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1200 G Street NW Suite 800 Washington, DC 20005 -6705 USA
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Dear member,

According to the European
Commission, the Solvency Il
Directive, along with the Omnibus
Il Directive (see MEMO/13/992 )
that amended it, will have to be
transposed by Member States into
national law before 31 March 2015.

On 1 April 2015, a number of early
approval processes will start, such
as theapproval process for
insurers' internal models to
calculate their Solvency Capital
Requirement.

The Solvencyll regime will becom e fully applicable on 1 January 2016.

This timeline 1 in parallel with EIOPA's set of guidelines on preparing for
Solvency II'T allows supervisors and undertakings to prepare for the
application of the new regime.

In addition, Solvency Il includes a number of measuresto ensure asmooth
transition to Solvencyll, mostly:

1 two measures on thevaluation of technical provisions, helping the
transition to a market -consistent regime over 16 years;
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1 tolerance for insurers breaching the Solvency Capital Requirement
within the first two years;

1 grandfathering of existing hybrid own -fund items that are eligible
under Solvency |, making it easier to meet the new capital
requirements and giving the industry 10 years to adapt the
composition of its capital to Solvency Il standards;

1 longer deadlines to report quarterly and annual information to
supervisors and to disclose reports to the public, decreasing
gradually from 20 weeks to 14 weeks after the close of the reporting
period over the first 3 financial years.

Also, every year, the European Commission adopts aplan of action for the
next twelve months.

This year the Commission will be big on big things, and smaller on smaller
things.

It marks a change from the past: it represents the new Commission's
political commitment to an approach more focusedon priorities and on
results.

Time and energy will be invested in those proposals that will have the
bigged impact on jobs and growth.

It presents a limited number of new proposals, a list of initiatives from the
previous Commissions which we propose to withdraw, and a list of existing
legislation which we intend to review to see if they are still fit for pu rpose.

The principle of political discontinuity applies at the start of a new political
mandate.

The incoming authority, in this case the European Commission, reviews
the proposals which have been put to the legislators by its predecessor, but
not yet adopted.

It then decides whether or not to pursue work in these areas.

This principle is set out in Article 39 of the Framework Agreement between
the European Parliament and European Commission.

This Article states that "The Commission shall proceed with a review of all
pending proposals at the beginning of the new Commission's term of office,
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in order to politically confirm or withdraw them, taking due account of the
views expressed by Parliament”.

The Commission has reviewed around 450 proposals, and has taken the
decision to recommend the withdrawal of a significant number of them.

The Work Programme is discussed with both the European Parliament and
the Council before and after its adoption.

The Commission takes the views of the other institutions into account
when preparing its priorities for the coming year.

It is however the Commission itself that assumes the political responsibility
of what it puts on the table, in line with the right of initiative that it has
under the Treaties.

Best Regards,

@y’e Legatrr

George Lekatis

President of the Solvency ii Association
General Manager, Compliance LLC
1200 G Street NW Suite 800,
Washington DC 20005, USA

Tel: (202) 449-9750

Email: lekatis@solvency-ii -association.com
Web: www.solvency-ii -association.com
HQ: 1220 N. Market Street Suite 804,
Wilmington DE 19801, USA

Tel: (302) 342-8828
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Today we will start with some interesting questions and answers, to ensure
we are allon the same page.

European Commission
Solvency Il Overview i Frequently asked questions

1. What is Solvency [1?

The Solvency Il regime introduces for the first time a harmonised, sound
and robust prudential framework for insurance firms in the EU.

It is based onthe risk profile of each individual insurance company in
order to promote comparability, transparency and competitiveness.
Solvency Il (Directive 2009/138 /EC) - as amended byDirective
2014/51/EU ('Omnibus II') - replaces 14 existing directives commonly
known as 'Solvency I'.

2. Why was Solvency Il ne@ssary?

Over its 40 years of existence, the 'Solvency I' regime showedstructural
weaknesses.

It was not risk -sensitive, and a number of key risks, including market,
credit and operational risks were either not captured at all in capital
requirements or were not properly taken into account in the one-model-
fits-all approach.

This lack of risk sensitivity had the following consequences

Owing to its simplistic model, Solvency | does not lead to an accurate
assessment of each insurer's risks;

It does not ensure accurate and timely intervention by supervisors;

It does not entail an optimal allocation of capital, i.e. an allocation which is
efficient in terms of risk and return for shareholders.

The Solvency Il framework, like the Basel framework for banks, proposes
to remedy these shortcomings. It is divided into three 'pillars'

- Pillar 1 sets out quantitative requirements, including the rules
to value assets and liabilities (in particular, technical
provisions), to calculate capital requirements and to i dentify
eligible own funds to cover those requirements;
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- Pillar 2 sets out requirements for risk management,
governance, as well as the details of the supervisory process
with competent authorities; this will ensure that the regulatory
framework is combined with each undertaking's own risk -
management system and informs business decisions;

- Pillar 3 addresses transparency, reporting to supervisory
authorities and disclosure to the public, thereby enhancing
market discipline and increasing comparability, lead ing to
more competition.

Capital requirements under Solvency Il will be forward -looking and
economic, i.e. they will be tailored to the specific risks borne by each
insurer, allowing an optimal allocation of capital across the EU.

They will be defined along atwo-step ladder, including the solvency capital
requirements (SCR) and the minimum capital requirements (MCR), in
order to trigger proportionate and timely supervisory intervention.

The new regime will also eliminate existing restrictions imposed by
Member States on the composition of insurers' investment portfolios.
Instead, insurers will be free to invest according to the 'prudent person
principle' and capital requirements will depend on the actual risk of
investments.

As for insurance groups, the same approach will be applied as for
individual insurers so that groups will be recognised and managed as
economic entities.

In capital requirements, diversification benefits will be recognised,
meaning that the total risks of a group are less than the sumof the risks of
its entities.

This will also contribute to a more efficient capital allocation for
shareholders.

The new regime will also promote greater cooperation between national
insurance supervisors that oversee the subsidiaries of any given group,
with a stronger role for the group supervisor.

The European Insurance and Occupational Pensions Authority (EIOPA) is
tasked with ensuring that the single rule book is applied consistently
throughout Europe.

EIOPA also has mediating powers in case disageements emerge between
national supervisory authorities when supervising cross-border groups.
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3. What does the Delegated Act (implementing rules) add to the
Solvency Il Directive?

The implementing rules contained in the delegated act which is due to
enter into force on the day following publication in the Official Journal,
aim to set out more detailed requirements for individual insurance
undertakings as well as for groups, based on the provisions set out in
the Solvency Il Directive (seelP/14/1119).

They will make up the core of the single prudential rulebook for insurance
and reinsurance undertakings in the Union.

They are based on a total of 76 empowermentsn the Solvency Il Directive
and in particular cover the following areas:

rules for the market-consistent valuation of assets and liabilities, including
technical provisions; in particular, the rules set out technical details of the
so-called 'long-term guarantee measures' which were introduced by the
Omnibus Il Directive to smooth out artificial volatility and ensure that
insurers can continue to provide long-term protection at an affordable
price;

rules for the eligibility of insurers' own fund items, covering capital
requirements to improve the risk sensitivity of the regime and allow timely
supervisory intervention;

the methodology and calibration of the Minimum Capital Requirement
(MCR) and of the standard formula for the calculation of the Solvency
Capital Requirement (SCR); this includes the calibration of market risks on

il nsurer s’ il nvest ments, taking-terrnt o
financing agenda (see question 5);

for undertak ings applying to use aninternal model to calculate their SCR,
the implementing rules also specify standards that must be met as a
condition for authorisation:

1 the organisation of insurance and reinsurance undertakings' systems
of governance,in particular the role of the key functions defined in
the Directive (actuarial, risk management, compliance and internal
audit); the implementing rules also specify some aspects of the
supervisory review process and the elements to consider in deciding
on an extension of the recovery period for undertakings that have
breached their SCR;

1 reporting and disclosure requirements, both to supervisors and to
the public; the increased comparability and harmonisation of
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information is intended to improve the efficiency of super vision and
foster market discipline;

1 criteria for supervisory approval of the scope of the authorisation of
special purpose vehicles taking on reinsurance risk, and
requirements related to their operation;

1 rules related to insurance groups, such as the mehods for
calculating the group solvency capital requirement, the operation of
branches, coordination within supervisory colleges, etc.; and

1 criteria to assess whether a solvency regime in a third countryis
equivalent.

4. When will the new rules become gplicable? Are there
transitional provisions?

The Solvency Il Directive, along with the Omnibus Il Directive
(seeMEMO/13/992 ) that amended it, will have to be transposed by
Member States into national law before 31 March 2015.

On 1April 2015, a number of early approval processes will start, such as
the approval process for insurers' internal models to calculate their
Solvency Capital Requirement.

The Solvencyll regime will becom e fully applicable on 1 January 2016.

This timeline i in parallel with EIOPA's set of guidelines on preparing for
Solvency Il T allows supervisors and undertakings to prepare for the
application of the new regime.

In addition, Solvency Il includes a number of measuresto ensure a smooth
transition from Solvency |, mostly:

1 two measures on the valuation of technical provisions, helping the
transition to a market -consistent regime over 16 years;

1 tolerance for insurers breaching the Solvency Capital Requirement
within the first two years;

1 grandfathering of existing hybrid own -fund items that are eligible
under Solvency |, making it easier to meet the new capital
requirements and giving the industry 10 years to adapt the
composition of its capital to Solvency Il standards;

1 longer deadlines to report quarterly and annual information to
supervisors and to disclose reports to the public, decreasing
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gradually from 20 weeks to 14 weeks after the close of the reporting
period over the first 3 financial years.

5. How do the implementing rules contribute to a proportionate
application of Solvency I, particularly for small and less complex
insurers?

The principle of proportionality is an integral part of the Solvency I
regime, meaning that a proportionate application of Solvency Il should
also apply to small and less complex undertakings.

Solvency Il will apply to almost all insurers and reinsurance undertakings
licensed in the EU.

Only the smallest undertakings (typically, undertakings that are not part of
a group and write less than EUR 5 million in premiums per year) will be
exempt from the new rules, although they may choose to apply them if they
wish.

Small insurance undertakings play an important role in the economic
environment and should not be subjected to unnecessary regulation.

Examples of proportionality lie mostly in the implementing measures
(delegated act) and include:

1 simplified methods for the calculation of technical provisions;
1 simplified methods for the calculation of the capital requirement;

1 assetby-asset data is not required for collective investments; data
may be grouped under certain conditions;

1 exemptions are introduced from the use of International Financial
Reporting Standards (IFRS) in the valuation of assets and liabilities
for underta kings that do not already use IFRS for their financial
statements;

1 with respect to governance, key functions may be shared, including
the internal audit function, in certain circumstances;

1 with respect to reporting by smaller insurers:
1 quarterly reporting is of core data only;

1 supervisors can waive quarterly reporting partly or entirely, and
some of the annual reporting for smaller undertakings;
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1 supervisors can decide to require narrative reporting only every
three years (though it would normally be annuall y).

6. What does Solvency Il do to stimulate long-term investment
by insurers?

European insurers are the | argest 1 nstit.
financial markets.

't i s crucial that prudenti al regul ati on
appetite for long-term investments, while properly capturing the risks.

First, the capital requirements are designed to strongly incentivise insurers
to match the duration of assets and liabilities.

A perfect match in duration could reduce massively capital requirements.

