Undesirable global effects consequent to the restriction of
assets eligible for the liquidity buffer

We would like to underline that the new framework will result in a higher
demand for those assets which are eligible for the liquidity buffers,

Pagina 41 di 52



particularly sovereign debt. This is likely to materially decrease the
demand for instruments issued by the private sector, also because
the mere circumstance that some asset classes are not included in the
buffer will significantly remove incentives to hold these assets.

In other words, one of the most obvious consequences of narrowing the
eligible asset class is going to be the widening of the gap between
different bond types, both within the same bond class (i.e. on-the-run vs.
off-the-run government bonds) and between different bond classes
(corporates vs. governments). This could potentially lead to the generation,
over time of two tiers of bonds: the first comprised of highly liquid and
mostly government assets with a steady underlying demand, and the
second of radically less liquid non-government or off-the-run government
bonds.

Spreads between these classes would be wider than otherwise, and this
would have an impact on the funding costs of the “second tier”
issuers. This “crowding out” effect will benefit government and penalize
non-government - especially corporate - issuers: the funds available to
the latter issuers would be scarcer and more expensive.

The new framework may also have an unintended consequence should
some asset classes that are eligible for the liquidity buffer
(particularly sovereign debt) become scarce. Though in the current
environment of significant government deficit such a consequence may
seem unlikely, in the long term the hope is that a recovery of the deficit will
be realized. A concentration issue could also be triggered by the limited
market diversification of eligible securities.

Furthermore, as the proposals result in reducing the maturity
transformation role of banks, other market players will step in to
substitute banks for this necessary function in the economy, which means
that maturity transformation would largely no longer be supervised as it
would take place outside the banking industry and, consequently, outside of
the supervisory framework, without access to banking safety nets (liquidity
buffers, access to central banks...).

2. Instruments issued by the private sector

We are aware of the problems in terms of liquidity demonstrated by some
financial assets issued by the private sector during the recent crisis.

Nevertheless, we believe that the identification of eligible assets and of the
relative weightings should be carefully re-assessed on the basis of the
trade-off between the actual degree of liquidity - also in the light of the
stressed situation - and the above mentioned needs for the efficient
functioning of markets (the possibility of not excessively discouraging
holding certain financial assets in the portfolio should not be undervalued,
as an essential element to guarantee the liquidity of the secondary
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market, in turn an essential condition to maximize the efficiency of the
primary market). In particular:

e Listed shares included in market indices with a high level of
capitalisation, for which an RSF Factor of 50% is envisaged, should
also be able to be considered for the purposes of the Liquidity
Coverage Ratio (LCR); (Note that the maximum loss over the time
interval of one month during the crisis - September 2008 - of the
main share indices was around 25/30%);

e For the purposes in question (one-month and twelve-month liquidity,
and certainly not stability, requirements) we do not believe there are
reasons for the exclusion of shares of financial institutions with
the same high capitalisation requirements cited previously, which
have demonstrated liquidity characteristics similar to the other
shares, with the exception of a higher volatility, which could possibly
justify a more prudential approach;

¢ Monetary funds and bonds funds, for which a 100% RSF Factor
seems excessive, ought to be taken into consideration also for
Liquidity Coverage Ratio (LCR) purposes. In this respect, we propose
the adoption of a partial breakdown method®, In this manner the
funds would be broken down into their base components as in the
fund’s prospectus. Afterwards, each component would be assighed
the haircut envisaged in the Basel Committee’s framework for the two
indicators.

e As regards unsubordinated debt securities issued by financial
institutions with investment grade ratings - which have also
shown problems in terms of liquidity — nevertheless, we believe that
the provision of adequate treatment for the purpose of both
indicators, possibly accompanied by adequate limits of
concentration, would be suitable to represent a prudential sale
value also under stressed conditions similar to those experimented
over the reference time horizons.

3. Proposal of a solution: wider buffer or, secondarily, longer
end

In order to avoid an excessive cost of funding and an insufficient availability
of assets for the establishment of the current buffers, the creation of a
wider buffer is required.

Many of the perplexities illustrated in the two previous paragraphs
and others that will be illustrated below could be partially mitigated, at

% Like the one based on the Bank of Italy’s “Prudential supervisory rules for banks”
- Title II, Chapter 4 (Dec. 2006- n. 263) relating to market risks.
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least with regard to the LCR, by a “wider buffer”, to be defined by
changing the terms of paragraphs 35 et seq. to include in the liquidity
buffer:

e the securities referred to in paragraph 36 (corporate) and
paragraph 37 (covered),

e the cases illustrated in the previous paragraph (securities included
in share indices, bank shares, fund constituents - which after
adequate allocation’ are invested, by way of necessity or indirectly, in
eligible securities of the "“wider buffer” or “normal buffer” -,
unsubordinated debt securities issued by financial institutions) and
certain sovereign securities (as proposed in paragraph 4 below) and
the like

e central bank eligible but non marketable assets, to the extent
described under paragraph 5.