Besides,on certain portfolios where cash-flows are matched and insurers
can hold fixed-income assets to maturity, they may use the 'matching
adjustment' which smoothes out artificial volatility on their balance sheet
and significantly reduc es the capital requirement corresponding to the risk
of short-term spread fluctuations (see question 8).

Therefore, the design of the capital requirements will increase insurers'
appetite for long-term assets.

Second, Solvency Il will repeal the investm ent limits imposed by Member
States regarding certain investments, in particular less liquid ones such as
infrastructure.

Instead, insurers will be free to invest according to the ‘prudent person
principle' and capital requirements will depend on the act ual risk of their
investments.

The standard formula for the calculation of market risk must be sufficiently
detailed to cater for different asset classes, featuring different risk profiles.

More tailored treatment of these assets has the added advantagef
increasing the risk-sensitivity of the capital requirements and thereby
promoting good risk management and supporting the prudential
robustness of the overall regime.
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The identification of a high -quality category of securitisation based on the
criter ia set out in the European Insurance and Occupational Pensions
Authority ( EIOPA)'s advice on high-quality securitisation from December
2013) is significant in this respect.

It will encourage insurers to invest in simpler securitisations, which are
more transparent and standardised, thereby reducing complexity and risk
and promoting sound securitisation markets which are needed in the EU
(see section below on securitisation).

Other specificities of the standard formula to stimulate long -term
investment by insurers include:

f

favourable treatment of certain types of investment fund that have
been created recently under EU legislation, such asEuropean Social
Entrepreneurship Funds and European Venture Capital Funds.

(Note: the European Long-Term Investment Fund Regulation was
still under negotiation at the time of adoption of the Solvency I
delegated act. It was thereforelegally impossible to cater explicitly
for ELTIF funds at the time of adoption of the implementing
measures);

similarly favourable treatment of investments in closed -ended,
unleveraged alternative investment funds, which captures in
particular other priva te equity funds and infrastructure funds other
than the European Funds mentioned above;

investment in infrastructure project bonds are treated as corporate
bonds, even when credit risk is tranched, instead of being treated as
securitisations. This is aligned with their treatment under banking
regulation (See recital (50) of Regulation (EU) No 575/2013 (the
Capital Requirements Regulation (EU) No 575/2013) on prudential
requirements for credit institutions and investment firms.);

several measures focused on unrated bonds and loangtargeting in
particular SMEs and infrastructure projects):

insurers investing in unrated bonds and loans can use proxy ratings
(e.g. using the rating of the issuer or of other debt instruments which
are part of the same or similar issuing programmes). The same
provisions exist in banking regulation (see article 139 of the Capital
Requirements Regulation (EU) No 575/2013) and help to reduce
overreliance on ratings by avoiding punitive capital treatment for
unrated instruments;
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where unrated debt instruments are guaranteed by collateral, the
risk -mitigating effect of the collateral on spread risk is recognised;

where debt instruments are fully guaranteed by multilateral
development banks, such as the European Investment Bank or the
European Investment Fund, they are exempted from any capital
requirement for spread and concentration risk, as is the case under
banking regulation (see articles 117 and 235 of the Capital
Requirements Regulation). The due diligence and credit
enhancement provided by these two European bodies considerably
reduce the risk of such investments.

7. What are the costs of implementing Solvency 11?

il

In terms of implementation costs, the one-off net cost of
implementing Solvency Il for the whole EU insurance industry has
been assessed to baround EUR 3 billion to EUR 4 billion , which is
relatively small compared to the annual turnover of the sector
(around EUR 1.1 trillion of written premiums).

In terms of capital requirements, taking into account the so -called
'long-term guarantees package' in the Omnibus II Directive, the
aggregate available surplus (free own funds above the capital
requirements of each insurer) is likely to be broadly identical to the
aggregate situation under Solvencyl.

However, the distribution of capital requirements across
undertakings will ref lect more accurately individual risks, leading to
a more efficient allocation of capital in the EU.

8. How is excessive volatility avoided in Solvency [1?

il

Under Solvency I, insurers are incentivised to match cash-flows
with the long -term guarantees they offer using long-term assets
available in the market (see question 6).

This means they are less reliant on shortterm price movements in
their assets, where these are unrelated to default.

It is therefore important to avoid artificial volatility in balance
sheets, i.e. volatility of technical provisions, capital resources or
capital requirements that does not reflect changes in the financial
position or risk exposure of the insurers.

The so-called 'long-term guarantees' measures, introduced by Omnibus II,
will mitigate this artificial volatility by partially reflecting movements in
asset prices in the marketconsistent valuation of the liabilities, thereby
reducing artificial balance sheet volatility.
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By incorporating the long-term investment strategies of insurers in the
market-consistent valuation framework, the long -term ability of insurers to
meet their cash-flow needs is more accurately captured.

The measures contained in the package are essentially those proposed by
EIOPA in its long -term guarantee assessment report of June 2013, with
modifications to the detailed calibrations:

1 Volatility adjustment : a volatility adjustmentto the discount rates for
calculating technical provisions aiming to avoid pro -cyclical
investment behaviour of insurers when bond prices deteriorate
owing to low liquidity of bond markets or exceptional expansion of
credit spreads.

The adjustment has the effect of stabilising the capital resources of
insurers and will be calculated by EIOPA.

1 Matching adjustment : a matching adjustment will adjust the
discount rate applied in the valuation of predictable liabilities which
are cashflow matched using fixed income assets.

The predictability of the portfolio means that matching assets can be
held to maturity and that the insurer is ¢ onsequently not exposed to
price movements, only to the risk of default.

The matching adjustment is symmetrical 1 it can be positive in times
of high risk aversion in the markets and negative in times of low risk
aversion.

1 Extrapolation : Technical provisions are discounted with risk-free
interest rates. The rates are based on market observations.

For long maturities where no reliable market data are available the
risk-free interest rates need to be extrapolated.

The purpose of extrapolation is to ensure that the valuation of
technical provisions and the solvency postions of insurers are not
heavily distorted by strong fluctuations in the short -term interest
rate.

1 Two transitional measures: these allow insurers, over 16 years, to:

o calculate their technical provisions by using the Solvency |
discount rates, or

o calculate technical provisions according to Solvency | rules.

1 The transitional measures will only apply to technical provisions for
insurance contracts concluded before the start of the Solvency I
regime.
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The transitional measures are designed to phase out in a linear way
over the transitional period.

They are needed to smooth the transition to Solvency Il for contracts
concluded under the previous solvency regime, which might
otherwise risk disturbing the insurance market.

1 Extension of the recovery period: in the event of exceptional adverse
situations, as determined by EIOPA, the supervisory authority may
extend the maximum recovery period in order to re -establish
compliance with the Solvency Capital Requirement.

Exceptional adverse situations include falls in financial markets,
persistently low interest rate environments and high -impact
catastrophic events.

The maximum extension is limited to 7 years.

The extension of the recovery periad is an element of the sccalled
'ladder of intervention' which provides for intensified intervention by
supervisors between the two levels of capital requirementsi the
solvency capital requirements and (SCR) and the Minimum Capital
Requirement (MCR) i in order to ensure that corrective measures
are taken sufficiently early.

9. How do capital charges compare with those applicable to
banks under the Capital Requirements Regulation (CRR)/
Capital Requirements Directive IV (CRDIV)?

It is important to ensure as much consistency as possibleacross the whole
financial sector to favour the development of a new and resilient investor
base while avoiding arbitrage opportunities.

First, it is desirable that definitions of asset classes are as consistent as
possible in different sectoral requlations .

For instance, the definition of simpler, more transparent securitisations in
Solvency Il referred to in question 5 above is consistent with the definition
set out in the implementing rules on banks' Liquidity Coverage Ratio.

Second, it is desirable that relative capital requirements on different asset
classes are comparable across sectors, e.g. the relative ranking in terms of
riskiness of equities versus corporate bonds should be as consistent as
possible.
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However, a strict alignment of capital requirements in banks and insurance
would not be appropriate, as the risk measures are very different.

Indeed, a direct comparison of the capital calibrations for market and
credit risk is not meaningful for a number of reasons:

1 Under Solvency I, capital requirements are determined on the basis
of a 99.5% valueat-risk measure over one year, meaning that
enough capital must be held to cover the marketconsistent losses
that may occur over the next year with a confidence leve of 99.5%,
resulting from changes in market values of assets held by insurers.

By contrast, under CRR/CRDIV, the risk measure is a 99% valueat-
risk measure over 10 days for the trading book, while risk weightings
in the non-trading book capture credit r isk, not market -consistent
price fluctuations. The different risk measures applied mean that the
resultant capital charges should in any event not be identical.

1 In contrast to the risk weights applicable to the banking book, the
risk factors in Solvency |l do not translate directly into capital
requirements.

Risk factors in Solvency Il are applied as stress scenarios on asset
values, and the capital requirement is equal to the net impact on own
funds, taking into account the entire balance sheet.

Therefore:

1 capital requirements in Solvency Il depend on diversification
between different sources of risk and the lossabsorbing effect of
discretionary benefits and deferred taxes.

These combined effects can reduce the capital charge resulting from
the stressfactors by about half.

¢ capital requirements in Solvency Il depend on the liabilities of each
undertaking . The better the asset proceeds match the liabilities of an
undertaking in all the various stressed scenarios, the lower the final
capital charge will be.

An example of this is the interest rate stress, which is lowest when
the timing of future asset and liability cash -flows are matched and
remain matched under stress.
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10. How will Solvency Il ensure that European insurers can
continue to be competitive abroad?

The Solvency Il Directive includes equivalence provisions regarding third
countries.

When EU insurance groups calculate how their operations located in an
equivalent third country contribute to the group -wide Solvency Capital
Requirement, equivalence provisions allow them to use the third-country
local rules instead of Solvency Il rules, under certain conditions.

The implementing rules flesh out certain criteria for equivalence and
elaborate on the choice of calculation methods for group solvency.

They ensure thatfuture equivalence decisions by the Commission will
bring real benefits to EU insurance groups active abroad, maintaining a
level playing field with foreign competitors.

Any decision on the equivalence of specific third-country regimes would be
adopted later, in the form of further delegated acts, on the basis of detailed
analysis of third country regimes by EIOPA.

11. Will the Solvency Il regime be reviewed?

The Omnibus Il Directive includes a review clause(recital 60) inviting th e
Comission to review the methods, assumptions and standard parameters
used when calculating the Solvency Capital Requirement (SCR) with the
standard formula within five years of application of the new regime (i.e. by
end 2021).

A recital in the delegated act brings this review forward to the end of 2018.

The review should make use of the experience gained in the first few years
of application of Solvency II.

Besides, the Directive (in Article 77f) mandates the Commission to report
to the co-legislators by the end of 2020 on the impact of the so-called
"long-term guarantees" package, in particular the functioning and stability
of European insurance markets; the extent to which insurance and
reinsurance undertakings continue to operate as long-term investors; and
the availability and pricing of long -term insurance products.
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12. What are the different pieces of legislation in the Solvency I
framework?

The Solvency Il Directive (Directive 2009/138/EC ), as amended by the
Omnibus Il Directive ( Direction 2014/51/EC ) sets out the basic principles
of the regime.

The Directive lays down many empowerments for the Commission to adopt
delegated acts, and for the European Insurance and Occupation Pensions
Authority (EIOPA) to draft Regulatory Technical Standards (RTS) and
Implementing Technical Standards (ITS), in accordance with its founding
regulation (Regulation (EU) No 1094/2010).

However, the co-legislators have provided for a'sunrise clause'whereby
the Commission is empowered, for two years following the entry into force
of Omnibus I, to adopt the Regulatory Technical Standards in accordance
with the procedure for the adoption of delegated acts, instead of the
procedure set out in the EIOPA founding Regulation (see Recital (16) of the
Omnibus Il Directive and Article 308b).

Therefore, the main delegated act is based on a total of 76 empowerments
in the Solvency Il Directive, including some which are in principle for
EIOPA to develop draft RTS but fall within the scope of the 'sunrise clause'.

Pursuant to Article 16 of its founding Regulation, EIOPA can also issue
guidelines with a view to establishing consistent, efficient and effective
supervisory practices, and to ensuring the common, uniform and
consistent application of EU law.

Such guidelines are addressed to supervisors and undertakings and are not
legally binding, but addressees not complying with them will have to
explain their reasons.

HIGH QUALITY SECURITISATION
13. What are the specific provisions in the Slvency Il delegated
act?

Building on recommendations from the European Insurance and
Occupational Pensions Authority (EIOPA), the Commission delegated act
includes a detailed list of criteria to identify high -quality securitisation.

These criteria are mainly related to the structural features of transactions,
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) underl ying assetsd6 characteristics
1) transparency features and
1)) underwriting processes.

Insurance undertakings investing in these instruments will be required to
hold less capital for market risk when they invest in securitisations that
feature a high deqgree of simplicity, transparency and credit quality .

This high-quality category would include the most senior tranches of
securitisations backed (under a "true sale" mechanism) by residential
mortgages, auto loans and leases, SME loans or consumer loans and credit
card receivables, but excluding re-securitisations and synthetic
securitisations.

Securitisation positions that meet the "high quality" requirements will
attract significantly lower ca pital requirements for insurers, compared to
other securitisation positions.

Their treatment under the standard formula follows a look -through
approach, whereby capital requirements on those positions cannot be
higher that capital requirements on the und erlying securitised exposures if
they were held directly by insurers.

Securitised exposures would typically be treated as unrated loans,
attracting a 3%-per-year-of-duration stress in the standard formula.

Therefore, risk factors applicable to high-quality securitisation positions
are capped at 3%.

14. What is the prudential basis for the preferential treatment of
high-quality securitisations under Solvency I1?

Only the most senior tranches may qualify for the favourable capital
treatment of high -quality securitisation positions.

These senior tranches provide credit enhancement, in other words, their
credit risk is lower than the credit risk in the entire pool of underlying
exposures.

It makes sense from an economic point of view that risk factors for high -
guality senior securitisation positions are no higher than those applicable
to the underlying securitised exposures if they were held directly by
insurers.
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15. What are the eligibility criteria in the Liquidity Coverage
Ratio (LCR) and Solvency Il delegated acts?

The criteria to identify highly transparent, simple and sound securitisation
instruments set out in the Solvency Il and LCR delegated actsare based on
recommendations from the European Insurance and Occupational
Pensions Authority (EIOPA) and a detailed analysis of the liquidity of
different instruments from the European Banking Authority (EBA).

In December 2013, the Commission received EIOPA's technicalreport on
the design and calibration of the Solvency Il standard formula for certain
long-term investments.

This report proposed to single out high-quality securitisation and to apply
a differentiated p rudential treatment to them.

In addition, the European Central Bank and the Bank of England
supported this differentiation objective in a joint statement released in
April 2014 and in a discussionpaper published in May 2014.

The European Parliament, too, has expressed its support for the
development of high-quality securitisation instruments in its Resolution on
long-term financing.

The proposed criteria to identify high -quality securitisations do not include
any risk retention requirements (i.e. requirements that the originator,
sponsor or original lender should retain a material net economic interest in
the transaction).

This is because risk retention requirements are already implemented in EU
law and apply across the board, to all types of securitisation instruments
(whether high -quality or not) held by insurance undertakings and credit
Institutions.

Most criteria on high -quality securitisation are common to the Solvency I
and LCR delegated acts.

However, as the purpose is differentin each acti the Solvency Il standard
formula concerns capital requirements, while the LCR delegated act
prescribes rules for the assets held by banks in their liquidity buffer T some
criteria are specific to the LCR delegated act, to ensure that highquality
securitisation instruments are also highly liquid.
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15.1. Geneal Requirements
15.1.1. Maximum seniority

The tranche must be the most senior in the securitisation transaction, and
it must remain so at all times, even after events that may impact the
relative seniority of tranches, such as the delivery of an enforcement or
acceleration notice.

This criterion ensures that the credit quality of the tranche is indeed
enhanced as compared to the credit quality of the entire pool of underlying
exposures.

Maximum seniority is among the more relevant features justifying a
prudential treatment that is aligned to the underlying exposures.

15.1.2. Homogeneous eligible underlying exposures

Homogeneity in the type of underlying exposures increases soundness,
simplicity and transparency (in particular, loan -level reporting is easier to
produce and interpret).

All underlying exposures must belong to only one of the following types:

Residential loans:

Securitisation positions may be backed by loans secured by a firstranking
mortgage and/or by fully -guaranteed residential loans as referred to in
Article 129(1)(e) of the Capital Requirements Regulation.

In both cases, the pool of loans must feature on average a loarto-value
ratio lower than or equal to 80%.

In the case of mortgage loans only, it is possible to derogate fran this loan-
to-value requirement, provided that instead, the national law of the
Member State where the loans are originated provides for a maximum
loan-to-income ratio not higher than 45%, and each loan in the pool
complies with this limit.

The relevant national law must be communicated to the Commission, and
EBA and/or EIOPA.
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Loans, leases and credit facilities to undertakings, in particular
SMEs:

Securitisation positions may be backed by commercial loans, leases and
credit facilities to undertakings to finance capital expenditures or business
operations other than the acquisition or development of commercial real
estate, provided that at least 80% of the borrowers in the pool in terms of
amount are small and medium-sized enterprises at the time of issuance of
the securitisation.

Auto loans or leases:

Securitisation positions may be backed by loans or leases for the financing
of a broad range of vehicles. Such loans or leases may include ancillary
insurance and service products or additional vehicle parts, and in the case
of leases, the residual value of leased vehicles.

All loans and leases in the pool shall be secured with a firstranking charge
or security over the vehicle or an appropriate guarantee in favour of the
securitisation special purpose vehicle.

Consumer loans and credit card receivables:

Securitisation positions may be backed by loans and credit facilities to
individuals for personal, family or household consumption purposes.

As a consequence of this closed list of eligible underlyingexposures,
commercial mortgage backed securities (CMBS) and collateralised debt
obligations (CDOs) are excluded.

This is justified given their poorer performance, as shown in EIOPA's
advice and other studies of CMBS.

No re-securitisations, no synthetic securitisations

Re-securitisations are explicitly excluded, as they are typically complex and
less transparent structures, where the cascading of investor losses is very
difficult to understand due to re -tranching.

The same goes for synthetic securitigtions, where the underlying
exposures are not transferred to the special purpose vehicle.
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Instead, the transfer of risk is achieved by the use of credit derivatives or
guarantees, while the exposures being securitised remain with the
originator.

The transfer of the assets to be securitised ensures that securitisation
investors have recourse to those assets should the Securitisation Special
Purpose Entity (SSPE) not fulfil its payment obligations.

Such recourse cannot be granted in synthetic transactons, due to the fact
that only the credit risk associated with the underlying assets, rather than
the ownership of such assets, is transferred to the SSPE.

Such a structure also adds counterparty risk on derivatives or guarantees,
and hampers investors'rights to the proceeds of the underlying exposures.
In addition, most synthetic structures add to the complexity of the
securitisation in terms of risk modelling.

15.1.3. Restricted use of derivatives and transferable financial
instruments

Derivatives can only be used for hedging currency and interest rate risk.
This also excludes the synthetic securitisations described in the above
paragraph.

The pool of underlying exposures must not include transferable financial
instruments (this effectively means CDOs are excluded), except financial
instruments issued by the securitisation special purpose entity itself, in
order to accommodate master trust structures.

15.1.4. 'True sale' and absence of severe 'claw back' provisions

The transfer of the underlying exposures to the securitisation special
purpose vehicle must be sufficiently certain from a legal point of view:

1 the transfer must be enforceable against any third party and the
underlying exposures be beyond the reach of the seller (originator,
sponsor or original lender) and its creditors, including in the event of
the seller's insolvency (‘true sale' requirement);

1 the transfer of the underlying exposures to the SSPE may not be
subject to any severe clawback provisionsin the jurisdiction where
the seller is incorporated because such provisions induce legal
Insecurity on investors' rights.
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15.1.5. Continuity provisions for the replacement of servicers,
derivative counterparties and liquidity providers

The underlying exposures must have their administration governed by a
servicing agreement which includes servicing continuity provisions to
ensure, at a minimum, that a default or insolvency of the servicer does not
result in a termination of servicing.

Where applicable, the documentation governing the securitisation must
also include continuity provisions to ensure, at a minimum, the
replacement of derivative counterparties and liquidity providers upon their
default or insolvency.

The aim of these two criteria is to mitigate credit risk with different
counterparties involved in the securitisation transaction, whose default or
insolvency could jeopardise the smooth running of the transaction.

15.1.6. Absence of creditimpaired obligors

At the time of issuance of the securitisation or when incorporated in the
pool of underlying exposures at any time after issuance, the underlying
exposuresmust not include exposures to credit-impaired obligors (or
where applicable, credit-impaired guarantors).

The definition of credit-impaired obligors or guarantors is both b ackward-
looking (e.g. the obligor has declared bankruptcy, or has recently agreed
with his creditors to a debt dismissal or reschedule, or is on an official
registry of persons with adverse credit history) and forward -looking (e.g.
the obligor has a credit assessment by an external credit assessment
Institution or has a credit score indicating a significant risk that
contractually agreed payments will not be made compared to the average
obligor for this type of loans in the relevant jurisdiction).

This criterion effectively excludes 'sub-prime' loans from the high -quality
securitisation category.

15.1.7. Absence of loans in default

At the time of issuance of the securitisation or when incorporated in the
pool of underlying exposures at any time after issuance, the underlying
exposures must not include exposures in default, as defined in the banking
prudential rules in Article 175 of Regulation (EU) No 575/2013.
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This criterion ensures that the securitisation does not contain loans or
leases already in default when the securitisation transaction begins or
when new exposures are transferred to the SSPE.

15.1.8. Reliance on the future sale of assets securing the
exposures

The repayment of the securitisation position must not be structured to
depend predominantly on the sale of assets securing the underlying
exposures; however, this shall not prevent such exposures from being
subsequently rolled over or refinanced.

The point of this criterion is to exclude transactions where the ability of the
SSPE to repay he securitisation notes is subject to an unacceptable level of
risk, due to overreliance on the proceeds of the sale of assets securing the

underlying exposures such as used cars when an auto lease securitisation

transaction matures.

While recognising th at auto lease securitisations including residual values
may be eligible as high quality (see paragraph 15.1.2), the repayment of
those securitisations should not rely predominantly on the future
realisation of those residual values.

15.1.9. Pasghrough r equirement for non -revolving structures

Cash proceeds from the underlying exposures should flow in a simple and
transparent way to investors.