With specific reference to covered bonds, we would like to point out that the
resilience of such instruments under a liquidity point of view has been
proved even in the highest peaks of financial turbulence. Furthermore,
comparing the so called Fundamental Characteristics set in paragraph 29 to
be possessed by the high quality liquid assets with the characteristics of the
covered bond market, we register a perfect compliance for all of the 8
points mentioned.

Moreover, in our view, there is a fundamental problem when trying to
assess to liquidity of any kind of bond by its bid/ask spread. As still the
majority of covered bonds is still traded in the so-called phone trading and
not on electronic platforms, it is by no means no a trivial task to determine
the pricing source on which to base the assessment of bid/ask spreads, also
considered that it is common business practice to quote different prices for
bonds to different customers at the very same point of time. Therefore, it
will almost be impossible to capture consistent and coherent bond prices for
a market driven approach to determine the liquidity of a bond without a
clear guidance of which pricing source to use. We support the Basel
Committee in its approach to use market data in general but we must
emphasize the complexity of putting in place a regulatory guideline of 50
basis points into daily business for banks.

That being said, we hope that the bid-ask spread requirement should be
intended as applicable to specific segments of the covered bond market and
not to single issuers. It would be inconceivable, for example, that one issuer
in a particular country (e.g. Germany) having had a bid/ask spread above

7 For example, see the allocation methods envisaged in the Bank of Italy’s
“Prudential supervisory rules for banks” - Title II, Chapter 4 (Dec. 2006- n.
263).relating to market risks.
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50 bp in the past for a short amount of time might, could spoil the whole
market for Pfandbrief.

As a fallback position, we request a review of the metric of the LCR,
according to that proposed by the CEBS. In this framework, the metric
could be opened on two sub-periods ('0-1week” - “1week-1month”)
in order to envisage two different definitions of liquidity buffer as proposed
by the CEBS in the Consultative Document published in July 2009. This had
already been highlighted as important in the ABI Position Paper dated July
2009 insofar as it permits a differentiated definition of the assets eligible in
the first and second time interval®. In this case, the assets set forth in
paragraphs 2, and 4 of this document along with those of paragraphs 36
and 37 of the Consultative Document, could be included without
further haircuts in the so-called “longer end” of the LCR (period of
over one week), whilst it remains implicit that the “0-1 week” buffer
includes the assets referred to in paragraphs 34.a, 34.b, 34.c and 34.d of
the Basel Committee document and assets that are eligible but not
marketable to the extent indicated in paragraph 5 of this paper.

As explained before, the Committee proposal to define a single-tiered (one
month) survival period and to restrict the composition of the buffer only to
cash and cash-near assets (mostly, governments bonds) would have
distortionary impacts on the bond markets and would imply higher costs
for banks, with potential negative effects on their lending activities.

We ask that the term “country” in the various proposals referring to liquidity
risk (like in paragraph 34.d) can be interpreted at the European level as
synonymous of Euro zone Area.

4. Specific aspects linked to the sovereign rating

Request for recognition in the LCR and in the NSF of sovereign securities
with a rating of between AA- and A-. Protection in the NSF of the sovereign
securities of the home country.

® ABI PP October 2009 “We believe that, as envisaged in the proposed guidelines,
the concept of liquidity buffer should be developed over a two-phase (one week and
one month) survival period and a corresponding two-tiered definition of eligible
assets, with only cash and cash-near assetsl qualifying for the shorter end of the
survival period and a broader set of liquid assets allowed for the longer end. The
alternative choice of defining a single-tiered (one month) survival period and
restricting the composition of the buffer only to cash and cash-near assets (mostly,
governments bonds) would distort the bond markets and entail higher costs for
banks, as well as potentially negatively affect their lending.
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In the LCR, claims issued or guaranteed by sovereigns and other products
the like are included in full in the liquidity buffer if they are assigned a 0%
risk-weight under Basel II Standardised approach (rating at least AA-)
whereas they are totally excluded if their risk-weighting is above this
threshold (paragraph 34 point ¢ of the Basel Consultative Document).
Concerning corporate bonds, however, the Paper proposes a more
differentiated treatment which accepts that second tier corporate bonds
(rating between AA- and A-) are eligible for the liquidity buffer
(paragraph 35 of the Basel Consultative Document).