Structures where a significant amount of cash is retained within the SSPE
(for example, securitisations with bu llet payments) would not comply with
this pass-through profile and, therefore, are excluded.

15.1.10. Early amortisation provisions for revolving structures

Where the securitisation has been set up with a revolving period, the
transaction documentation p rovides for appropriate early amortisation
events, which shall include at a minimum all of the following:

1 adeterioration in the credit quality of the underlying exposures;

1 afailure to generate sufficient new underlying exposures of at least
similar cred it quality;
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1 the occurrence of an insolvency-related event with regard to the
originator or the servicer.

High -quality securitisations should ensure that, in the presence of a
revolving period mechanism, investors are sufficiently protected from the
risk th at principal amounts may not be fully repaid.

Sufficient protection should be ensured by the inclusion of provisions
which trigger amortisation of all payments at the occurrence of adverse
events such as those mentioned in the criterion.

15.1.11. Atdast one payment at the time of issuance

At the time of issuance of the securitisation, the borrowers (or, where
applicable, the guarantors) must have made at least one payment.
This is intended to exclude securitisation backed by newly-originated
loans.

However, this requirement would not be proportionate in practice for the
securitisation of credit card receivables.

Hence there is a derogation for this type of securitisation.

15.1.12. Absence of selfertified loans

In the case of securitisations backed by residential loans, the pool of loans
must not include any loan that was marketed and underwritten on the
premise that the loan applicant or, where applicable, intermediaries, were
made aware that the information provided might not be verified by the
lender.

This requirement is essential to exclude loans where the applicant and,
where applicable, intermediaries, might be incentivised to misrepresent
essential information, e.g. to overstate their income.

This criterion also helps exclude 'sub-prime' lending.

15.1.13. Assessment of retail borrowers' creditworthiness

In the case of securitisations where the underlying exposures are
residential loans, auto loans or leases, consumer loans or credit facilities,
the creditworthiness of the borrowers m ust be assessed thoroughly, in
accordance with the Mortgage Credit Directive (Directive 2014/17/EU) or
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the Consumer Credit Directive (Directive 2008/48/EC) or equivalent rules
in third countries, where applicable.

This requirement effectively excludes flawed securitisation business
models, relying on unsound underwriting practices.

15.1.14. Transparency and disclosure of loarlevel data

Where either the originator or sponsor of a securitisation is established in
the Union, they must comply with transpar ency requirements set out in the
Capital Requirement Regulation.

Furthermore, in accordance with Article 8b of Regulation (EU) No
1060/2009, the European Securities and Markets Authority (ESMA) will in
2017 set up a website centralising the publication d information regarding
structured finance instruments, i.e. securitisations.

Through this website, the issuer, originator or sponsor of the securitisation
will be able to publish information on the credit quality and performance of
the underlying assets of the structured finance instrument, the structure of
the securitisation transaction, the cash flows and any collateral supporting
a securitisation exposure as well as any information that is necessary for
investors to conduct comprehensive and well-info rmed stress tests on the
cash flows and collateral values supporting the underlying exposures.

Where neither the issuer, nor the originator, nor the sponsor of a
securitisation is established in the Union, comprehensive loan-level data in
compliance with standards generally accepted by market participants must
be made available to existing and potential investors and regulators at
issuance and on a regular basis.

15.1.15. Listing requirement

Both the Solvency Il and LCR delegated acts require thathigh-quality
securitisation positions should be listed on a requlated market/recognised
exchange or admitted to trading on another organised venue, with a
robust market infrastructure.

The drafting of this criterion could not be strictly aligned in the two ac ts
because of legal constraints stemming from differences in the
corresponding 'level 1' legislation.
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In addition, under the LCR delegated act, securitisation positions may be
deemed highly liquid if they are tradable on generally accepted repurchase
markets. This was not included in the Solvency Il delegated act as
repurchase transactions to generate liquidity are not typical for insurers.

15.1.16. Credit quality

Both the Solvency Il and LCR delegated acts require thathigh-quality
securitisation positions receive a minimum external credit assessment, on
Issuance and at any time thereatfter.

The minimum external credit assessment is one of the elements for high
quality securitisation positions and does not constitute sole and
mechanistic reliance, in accordance with the principles of the Financial
Stability Board for reducing reliance on CRA ratings.

In Solvency I, the position should be investment grade, i.e. be assigned to
credit quality step 3 at least.

In order to ensure that the securitisation po sition is highly liquid, the LCR
delegated act requires that it is assigned to credit quality step 1.

The mappings of external credit assessments onto the respective scales of
credit quality steps applicable in banking and insurance legislation is
prepared by the Joint Committee of the European Supervisory Authorities.
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Programme
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What is the Commission Work Programme?
European

Every year, the European Commissbn adopts a plan Commission

of action for the next twelve months.

The Commission Work Programme tells our citizens, our institutional

partners and our staff how we will turn our political priorities into concrete

action.

In most years the Work Programme is adopted in October. This changes in
years where we have European elections, which is the case in 2014.

This is the first Work Programme to be presented by the Juncker
Commission, which took office on 1 November 2014.

It translates into concrete actions the Political Guidelines on the basis of
which President Juncker was elected Commission President by a large
majority of MEPs in the European Parliament.

It reflects the clear message sent to European citizens thatthe Commission
will be big on big things, and smaller on smaller things.

It marks a change from the past: it represents the new Commission's
political commitment to an approach more focussed on priorities and on
results.

Time and energy will be invested in those proposals that will have the
bigged impact on jobs and growth.

It presents a limited number of new proposals, a list of initiatives from the
previous Commissions which we propose to withdraw, and a list of existing
legislation which we intend to review to see if they are still fit for pu rpose.

To build consensusacross the EU institutions, the Commission has
prepared this Work Programme in dialogue with the European Parliament
T in the context of the Framework Agreement - and for the first time after
also discussing with the Council.
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What are the priorities for the Commission in 2015?

The Commission's Political Guidelines define our priorities for the next five

years and are the basis on which we have received a clear mandate from the

directly elected European Parliament representing Europe's citizens.

They are consistent with the Strategic Agenda defined by the European
Council in June 2014.

In 2015, our first year in office, the Commission has selected the initiatives
where there is the most pressing need for action, and where we ca deliver
quickly on our promises to Europe's citizens.

It is our 'to do list' for 2015 1 it sets out what the Commission will deliver
this year.

In the coming years the Commission will also propose other actions to fulfil
the priorities of the Politic al Guidelines and for some of them preparatory
work will also start already next year.

The headline plans for 2015 include:

Delivering on our Investment Plan for Europe i | mp|l ement i ng
investment plan announced by President Juncker and Vice-President
Katainen on 26 November, to boost the real economy and create jobs and
growth.

An Ambitious Digital Single Market Package i Creating the conditions for
a vibrant digital economy and society by complementing the
telecommunications regulatory environ ment, modernising copyright rules,
simplifying rules for consumers making online and digital purchases,
enhancing cyber-security and mainstreaming digitalisation .

Building a European Energy Union i Taking action to ensure energy
supply security, integrati on of national energy markets, reducing energy
demand in Europe, and promoting green technology.

A Fairer Approach to Taxation: An Action Plan on efforts to combat tax
evasion and tax fraud, including measures at EU level in order to move to a
system on the basis of which the country where profits are generated is also
the country of taxation; including automatic exchange of information on

tax rulings and stabilising corporate tax bases.
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A European Agenda on Migration i Developing a holistic approach
covering both legal migration, to make the EU a more attractive
destination for highly skilled people and companies, and improving the
management of migration into the EU through greater cooperation with
third countries, solidarity among our Member States and fighting human
trafficking.

Deeper Economic and Monetary Union: Strengthening the architecture of
the EMU to maintain citizens' and markets' confidence, improving
economic governance and reinvigorating social dialogue at all levels.

The Commission will also present proposals onstrengthening the EU's
single market for goods and servicesto benefit consumers and the
competitiveness of industry, develop a new trade and investment strategy,
continue to promote stability at Europe's borders through effective external
action and neighbourhood policies, and bring a fresh dynamic to our
interinstituional relations, and greater transparency and accountability to
citizens.

The Commission will apply the principle of political discontinuity to ensure
that all the work that we take on is in line with our political priorities.

What is political discontinuity?

The principle of political discontinuity applies at the start of a new political
mandate.

The incoming authority, in this case the European Commission, reviews
the proposals which have been put to the legislators by its predecessor, but
not yet adopted.

It then decides whether or not to pursue work in these areas.

This principle is set out in Article 39 of the Framework Agreement between
the European Parliament and European Commission.

This Article states that "The Commission shall proceed with a review of all
pending proposals at the beginning of the new Commission's term of office,
in order to politically confirm or withdraw them, taking due account of the
views expressed by Parliament”.

The Commission has reviewed around 450 proposals, and has taken the
decision to recommend the withdrawal of a significant number of them.
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How does the Commission decide which proposals to withdraw?

The new Commission has taken note of the fact that our citizens want our
time and efforts to be focused on the things which will have the biggest
impact on jobs and growth already in 2015, and which have good prospects
of being adopted in the near future and delivering concrete results on the
ground.

We have also been careful tareflect the mandate given to us by the
European Parliament who voted in favour of the focused Political
Guidelines of President Juncker.

Therefore, the Juncker Commission has carefully examined ead of the
around 450 proposals put on the table by the previous Commissions and
currently still pending, to assess whether they should be maintained,
amended or withdrawn.

In doing so, it has checked:

- whether the pending proposals arein line with the ten priorities of this
Commission and still fit to address current challenges;

- what their prospects are for adoption in the near future ;
- whether they will can be successfully implemented on the ground;
- whether they still serve their initial ob jectives.

Following this thorough analysis, the Commission is proposing to
withdraw or amend 80 proposals.

In many cases, in particular in the social and environmental fields, the
Commission remains strongly committed to the objectives of the pending
proposals, but wants to present new and better ideas for how to achieve
them.

Proposals are of no use if they are overtaken by eventshave no prospects
for adoption in their current form, or if the long negotiations between
Parliament and Council have watered them down to a point where they can
no longer achieve their initial purpose.

Some proposals will be withdrawn because they have becomebsolete, for
example where new measures were adopted in the meantime.
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Others because thesubstanceof the proposal has been denatured in the
negotiations in Council or Parliament and does not match the
Commission's original ambitions.

That is the case for a recommendation forcommon European standards on
tourism and for the Energy Taxation Directive , where Member States are
not ready to accept the changes we proposed to improve energy efficiency
by taking account of CO2 and real energy content in tax levels.

Other proposals we have decided to withdraw and replace with a new
proposal if no agreement is reached within 6 months - including a planned
Directive on the dissemination of Earth observation satellite data,
regulation on labelling of organic products and the original Maternity
Leave Directive.

In this particular case society has moved on since the original G®mmission
proposal was madei for example the vast majority of Member States have
improved maternity leave arrangements at national level, partly thanks to
the mobilising effect of the Commission's proposal.

There also proposals we withdraw for the sake o clarity for our
stakeholders.

For example, the ACTA proposal is still on the pending proposals list
despite being rejected by the European Parliament, and we wish to
officially withdraw it.

The same applies to proposals to liberalise the market for gound handling
services at European airports.

In some cases the Commission is proposing to withdraw proposals in order
to replace them subsequently by more ambitious proposalsor to tailor
them more closely to its ten priorities (for example to present a new
proposal with a broader approach on the circular economy to meet our
ambitions in a more effective way).

The Commission will await the views of the European Parliament and the
Council on these proposals before confirming the withdrawals in the
coming months.
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How does this Work Programme compare with past years?

In the past five years, the Commission has proposed an average obver 130
new initiatives in each annual Work Programme.

The new Commission is taking a radically different approach, and will be
presenting only 23 new initiatives, which we commit to adopting in 2015.

Over the past five years, the Commission has proposed to withdraw on
average around 30 proposals each year.

The new Commission is taking a stricter approach and making sure ony
legislative proposals with good chances of being adopted are left on the
table.

Our 2015 Work Programme proposes to withdraw 80 pending pieces of
legislation.

We are also stepping up our scrutiny of existing legislation.

We want to see what is already on the statute books, and what we need to
amend and withdraw depending on how it impacts citizens' lives.

For the past five years, the Commission has reviewed on average around 30
existing pieces of legislation each year; we intend to review 79 in 2QL5.

When will you implement the proposals set out in the Work Programme?
The work programme includes all the key policy initiatives that the
Commission has committed to present in 2015.

The Commission will publish Roadmaps for each of the 23 new proposds.

This will give further details on timing.

Is this Work programme a comprehensive list of everything the
Commission will do in 20157

Much of the Commission's work is to ensure that existing legislation or
programmes are well-implemented and deliver concrete results on the
ground.

For example, in 2015 the Commission will run the European Semester
process,prepare secondary legislation in the area of financial services
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following important recent reforms, and put the new programmes for the
European Structural and Investment Funds into operation.

Implementation of the reform of the Common Agricultural Policy will also
be a priority.

We will also continue to investigate cases where European law may be
infringed, guaranteeing the Rule of Law and defending citizens' rights
within the internal market and their fundamental rights.

More broadly, we know that citizens' scepticism about our work often
comes from the existing EU rules they have to face, which is why the
Commission is making a political priorit y of lightening the regulatory load.

We will of course protect our high social, health and environmental
standards and consumer choice when we do this.

Where the rules we have make sense and serve our objectives, the
Commission will work actively to ens ure they are properly applied,
implemented and enforced so they deliver real benefits to citizens.

Better Requlation is at the heart of the Work Programme: the Commission
will overhaul any rules which impose unnecessary red tape or
administrative burdens.

Where rules are outdated or out of line with our priorities, we will improve
them.

Where there is unnecessary red tape the Commission will take action to cut
it.

The Commission can also take unplanned initiatives in response to events
throughout the course of the year which require urgent action to address
issues where action at European level is more effective than purely national
responses.

How is the Work Programme prepared and adopted?

This Commission was elected by the European Parliament on the basis of
clear political guidelines.
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Since getting to work on 1 November, the College of 28 Commissioners has
worked intensively to turn this political programme into a concrete Work
Programme.

We have also held many meetings with MEPs in the EuropeanParliament,
with Member States in the Council, and with our other institutional and
social partners to gather their input.

The exchanges with the EU's celegislators (Parliament and Council) have
helped us to understand which proposals they support politically, and
which ideas they think will never reach agreement. We will be putting on
the table in 2015 only things that we believe we can 'get done' next year.

Does this programme need to be endorsed by Council and
Parliament?

The Work Programme is discussed with both the European Parliament and
the Council before and after its adoption.

The Commission takes the views of the other institutions into account
when preparing its priorities for the coming year.

It is however the Commission itself that assumes the political responsibility
of what it puts on the table, in line with the right of initiative that it has
under the Treaties.

The Commission does not want to present draft legislation which will never
be adopted by Parliament and Council.

It also does not want them to keep discussing proposals which have been
on the table for many years and have no prospect of adoption.

Our approach is a pragmatic one, not a bureaucratic one.

To strengthen our work with the other institutions and improve inter -
institutional programming, in 2015 the Commission will present a proposal
for a new Inter-Institutional Agreement on Better Law Making, to ensure a

common sense of direction while respecting each institution's role under
the Treaties.

If you are doing less work, does that mean you need less staff?

A leaner work programme does not mean less work.
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The Commission must deliver better regulation in the future, and that
means better using our resources to address our political priorities.

Drafting new initia tives is only part of the work of the Commission.

A lot of our work is about taking the proposals already on the table through
the legislative process, ensuring that existing legislation is well
implemented and enforced, evaluating its impact, and identi fying possible
improvements we can bring to the lives of citizens and business by cutting
existing red tape.
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Nonlinearities in macroeconomics and
finance

Vitor Constancio, Vice-President of the
European Central Bank, at the conference on
"Nonlinearities in Macroeconomics and
Finance", Frankfurt am Main

Ladies and Gentlemen,

It is a great pleasure to welcome you to
Frankfurt for this conference on "Nonlinearities
In macroeconomics and finance in the light of
crises".

Nonlinear ities might arise in many economic contexts.

Yet, in practice, before the recent global financial crisis, economists have
often relied on linear approximations when trying to capture economic
interdependence.

One reason for this is that the solution and estimation of non -linear models
involves many challenges.

There is a saying thatwhen an economist mentions some nonlinear
effects, it means this person does not have a proper model worked out

This is not the case concerning this conference, wheresignificant advances
in several dimensions are on display.

For investigating normal business cycle phenomena, linear models might
serve as a good approximation.

However, the experiences of the recent global financial crisis and the
European sovereigndebt crisis have highlighted the importance and
usefulness ofnonlinear models and suggest thatnonlinear models should
receive more prominence than they had in the past

Indeed, these models appear crucial for conducting research on the kind of
phenomena we have observed during the recent crises.

The progress achieved in developing solution techniques to include
nonlinearities in macro models has been impressive in the past few years
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This conference demonstrates that nonlinear models are relevant for a
broad range of economic themes of high relevance to policymaking.

In my remarks, | will focus on some of the issues of particular importance
to the ECB, where nonlinearities assume a significant role.

These include issues related to the conduct ® monetary policy at the zero
lower bound (ZLB), housing, financial markets and the macroeconomy,
fiscal policy and the European sovereign debt crisis.

The Zero Lower Bound

One key characteristic that introduces nonlinearities in economic
developments is the ZLB.

This is taken up in a number of papers in the conference, particularly the
ones by Arouba and Schorfheide or by Larry Christiano et al (2014).

Let me elaborate on the relevance of the ZLB for policymaking at the ECB
at the current juncture.

In the summer of 2012, we faced a fragmented financial system, with banks
being reluctant to lend and the euro area economy in recession.

Since then the ECB has carried out several measures to address these
problems and the financial situation in the euro area has improved
dramatically.

However, the economic situation remains difficult, with negative
implications for investment.

The prospect of a prolonged period of low inflation might have adverse
effects, including a possible de-anchoring of inflation expectations.

This is why, after setting our policy rates to their effective lower bound, the
ECB has decided to engage in a mix of further unconventional monetary
policy measures.

We are convinced that these measures, working through severachannels,
will provide further monetary easing and underpin the anchoring of
inflation expectations.
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From a policy point of view it is important to incorporate the ZLB
explicitly in models that inform the policy process.

This results in nonlineariti es that have farreaching implications, including
for the size of the fiscal multiplier and for the role of goods and labour
markets to exit the ZLB.

Housing

Another important theme treated in the conference is housing and its
relationship with globa | macroeconomic conditions.

The model used by Justiniano et al (2014) explains the U.S. house price
boom that preceded the Great Financial Crisis as the consequence of looser
lending conditions in the mortgage market.

Looser lending conditions were the direct consequence of a variety of
factors, in particular of the process of securitisation and the diffusion of
market-based financial intermediation.

The lax macro-prudential regulatory framework was a pervasive factor in
producing looser lending conditions.

An important lesson to be drawn from this analysis is the significance of an
active macro-prudential policy capable of containing the unwanted effects
of the kind of credit standard loosening that seems to have been
responsible for the inception of the housing boom.

Monetary Union

The future of the European Monetary Union is another particularly
relevant theme.

It is possible to relate the current problems faced by many euro area
countries to the existence of relevant heterogeneity in financial frictions
across single member countries.

In the model used by Simon Gilchrist et al (2014), these differences allow
firms from strong countries to undercut prices and gain market share from
firms in vulnerable countries.
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This generates real exchage rate misalignments and current account
deficits in peripheral countries, which may be viewed as a cause of the
current sovereign debt crisis in Europe.

Under these circumstances,a possible way forward is to implement
measures to enhance risksharing between core and periphery countries.

As the ECB has repeatedly indicated, the Stability and Growth Pact should
remain the anchor of confidence in the sustainability of public finances.
Nevertheless, a further sharing of sovereignty over economic policy making
is necessary to strengthen both discipline and solidarity within EMU.

Further steps from common rules towards common institutions will be
discussed in the upcoming report by the Euro Summit on the future of
economic governance.

In addition, p ursuing structural reforms aimed at increasing the overall
efficiency of financial intermediation, and thus eliminating asymmetries in
financial friction, will greatly contribute to reduce the pro -cyclicality of
capital flows and the magnitude of fiscal imbalances as illustrated by
Jaccard and Smets (2014).

Financial markets and the macroeconomy

The research agenda on the interaction between the real economy and
financial markets has become extremely important in light of the recent
global financial crisis and European sovereign debt crisis.

In his keynote speech, the Nobel Laureate Christopher A. Sims will focus
on expanding an empirical structural vector autoregressive model with
structural identifying restrictions to jointly model financial and m acro
variables allowing for nonlinearities.

Nonlinearities can be allowed in shock volatility and the transmission of
those shocks through the economy. In this context, he will consider novel
identifying restrictions.

Results from these estimated models provide crucial empirical evidence to
complement insights from structural economic models.

The growing literature on structural models to study macro -financial
relationships includes, at this stage, fully articulated nonlinear models that
are solved with global methods, as well as MarkowSwitching DSGE models
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to capture the sort of dynamics that underscored the 2008-9 financial
crisis.

Recent papers make key contributions to incorporating financial instability
in macroeconomic theory, featuring, for in stance, credit constraints,
endogenous risk taking and regime changes, bank defaults and imbalances
on banks' assets or liabilities.

An important extension is to incorporate risk premia and to allow them to
vary with the state of the economy, in order to draw conclusions on the risk
aversion of agents in the economy as in the model by Swanson (2014).

Such a model can be used to assess the effects of policy changes and
structural breaks on asset prices.

From a policy perspective, enhancing our knowledgeabout the role of risk
aversion and amplification mechanisms in explaining the build -up and
unravelling of crises provides important insight on how to conduct
monetary and financial stability policy.

Fiscal policy and the euro area sovereign debt criss

The last theme of the conference that | would like to mention is the effect
of fiscal policies and the evolution of the sovereign debt crisis in the euro
area. By using a suitable nonlinear model, Born et al (2014) show that the
effects of fiscal conlidations on the cost of servicing sovereign debt
depend crucially on the degree of fiscal stress.

While expenditure -based fiscal consolidations carried out in normal fiscal
circumstances have favourable effects on the cost of servicing debt, in
situatio ns of fiscal stress, sovereign spreads tend to rise.

These findings suggest that fiscal policies in the euro area should be
oriented towards a growth-friendly composition.

As pointed out by the ECB President in his 2014 Jackson Hole speech,
selective tax cuts should be matched by corresponding selective spending
reductions, targeting taxes with high fiscal multipliers and unproductive
expenditures.