al) Therefore (in line with paragraph 3), we request that within the
scope of the LCR it is envisaged that at least government-issued/-
backed securities (and similar products) with a 20% risk weighting (A+ and
A- ratings) are included, with the appropriate treatment, in the
“wider buffer”, as already envisaged for several corporate bonds.

a2) As a fallback position a relaxation of the eligibility criteria for the LCR
could be acceptable, that leads to the wide inclusion of sovereign securities
with risk-weights of above 0% (regardless of the relation between the
issuing country and the bank that holds them in its portfolio) at least for the
“longer end” of the LCR, as per the CEBS proposal dated July 2009.

Securities issued or guaranteed by sovereigns and the like are similarly
penalised with respect to corporate bonds within the framework of the Net
Stable Funding Ratio, too. While two tiers of corporate bonds benefit from
Required Stable Funding Factors lower than 100% (the second tier including
bonds rated at least A-), only sovereign securities and the like which have a
rating of at least AA and a 0% risk-weight share a similar benefit. it is
hereby proposed that the benefit is extended -with an appropriate Required
Stable Funding Factor below 100%- at least to a second tier of 20% risk
weighted sovereign securities and the like.

b) for this reason, it is hereby proposed that the benefit is extended -with
an appropriate Required Stable Funding Factor below 100% - at least to a
second tier of 20% risk weighted sovereign securities and the like, by
adding an ad-hoc row to Table 2 under §89.

¢) In addition to proposal b) we request that point d) of paragraph 34
is added to table 2) of paragraph 89 on the 5% line, substantially
levelling the treatment of the situations to which it applies both as regards
the LCR and the NSF. This is certainly important for banks, which with a
prevalence of home state securities in their portfolios, would otherwise risk
not seeing them recognised for NSF purposes unless they comply with the
0% risk weight rule.
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5. Central bank assets that are eligible but not marketable

On the issue of compulsory “central bank eligibility”, the following
illustration is given in contemplation of the value of such eligibility, albeit
unrelated to the question of marketability.

Many central banks (including the European Central Bank) typically provide
their banking systems with liquidity via refinancing open market operations,
i.e. against eligible collateral.

Since the provision of liquidity to banks is a key function of monetary policy
and given that both the reserve requirements and the exogenous
creation/destruction of monetary base depend on structural factors which
tend to be sticky, under normal conditions -i.e., in the absence of a crisis-
the overall amount of the outstanding refinancing open market operations is
quite stable and predictable (although, of course, it may significantly differ
from one jurisdiction to another). For the euro area, for example, such an
amount would be (in a hypothetical nhormal situation) around 550 bin/€.

In other words, refinancing open market operations de facto represent a
stable, and in many jurisdictions material, source of funding for the banking
system. This source of funding should not be overlooked or “wasted” in the
design of the LCR and the NSFR. Since access to this funding is only against
central bank eligible collateral, this means that both regulatory ratios should
recognise at least “some” liquidity value to central bank eligible assets per
se (even if they are not marketable).

One line of reasoning is to assume that each bank is consistently allocated a
share of the outstanding central bank reverse-repo operations which equals
its share in the system (e.g., its share in the overall reserve requirement, or
in the total assets of the system). Consider, for example, a bank which
represents 1% of the mandatory reserve requirement (or of total assets) in
the euro area: this approach would imply that up to 5,5 bIn/€ of the bank’s
central bank eligible assets (collateral value) would enter its LCR liquidity
buffer and would be assigned a low (maybe 0%) RSF Factor under the NSFR
framework - irrespective of whether such assets are marketable or not.

Note that this is the approach taken in the liquidity stress test over a six
month horizon, recently proposed by the ESCB’s Banking Supervision
Committee.
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6. Other matters regarding the LCR

a) With reference to stress scenarios, we note extremely penalising
assumptions with an asymmetrical treatment of assets and
liabilities:
e Liabilities: the substantial closure of the wholesale market is
envisaged and of significant percentages of customer run-off;

e In particular, the envisaged 100% weighting of unsecured
wholesale funding (point 55) risks having an extremely significant
impact on interbank market amounts due within 1 month, with the
danger of a substantial decrease in related liquidity and therefore
a serious impact on regular system trading. It should also be
pointed out that, even during the most precarious moments of the
crisis, Italian banks generally had continuous access to the
interbank market, albeit with shorter terms.Assets: the lack of
repayment of on-demand loans and further draw downs of not
only committed lines but also of revocable lines are envisaged.

b) We also highlight the absence of acknowledgment of the use of
internal models for items without maturities and of uncertain use -
in particular on-demand items and prepayments (the latter totally ignored)
- for which it would be desirable to use parameters calibrated on the
specific characteristics of the local situation. In this regard, we would
like to suggest the application of two different approaches:

e a standard one with the application of a fixed % on on-demand
deposits;

e an advanced one, with the possibility, following the “validation” of
the national Regulators, to use internal model on established and
specific balance sheet items, such as in particular on-demand items,
mortgages (prepayment effect) and implicit options.

C) Again, in any event, at least the portion of each deposit under
the guarantee threshold of the Interbank Fund should be considered
“stable deposits”, even independently to the application of the other
conditions envisaged in 41 a).

The same European authorities raised said threshold - in the period of most
stress of the recent crisis - agreeing therefore that up to said level, the
recall of funds by customers did not occur even in a situation of tension.
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d) We would like to ask the Committee to specify that securities
associated to hedging positions may be included as high quality
liquid assets if the hedging made does not distort their liquid
property (absence of significant penalties for early extinction) and the
hedging is functional to the sole management of the relative risks,
regardless of the accounting regime to which the securities are subject.

Therefore, the interventions set in place by the intermediary with the
objective of managing the overall risk to which the same is exposed (as in
the case of hedging financial risks of high quality liquid assets) should not
result in a penalisation as regards the assessment of counterbalance
capacity.

e) With regard to the banks belonging to the Italian co-operative bank
network, it is believed that the stress hypotheses proposed with reference
to the transactions (deposits, loans and commitments) existing between the
same are based on assumptions which are very wide apart with respect to
their business and organizational specificities. Within the sphere of the
afore-mentioned network, the IInd level banks perform the important role
of managers of the Category liquidity (in fact, the liquid funds of the BCC-
CR are concentrated on them) and intermediaries vis-a-vis the regulation
systems. By virtue of these operations, the IInd level banks hold specific
liquidity reserves against the funding of the BCC-CR as well as available
margins on credit facilities granted to the same.

Therefore, the handling of the transactions between Ist and IInd level banks
proposed by the consultation document appears to be excessively penalizing
since: (i) with regard to the cost incurred by the IInd level banks for holding
additional liquidity reserves, there is not a corresponding symmetrical
benefit for the Ist level banks who granted the credit facilities; (ii) it does
not take into account the overall stability features of the funding of the Ist
level banks, also attributable to the operating purposes of such funding;
and (iii) it does not consider the effects of territorial, dimensional and
operative diversification associated with the Ist level banks and therefore
the reduced risk of simultaneous conduct by the same vis-a-vis the IInd
level banks.

In a nutshell, the proposals formulated by the Commission aimed at
avoiding excessive trust in wholesale type funding, especially if originating
from financial institutions, risk discouraging the current management
mechanisms (of proven efficacy) centred on the liquidity at Category level
and, therefore, producing serious impacts on the operations of the Ist and
IInd level banks.

In light of these comments, it is requested that, for the LCR (and, as
specified further on, for the NSFR) a symmetrical handling be envisaged for
the transactions (deposits, loan and commitments) which exist between the
IInd level banks and the Ist level banks belonging to the network of co-

Pagina 49 di 52



operative banks, similar to that envisaged by section 23 of the Consultation
Paper published by the European Commission "Possible further changes to
the capital requirements Directive" with reference to banking groups. Within
this sphere, it is also believed that the effects of territorial, dimensional and
operative diversification associated with the Ist level banks and, therefore,
the reduced risk of simultaneous conduct must be considered (for example
simultaneous pulling of all the credit facilities granted) by the same vis-a-
vis the IInd level banks which perform the role of managers of the Category
liquidity.

As a fallback position, it is requested that the symmetrical treatment
indicated above be recognized in the presence of an institutional safeguard
system established in compliance with Article 80.8 of the EU Directive
2006/48.

7. Other matters regarding the NSF ratio

It is not considered appropriate to set the NSF within a stress test analysis
context. Proposed review of Italian legislation on transformation of the
maturities.

a) Even though we agree with the introduction of a NSF ratio to be
associated to a liquidity coverage ratio to avoid the so-called “cliff-effect”,
we also retain that it should not be set within the framework of a stress test
analysis, given the structural nature of this indicator.