Additional benefits could be reaped by implementing strong co-ordination
among fiscal policies of the different euro area countries, with an active
role for complementary actions at the EU level with public investment.
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Another important concern for the ECB has been the possibility that self-
fulfilling beliefs might lead to unsustainable sovereign debt dy namics and
therefore precipitate a crisis.

As Bacchetta et al (2014) show, a beliefdriven crisis cannot be prevented
by conventional monetary policy, unless the monetary authority is ready to
generate very high inflation levels for a prolonged period.

Non-conventional policies - based on issuing monetary liabilities in the
form of fiat money - could be used, but their effectiveness would be limited.
Either the central bank has a large amount of assets relative to the
sovereign debt, or the zero lower baind has to bind for an unrealistically
long time.

Hence, it seems legitimate to conclude that the effectiveness of policy
actions in preventing self-fulfilling sovereign debt crises is subject to
Important qualifications.

This is in line with the ECB announcement of the Outright Monetary
Transaction (OMT) programme in August 2012, aimed at eliminating self -
fulfilling beliefs of a euro area break-up.

The OMT programme announcement has been successful so far mainly
because of its careful design.

The programme is strictly conditional on adjustment programmes and
structural reforms actually being implemented and is limited to short -term
maturities, in this way containing the duration of risk exposure of the ECB
to any given bond issuer.

Conclusions
Let me conclude.

Novel and effective nonlinear techniques allow us to gain a deeper and
more nuanced understanding of highly policy -relevant issues.

We believe that these methods will be further incorporated among the tools
routinely used also by certral bankers as valued sources of policy advice.

| wish you a stimulating and productive conference. Thank you for your
attention.
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Economic research and economic policy

Speech by Mr Erkki Liikanen, Governor of the
Bank of Finland, at the Yrj6 Jahnsson
Foundation's 60th Anniversary Gala. Helsinki

The esteemed Honorary Chairmen of the
Foundation, Mr Chairman, ladies and gentlemen,

The work of the Yrj6 Jahnsson Foundation in
promoting economic research and in educating economistsin Finland is
truly invaluable.

The inauguration of the Foundation, and its activities, have been guided by
the belief that economic education and research can make a valuable
contribution to society.

The importance of researchas an aid to political decision-making is a
subject that is always interesting and controversial.

But there are times when it seems to beparticularly topical.
One such time was around the founding of the Yrj6 Jahnsson Foundation.

During the late 1950s and early 1960s, thee was a strong positivistic
current in Finnish economics.

At the centre of this movement was the so-called O group, which was made
up of young economists who set out to modernise Finnish economics, that
IS, to free it from the remnants of the historical school of thought and to
adopt the Western analytical tradition.

The aim of the group was toput economics on a more scientific footing
and make it a tool for rational policy -making.

The Bank of Finland's Research Institute and the Yrj6 Jahnsson
Foundation both supported the group's activities.

The role model for the economists of the time was Jan Tinbergen who
later received the first Nobel Prize in economics.

According to his economic-policy philosophy, the politician determines the
objectives and the limits within which the various tools can be used.
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The role of the economist, on the other hand, is toshow how the tools, as
allowed, can be used to achieve the objectives set by the politician.

Policy analysis and quantitative planning were the lingo of the day.

To this end, economics as a science had to become objective and
guantitative.

Many of the young researchers of the time were quite fixed on their
mission.

One of the hard-liners of the O group, Olavi Niitamo, wrote in the Finni sh
Economic Journal in 1960 that "there does not appear to exist a
fundamental difference between economic models and, for example,
models used in physics.

Both are models based on probabilities and the difference is merely in the
accuracy of model."

For many of us, Niitamo was later to become a conversational companion
and teacher with original ideas. His areas of expertise were wide and
varied, from economics and statistics to boxing.

Niitamo's view was disputed by Jouko Paunio, a leading expertused by the
Yrj6 Jahnsson Foundation over many years.

Paunio said he saw economics essentially as part of the humanities even
though he was himself a member of the O group.

An economist should strive for objectivity in his research but economic
science is not a natural science.

Paunio wrote that, as representatives of a science that studies human
behaviour, economists need to be highly tolerant as regards different
approaches.

Jouko Paunio had wide-ranging interests.

He was also an important figure as the Foundation initiated its far -sighted
emphasis on the economics of health.

This was launched with fanfare at the international conference in Helsinki
in the summer of 1975, where Paunio was the first speaker.
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Paunio's presentation, which dealt with the efficiency of health services
and their allocation mechanisms, made a profound impression on the
thinking of many.

| was one of them.

As we know, this subject is even more topical today, four decades later, and
the longstanding work of the Foundation, also in this regard, deserves our
gratitude.

*kk

Many things have happened in the field of economic policy since those
times and there have been recurrent disappointments in the most idealistic
breeds of economics.

Losing its credibility already in the 1970s was the planning optimism that
assumed that economists as the "engineers of the economy" could provide
politicians with the means to rapid and stable economic growth.

The current that has most recently suffered such a loss of credbility is one
according to which "government is not the solution to our problems,
government is the problem", to paraphrase Ronald Reagan.

The debate again is about the value of economic science in political
decision-making.

Since the financial crisis, economic science has become the target of
growing criticism.

The most common criticism condemns mainstream economics for
economic policies that led to the crisis; for its inability to predict the crisis,
and also for advocating economic policies which would only worsen the
effects of the economic crisis.

Particular criticism has been directed at the content of economic science
education, which has been accused of being ahistorical, even dogmatic.

Some of this criticism has been to the point, some d it unwarranted. There
Is pertinence in the concern about the overly narrow focus of economics
education.

Economic policy-making needs high quality economists, capable of
trustworthy analysis.
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This is why the question is important.
But what makes agood economist? Keynes wrote in 1924
"-the master-economist must possess aare combination of gifts .

He must reach ahigh standard in several different directions and must
combine talents not often found together.

He must be mathematician, historia n, statesman, philosopher - in some
degree.

He must understand symbols and speak in words.

He must contemplate the particular in terms of the general, and touch
abstract and concrete in the same flight of thought.

He must study the present in the light of the past for the purposes of the
future.

No part of man's nature or his institutions must lie entirely outside his
regard.

He must be purposeful and disinterested in a simultaneous mood; as aloof
and incorruptible as an artist, yet sometimes as rear the earth as a
politician."

That is quite a list of requirements.

This passage is from Alfred Marshall's obituary.

It is well known that Keynes was not the most humble of men.

He might have even been describing himself here.

But he was right in saying that an economist should have wide-ranging
competences, especially if he is working outside of basic research.

*k*

In the light of Keynes's characterisation, it is interesting to read the
manifesto published last spring by students at Manchester University,
which garnered a lot of attention.
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In the manifesto, the students complain about the narrowness of
contemporary economics education.

At Manchester, the history of economics was taught in an elective course
that was avoided by students - because it required essaywriting skills,
skills that were not developed in the rest of the programme.

The teaching of economic history was equally inadequate.

According to the manifesto, students graduated with an economics degree
without know ing anything about such upheavals as the 1930s Great
Depression or the breakdown of Bretton Woods in the 1970s.

This type of narrow focus sounds alarming, especially from the point of
view of practical work assignments.

The chief economist at the Bark of England, Andy Haldane, read the
manifesto and commented that employers of economists, such as the Bank
of England, would benefit from a diversification of the course requirements
for economics majors.

In order to give workable answers to the future questions of economic
policy, one must understand the past.

It would also be helpful to have a knowledge of political economy, to take
Into account the institutions and to understand money and banking.

Haldane stated that the kind of reform of educatio n that would achieve
these objectives, would also well serve the requirements of economic

policy.

There might also be room for improvement in the contents of Finnish
university degrees as well.

Fortunately, it seems that there has been an upswing ofinterest in applied
macroeconomics in recent years, compared to the low point reached before
the crisis.

This rise in interest is also reflected in the fact that student activists have
recently sought to revive some traditions of economic science that s&em to
have been pushed aside from the study programmes.
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When discussing alternative approaches to economics, one should keep in
mind that the aim of learning cannot be the compartmentalisation into " -
isms".

Instead, it is the comparison and competition between theories and
approaches, which will lead to synthesis and progress.

From the point of view of a practical economic policy -maker, the worst
outcome would be a polarisation of economic research and debate into
camps unable or unwilling to talk to each other.

Some criticism has suggested that economic policy is slave to some
abstract theory that blindly believes in perfect markets.

Fortunately, this is not the case.

Economic science, as it is best used in support of decisioamaking, is a
controversial and developing science that has few absolute certainties.

For this very reason, careful research and debate are of paramount
importance.

If we look at the very active monetary policies of recent years in particular,
and the thorough reform of financial regulation, it cannot be claimed that
decision-making has been characterised by a blind faith in the infallibility
of the markets.

Monetary and economic policy has, on the contrary, centred on real world
problems and taken a pragmatic approach.

At the same time, it has tried to make extensive use of researchbased
knowledge.

*kk

Current monetary policy leans heavily on economic research in at least in
two respects.

Firstly, the current objective of price stability, and a monetary poli cy
system based on an independent central bank that implements it, is the
result of monetary policy research of the 1980s and 1990s.

This research emphasised the importance of expectations, policy credibility
and price stability.
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This research is also he basis of the status of the Eurosystem, its structure
and its monetary policy, although another highly influential factor here was
the example provided by the successful monetary policy of Germany.

Secondly, the monetary policy pursued during the crisis and after it, which
even globally has had to adopt many brave and unconventional methods, is
also based on research.

It is interesting that, from the viewpoint of economic policy during the
crisis, research into economic history has had a particularly profound
influence.

Of note, the research on the causes of the Great Depression of the 1930s
has in recent years come to be held in high regard, and it has played a
crucial role in monetary -policy decisions.

The Chairman of the United States FederalReserve at the time the crisis
came to a head, Ben Bernanke, has been a key figure here.

He is known specifically as an expert on the Great Depression of the 1930s.

It has been Bernanke's view that the protraction of that depression was
caused by misgiided monetary policy.

This, in itself, was not a new discovery.

Milton Friedman and Anna Schwartz had already blamed the Federal
Reserve for turning the crisis into a depression by allowing the quantity of
money to decline.

In Finland, Yrj6 Jahnsson expressed similar views in his own time.

Bernanke's contribution to the debate was his emphasis on the importance
of the banking system.

According to Bernanke, the drying up of bank liquidity and the collapse of
their lending capacity were the factors that turned a recession into the
Great Depression.

He further argued that the global monetary system based on the gold
standard transformed the depression into a global one that spread even to
countries that were not suffering from their own banking crises.
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The Parliamentary Supervisory Council of the Bank of Finland met Ben
Bernanke during the last week of his term of office in Washington last
January.

We asked him what lessons we might take from the research on the
depression of the 1930s inthe current crisis, and if there had been any new
developments in the field.

He emphasised that the essential lessons learned from the 1930s
depression werethe securing of banks' liquidity during the crisis and
aggressive reductions in interest rates,so as to avert a deepening of the
crisis and a slide into deflation.

But one thing about the current crisis had surprised Bernanke: the
complexity of international financial institutions and their multi  -level
connections within the global financial syst em.

The demand for international cooperation was thus even more important
now than it had been during the Great Depression.

The influence of these lessons of the 1930s can be clearly seen in the
monetary policy of recent years.

The escalation of thefinancial crisis in September 2008 as the Lehman
Brothers investment bank fell, and the severe disruption to the financial
markets that followed, compelled central banks to act swiftly.