Therefore, we would like to request the Committee to take into
consideration a solution which, with the appropriate changes and
reviews, would emulate Italian legislation on the transformation of
maturities in force until some years ago. The latter did not envisage a
stress test scenario (but an on-going concern scenario) and took a series of
macro items into consideration that avoided problems of data retrieval,
without undermining the merits of the ratio. We are open to further
exploration on this front.

Legislation on the transformation of maturities, although no longer in force
since 2006, in reality continues to be benchmark for liquidity risk
management, a situation which has no doubt contributed to the reduced
impact of the liquidity crisis on Italian banks.

In the way it is set up, the NSFR indicator in general proves
particularly rigid and restrictive in both the definition of the funding
sources to be considered “stable” and in the coverage levels of the asset
classes. For liabilities, there would need to be greater differentiation
between the funding values according to the various maturities (e.g.
more weighting for the long-term funding than for short-term funding) and
a portion of the interbank funding also considered “stable” given the
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fact that, even during the most difficult moments of the recent crisis, the
banks generally had continuous access to the interbank market - albeit on
shorter term maturities. For assets, short-term asset financing with stable
funding also appears as excessively expensive as does the timing defined in
the proposal. It would therefore be necessary to aim for, if not complete
exclusion, at least a decrease in the roll over percentages, taking into
account the systemic and idiosyncratic crisis context in which the
indicator is defined. Moreover, the full inclusion of all bank securities,
along with the haircuts - fairly heavily sustained - on non-financial
corporate securities, even if highly rated, among assets to be financed with
stable funding - in line with the definition of liquidity buffer - would appear
to be excessively damaging.

A second line of action that might resolve the dangers implicit in an NSF
formulation that is too restrictive, binding and undifferentiated (with an
increase in funding costs for the entire banking sector, diminishing role of
the transformation of maturities, repercussions on the credit system in
terms of both costs and volumes), could therefore be that of allowing
greater customisation of the indicator through the introduction of
internal models that adequately reflect specific business needs, the
various business models and reference markets in which the bank operates,
and in the framework of common guidelines that maintain a level playing
field at national and international level.

b) It is unclear whether, under the item “all other assets” the fair
value of the derivatives recognised on the balance sheet should be
considered.

If the answer is affirmative, the value to be considered should be that of the
positive fair value net of the corresponding values of negative fair value, at
least for the counterparties admitted to regulatory netting.

The netting of other similar types of trade, either by sector or by maturity
would also be desirable.

Note that, paradoxically, not allowing netting for these purposes would
require banks to fund asset items that are already funded by corresponding
and correlated passive items, with other sources. For example, a derivative
with a positive fair value hedged specularly with an identical derivative with
a negative fair value, would, if netting is excluded, have to be included
under the items to be funded, while its is already naturally funded by the
corresponding derivative in liabilities.

C) With regard to the cooperative lending banks network, our
considerations are similar to those expressed in point e) of the previous
paragraph.
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8. Frequency of calculation and functioning of liquidity buffers

Request for differentiation, between LCR and NSF, in terms of frequency of
the calculation and reference data. Proportionality principle for the NSF.

Given the trade-off existing between the certainty of a figure (management
vs. accounting) and the suitable frequency with which calculations should be
updated (higher for LCR than for NSF), as well as the intrinsic structure of
the two indicators (for the NSF, consolidated figures are no doubt more
suitable that the simple aggregate figure, which instead is acceptable for
the LCR) unlike the content of paragraph 132, we propose a sort of two-
track approach.

The LCR could be required monthly, if necessary, also on management
figures, while the NSF could be required with a maximum frequency of
three months on accounting data, with a time gap between the closure of
the quarter and the calculation date suitable for the production of
consolidated accounting data.

For the NSFR it is considered that the calculation frequency might be
calibrated on proportionality criteria, identifying a dual track method in
terms of the calculation frequency, differentiated for the various banks so as
to adequately reflect the complexity, dimension and specifics of the
business activities, the adopted business model and risk management
practices.

Furthermore, we would like to point out that the paper disregards basic
application issues. What will happen if a bank falls short of its liquidity
needs? It will not be able to make use of the assets that populate the buffer
because it needs to keep those assets in its liquidity buffer at all times to
meet regulatory requirements. The Paper does not suggest that there would
be any way for the bank to get out of this situation.

9. Joint assessment with all of the other new provisions
currently being drawn up

Finally, the effect of any liquidity buffers should be seen in conjunction with
other capital requirements including plans for a leverage ratio and dynamic
provisioning which will further compete for capital funding.

X %k X

See technical annex 2 for further important request for amendments
to the Consultative Document, as well as for_ several

questions/comments not included for the sake of brevity in the PP.
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