The dry-up of liquidity in the banking system and onset of a general
banking crisis had to be prevented.

The securing of the banks' liquidity was carried out in broad international
cooperation.

For instance, European banks at that point needed large amounts of short
term dollar credit, which the ECB was able to arrange with the help of the
US central bank.

International cooperation was achieved with unprecedented speed and
scope.

As economic growth stalled in 2009 after the money-market crisis,
inflation also came to a halt and turned negative for a while in all of the key
currency areas.
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Monetary policy was eased around the world, to support activity and
prevent a destructive spiral of deflation.

Policy rates were pushed to record lows, to 1 per cent in the euro area, and
already then close to zero in many countries.

Since that time, interest rates have remained exceptionally low everywhere
and the spiral of deflation has been avoided.

In the current circumstances, the securing of price stability and the
supporting of economic growth have not been in conflict; rather, monetary
policy has been able to pursue both of these goals.

*kk

In assessing the success of monetary policy, it should be kept in mind that,
for example, in the euro area and in Finland, many of the problems of the
real economy are structural and could not be solved by monetary policy,
which can only buy time for solving them.

In terms of price stability, monetary policy has not met our expectations in
recent months.

The inflation rate in the euro area is currently clearly below the ECB's
target rate of close to, but below, 2 percent.

The decline of interest rates to their theoretical minimum, or close to it,
has raised new questions.

How can monetary policy sustain price stability if the situation requires
new actions to get backto price stability when the main instrument of
traditional monetary policy, the interest rate, is already at its minimum?

Different central banks have had to confront this question at different
points in time.

In the case of the ECB this happened las summer when the policy rate was
lowered to the minimum and still the rate of inflation has remained well
below the target.

In this situation, the ECB has adopted some new monetary policy
programmes based on securities purchases: a covered bond purchas
programme and an asset backed securities purchase programme.
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At the same time, banks have been offered collateralised longterm credit
in order to speed up lending to businesses.

The intention is that the balance sheet of the Eurosystem should growto
the level where it was at the start of 2012.

The ECB's Governing Council has unanimously stated that should the need
arise, even new monetary-policy instruments will be utilised if the period
of low inflation threatens to last too long.

As the modes of operation of monetary policy are changing, at least
temporarily, research has much to offer to decision-makers.

| will just mention here the three most central areas of research connected
with the current situation:

The use of anticipatory communication of monetary policy, the so-called
forward guidance, as a stabiliser of inflation expectations; the effect on
inflation and growth of securities purchases by central banks; and the
guestion of a neutral interest rate level in the post-financial -crisis world.

All of these areas have been subject to much useful research, which is
monitored by central banks and in which they also take part.

The seriousness and determination with which central banks have in
recent years acted to secure banks' liqudity, support economic growth and
prevent a deflationary spiral, is indicative of the influence of economic
research.

The third problem mentioned by Bernanke as having been brought to light
by the crisis, the complexity of financial institutions and th e connections
between them, has also been the focus of wideranging work.

The regulation of banks has been reformed with the intention of making
the banking system "safer, simpler and fairer".

| will mention some of the most significant actions in this regard.

The international solvency criteria required by the so -called Basel Accords
have been strengthened.

The supervision of banks has been made more efficient, and in the euro
area it has been centralised as a task of the ECB.
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The mechanisms for aisis resolution have been updated in a way that
should avoid the taxpayer having to bear the burden of banks' risk-taking.

The structures of banks have come under regulation both in the United
States and in many EU countries, with the aim of reducing speculative
securities trading by deposit banks.

| myself led the working group set up by the Commission to prepare the
pan-European norms for this.

The support we received from researchers- as well as their criticisms - are
proof of the close links between research and decisionmaking in the
development of regulation also.

A Commission proposal for regulation has been made on this matter, and it
Is currently being deliberated in the Council of the European Union and the
European Parliament.

*kk

Science and research are of course global phenomena in today's world, but
they also have a national dimension.

It cannot be in the interest of any country to free -ride on the research front
and rely only on foreign research.

This is clear especially ina field such as economics, which has such strong
links to policy.

The influence of Finns in the Eurosystem, the EU, the IMF or the BIS can
only be based on our capability to offer our own and unique contribution.

Having experts with skills that measur e up to international standards has
been a prerequisite to ensuring that Finland is not a passive participant in
the European community but is instead capable of interacting on an equal
basis with the other EU countries.

The work of the Yrj6 Jahnsson Foundation in raising the level of Finnish
economics education and research up to international standards has
helped to ensure that Finland can be an influential and constructive
participant in any forum where we have earned our status.

| would like to extend my warmest congratulations to the Foundation for
its most commendable work over these 60 years.
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Liquidity

Guy Debelle, Assistant Governor (Financial Markets) of
the Reserve Bank of Australia, at the 27th Australasian
Finance and Banking Conference, Sydney

Thanks to Jon Cheshire and Sean Dowling for assistance.
Today | will talk about the imminent arrival of the
revised liquidity regime for the Australian financial sector.

| will recap some of its features, particularly how they relate to the Reserve
Bank, and discuss some of the impact that it is having on market pricing.

An important aspect of the Basel Ill liquidity standard, the Liquidity
Coverage Ratio (LCR) comes into effect at the beginning of 2015.

The LCR requires thatbanksh ol d suf fi cient O6high qualit
(HQLA) to withstand a 30 -day period of stress.

The amount of HQLA a bank needs to hold isdetermined by the
composition and maturity structure of its balance sheet.

The more liabilities that ru n off within that 30 -day window, the more
HQLA that needs to be held.

At the same time, particular types of investors or depositors are assumed to
be less stablethan others (in terms of their likelihood of withdrawing
funds), which also results in a greater need for liquid assets.

As has been known for some time,the Australian financial system does not
have an especially large stock of HOLA

The only instruments that have been deemed to meet the Basel standard of
liquidity are debt issued by the Commamwealth and state governments
(CGS and semis) along with cash balances at the Reserve Bank.

The banking systemO6s overal/l T quidity ne
could reasonably be held in those assets.

To put some numbers on this, APRA has detemined that for next year, the
Australian banking systemb6s | iquidity ne:c¢
The total stock of CGS and semis on issue currently amounts to around

$600 billion.
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If the banks were to attempt to meet their liquidity needs solely by holding
only CGS and semis, anumber of problems would arise.

Firstly, any attempt would likely be in vain, because there are a large
number of other entities which are required to or want to hold CGS and
semis too.

Second,in the process of trying to do this, the liquidity of the market for
these securities would be seriously compromised.

This would be completely self-defeating as the overall aim is to have the
banks hold more liquid assets.

To address these circumstancesan important component of th e liquidity
regime in Australia is the committed liquidity facility (CLF) where, on the
payment of a 15 basis point fee, banks will be able to obtain a commitment
from the Reserve Bank to provide liquidity against a broad range of assets
under repurchase agreement.

APRA has recently determined that the total CLF requirements of the
Australian banking system for 2015 amount to around $275 billion.

This amount was determined by first assessing that the amount of CGS and
semis that could reasonably be held ly banks without unduly affecting
market functioning was $175 billion.

The Reserve Bank provided this assessment to APRA.

The CLF amount is then simply the difference between this and the overall
liquidity needs of the system.

The banks that require a CLF from the Reserve Bank sign a deed of
agreement with us and pay their fee before the end of this year.

Then from the beginning of the year, the arrangement comes into effect.

| have talked before about some of the impact on pricing in various
markets of the new liquidity regime.

We have attempted to limit the impact on the price of CGS and semis, but
necessarily, because the banks are holding more of these securities than
previously (Graph 1), the price is higher (and the yield lower) than would
otherwise be the case.
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Graph 1
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Overall, the impact of the LCR on market pricing is relatively small.

The larger changes have been around deposit pricing and the terms and
conditions of deposits, which | will come to shortly, but there have been

some other effects which are worth commenting on.

Firstly, a less discussed aspect of the liquidity standard is the requirement
for a demonstrated internal liquidity transfer pricing model for banks.

This has required banks to fully reflect the liquidity co st in the price of the
various services they offer customers.

This has resulted in a change in the price and/or terms and conditions of a
number of facilities.
One noteworthy example is a line of credit where, in the past, banks often

did not factor in to the price they charged for this facility, the potential draw
on liquidity this entailed, particularly in a stressed situation.

On the other hand, longer fixed-term deposits are more attractive to banks
and consequently have been repriced upwards (sedelow).
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A second impact which has been evident more recently is a widening in the
spread between bank bills and OIS (Graph 2).

In the depths of the crisis, such a widening was often an indicator of stress
in the financial situation. But that does not ap pear to be the case currently
as other indicators of bank creditworthiness are little changed, including
spreads on longer term borrowing and CDS premia.

Graph 2
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Instead, our assessment is that in large part, this reflects the new liquidity
regime combined with some other dynamics in the market.

The graph shows that the widening has been most pronounced at the
longer bank bill maturities, and indeed is quite small for a one month bank
bill.

This is because issuing a one month bill has little attraction to a bank: its
liquidity cost is relatively high as its maturity is likely to occur within the
30-day liquidity window.

Hence a bank would need to hold HQLA of similar size to the amount of
funding the bank bill raised.
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Instead, there is a greater incentiveto issue at longer maturities and so the
spread on 6-month bills has widened by more as there has been greater
supply of such paper.

Over the past two months, the original term to maturity of bank bills and
certificate of deposits on issue has changed nticeably, with the stock of 6-
month bills increasing by $7.3 billion (11 per cent) and 12-month bills by
$1.4 billion (43 per cent).

In contrast, the stock of outstanding bills with an original tenor shorter
than five months has declined by a total of $9.7 billion (8%2 per cent).

At the same time, the cost of Australian dollars in the forward FX market
has been quite elevated.

This high price in the forwards market has been due to a number of factors
including the tendency of hedge funds to fund their A ustralian dollar
shorts in this market, as well as an increase in the use of this market by
foreign bank branches to fund Australian dollar lending.

Historically, Australian banks have tended to raise a significant share of
their short -term funding in for eign markets, mostly in US dollars, and then
swap them back into Australian dollars to fund their Australian dollar -
denominated asset base.

They would swap these foreign currency funds when the cost was
sufficiently attractive, leaving it in foreign curr ency in the interim. Under
the new liquidity regime, the cost of short -term foreign currency funding is
higher, so this is less attractive.

Combined with a higher swap cost, the all-in cost of short- term offshore
funding is higher and hence domestic issuance is relatively more attractive.

As a result we have seen more of it, which has contributed to the widening
in the spread to OIS.

Finally, I will return to the impact of the LCR on deposit pricing. Graph 3
shows the evolution of the funding mix of A ustralian banks over the past
decade.

The rise in the share of deposit funding from 2008 is readily apparent, as is
the decline in the share of short-term and long- term wholesale funding.
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The growth in deposits is now of a similar pace to that in bank lending,
having been considerably faster over recent years.

As a result, the deposit share of funding has levelled off.

Funding Composition of Banks in Australia
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The increase in deposit funding was in part a result of the increased returns
on offer, as banks actively sought this outcome byoffering higher interest

rates

(It also reflected a shift on the part of investors for the perceived safety of a

bank

The interest rate on both at-call and term deposits rose markedly

deposit.)

compared with money market rates of equivalent maturity (G raph 4).

As you can see from the graph, this process of paying higher deposit rates
has largely run its course.
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Major Banks’ Deposit Rates
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Within this overall repricing, there have been some changes in the mix of
deposit rates and products as a result of the introduction of the LCR.

As | mentioned earlier, banks have an incentive to reduce the amount of

liabilities that roll off in less than 30 days.

Deposits which are deemed to be subject to high run-off rates and those
which are callable within 30 days will be more expensive for banks.

Banks are therefore working towards converting many of these less stable

deposits into a more stable deposit base.

For exampl e, retail and

institutional deposits.

SME

deposits

Part of this transition is being induced by price signals: interest rates
offered on new or existing deposit products which are deemed to be more
stable are rising relative to interest rates on products deemed to be less

stable.
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These types of changes appear to have accelerated cently as we draw
closer to the implementation of the LCR and probably still have some way
to run.

To date, we have seen only a few banks offer notice of withdrawal accounts
to customers.

These accounts require the depositor to provide the bank with 31days or
more notice of a withdrawal (obviously 31 days is one day longer than the
30-day liquidity stress period).

Interest rates offered on these accounts are among the higher rates offered
in the deposit market.

It may be that we see a broader moveo these types of accounts or changes
in terms and conditions on existing accounts through the course of next
year.

We have also seen a fall in the growth of term deposits relative to
transaction and at-call deposits over the past few years.

Infactterm deposits as a share of banksdé fund
transaction and at-call deposits have been growing strongly.

Part of this is because a flattening of the yield curve has made investors less
inclined to invest in longer term deposits.

But in part it is because under the LCR, some transactional and operational
deposits are subject to lower run-off rates than deposits that are largely
attracted by higher interest rates.

Indeed, there has been some indication that banks have been transitionng
depositors into deposit products treated more favourably under the LCR.
But banks are not limited to just changing their deposit offerings.

We could see them look for more opportunities to package retail deposits
with other products as the deposits of customers that also have other
relationships with the bank are deemed to be more stable under the LCR.

So to conclude, the full implementation of the new liquidity regime in
Australia is imminent. From the beginning of the year, banks in Australia
will b e fully subject to the Liquidity Coverage Ratio.
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This has already had an impact on the pricing and nature of a number of
financial products, as well as the structure of bank liabilities.

While the bulk of the impact may be behind us, there are still a number of
changes in the pipeline, particularly around deposits.
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Bank business models

Rungporn Roengpitya, Nikola Tarashev and Kostas
Tsatsaronis

We identify three business models using balance sheet
characteristics of 222 international banks and a data-
driven procedure.

We find that institutions engaging mainly in commercial banking activities
have lower costs and more stable profitsthan those more heavily involved
In capital market activities, mainly trading.

We also find that retail banking has gained ground post-crisis, reversing a
pre-crisis trend.

Banks choose to be different from one another.

They engage strategically indifferent intermediation activities and select
their balance sheet structure to fit their business objectives.

In a competitive pursuit of growth opportunities, banks choose a business
model to leverage the strengthsof their organisation.

This article has three objectives.

The first is to define and characterise banks' business mocels.

We identify a small set of key ratios that differentiate banks' business
profiles and use a broader set of variables to provide a more complete

characterisation of these profiles.

The second objective is to analyse the performance of these busines
models in terms of profitability and operating costs.

The final objective is to track how banks changed their business models
before and after the recent crisis.

We identify three business models: a retail-funded commercial bank, a
wholesale-funded commercial bank and a capital markets-oriented bank.
The first two models differ mainly in terms of banks' funding mix, while
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the third category stands out primarily because of banks' greater
engagement in trading activities.

On average, retaitfocused commercial banks exhibit the least volatile
earnings, while wholesale funded commercial banks are the most efficient.

On the other hand, trading banks struggle to consistently outperform the
other two business types

Banks' profiles evolve over time in response to changes in the economic
environment and to new rules and regulations.

We find that transition patterns changed around the recent financial crisis.
While several banks increased their reliance on wholesale funding prior to

the crisis, in its wake more banks have adopted more traditional business
profiles geared towards commercial banking.

The rest of this article is organised in four sections. In the first section, we
lay out the methodology we employ to classify banks into distinct business
models.

In the second section, we characterise the three business models in terms
of banks' balance sheet composition, while in the third we highlight
systematic differences in the performance of banks in different business
model groups.

In the last section, we look into the transitions of banks across the three
groups.

Classifying banks: the methodology

The procedure we use to classify banks into distinct business models is
primarily driven by data but incorporates judgmental elements.

It shares many technical aspects with the procedure employed by Ayadi
and de Groen (2014), but differs in terms of the judgmental elements and
the data used.

In contrast to their analysis, which focuses exclusively on European banks,
we use annual data for 222 individual banks from 34 countries, covering
the period between 2005 and 2013.
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The unit of our analysis (ie a data point) is a bank in a given year
(bank/year pair).

Given that the available data do not cover the entire period for each bank,
we work with 1,299 bank/year observations.

By focusing on bank/year pairs our approach allows institutions to switch
between business models at any point in the period of analysis (an aspect
that we explore in the last section).

In this section we provide a description of the classification methodology,
leaving the more technical details for the box.

The inputs to the classification are bank characteristics.

These are balance sheet ratios, which we interpret as reflecting strategic
management choices.

We use eight ratios expressed in terms of balance sheet size and evenly
split between the asset and liability sides of the ledger.

They relate to the share of loans, traded securities, deposits and wholesale
debt, as well as the interbank activity of the firm.

We distinguish this set of variables from other variables that we use in the
third section to characterise the performance of different business models.

We view these other variables, which capture profitability, income
composition, leverage and cost efficiengy, as reflecting the interaction
between banks' strategic choices and the market environment.

We thus treat them as variables that relate to outcomes as opposed to
choices.

The core of the methodology is a statistical clustering algorithm. Based on
a pre-specified set of input variables, the algorithm partitions the 1,299
bank/year observations into distinct groups.

We select inputs from the set of choice variables.

The idea is that banks with similar business model strategies have made
similar choic es regarding the composition of their assets and liabilities.
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We make no a priori decisions as to which choice variables are more
important in defining business models or as to the general profile of these
models.

In that sense, the methodology is data-driven.

We rely on the repeated use of the clustering algorithm and a goodnessof-
fit metric (the F -index, which is described in the box) to guide the selection
of the most appropriate partitioning of the observations universe into a
small number of distinct business model groups.

Using statistical clustering to identify business models

This box more precisely defines the variables used as inputs and discusses
the more technical aspects of the statistical classification (clustering)
procedure.

The eight input variables from which we selected the key characteristics of
the business modelsare evenly split between the asset and liability sides of
the balance sheet.

All ratios are expressed as a share of total assets net of derivatives
positions.

The reason for this is to avoid distortions of the metrics related by
differences in the applicable accounting standards in different
jurisdictions.

The asset side ratiosrelate to:

(i) total loans;

(ii) securities (measured as the sum of trading assetsand liabilities net of
derivatives);

(i) the size of the trading book (measured as the sum of trading securities
and fair value through income book); and

(iv) interbank lending (measured as the sum of loans and advances to
banks, reverse repos and cah collateral).

The liability side ratios relate to:
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(i) customer deposits;

(i) wholesale debt (measured as the sum of other deposits, shortterm
borrowing and long -term funding);

(iii) stable funding (measured as the sum of total customer deposits and
long-term funding); and

(iv) interbank borrowing (measured as deposits from banks plus repos and
cash collateral).

We employ the statistical classification algorithm proposed by Ward
(1963).

The algorithm is a hierarchical classification method that can be applied to
a universe of individual observations (in our case, these are the bank/year
pairs).

Each observation is described by a set of scores (in our case, the balance
sheet ratios).

This is an agglomerative algorithm, which starts from i ndividual
observations and successively builds up groups (clusters) by joining
observations that are closest to each other.

It proceeds by forming progressively larger groups (ie partitioning the
universe of observations more coarsely), maximising the similarities of any
two observations within each group and maximising the differences across
groups.

The algorithm measures the distance between two observations by the sum
of squared differences of their scores.

One could present the results of the hierarchical classification in the form
of the roots of a tree.

The single observations would be automatically the most homogeneous
groups at the bottom of the hierarchy. The algorithm first groups
individual observations on the basis of the closeness of ther scores.

These small groups aresuccessively merged with each other, forming fewer
and larger groups at higher levels of the hierarchy, with the universe being
a single group at the very top.
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Which patrtition (ie step in the hierarchy) represents a good compromise
between the homogeneity within each group and the number of groups?
There are no hard rules for determining this.

We usethepseudoFi ndex proposed by CalinSki and
help us decide.

The index balances parsimony (ie a smdl number of groups) with the
ability to discriminate (ie the groups have sufficiently distinct
characteristics from each other).

It increases when observations are more alike within a group (ie their
scores are closer together) but more distinct acrossgroups, and decreases
as the number of groups gets larger.

The closeness of observations is measured by the ratio of the average
distance between bank/years that belong to different groups to the
corresponding average of observations that belong to the same group.

The number of groups is penalised based on the ratio of the total number
of observations to that of groups in the particular partition.

The criterion is similar in spirit to the Akaike and Schwarz information
criteria that are often used to select the appropriate number of lags in time
series regressions.

The clustering algorithm is run for all combinations of at least three choice
variables from the set of eight.

If we had considered all their combinations, there would have been 325
runs.

We reduce this number by ignoring subsets that include two choice
variables that are highly correlated because the simultaneous presence of
these variables provides little additional information.

We impose athreshold for the correlation coefficient o f 60% (in absolute
value), which means that we do not examine sets of input variables that
include simultaneously the securities and trading book variables, or the
wholesale debt and stable funding variables.
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At various stages, our approach incorporates judgmental elements in order
to help narrow down the search for a robust, intuitive and parsimonious
classification of banks into distinct business models.

The general strategy is as follows.

We run the clustering algorithm for each subset of at least three choice
variables, ignoring all subsets that include simultaneously pairs of
variables that are very highly correlated with each other, hence providing
little independent information.

The clustering algorith m produces a hierarchy of partitions ranging from
the very coarse (ie few groups) to the very fine (ie many small groups).

We select the partition in this hierarchy with the highest F -index.

This becomes the candidate partition for this run (ie this su bset of choice
variables).

We use judgmental criteria to eliminate candidates that do not represent
clear and easily interpretable groups (ie distinct bank business models).

One such criterion is to eliminate candidates that produce fewer than three
or more than five groups as fewer than three do not allow for a meaningful
differentiation of banks and more than five are difficult to interpret.

The other criterion is to focus only on partitions that are "clear winners"
among all other partitions based on the same set of choice variables.

To this effect we require that the top scoring partition has an associated
index score at least 15% higherthan that of the partition with the second
highest score within the same hierarchy (ie the same set of inputvariables).
We dropped candidates that failed this test.

This elimination procedure leaves us with five partitions (ie five different
sets of groups) based on five different subsets of the choice variables.

To these five groups we apply a final judgmental criterion that seeks to
capture the stability of outcomes over time.

For each of the five combinations of choice variables we create two
partitions of the banks in the universe.
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We first partition banks using only data up to 2012, and then using all
available data.

We then calculate the share of observations that are classified in the same
group in both partitions over the overlapping period.

We select the partition with the highest overlap ratio, which is 85%.

This partition classifies the 1,299 bank/year observations into three
groups, which we refer to as bank business models.

We next characterise these models in terms of the whole set of eight choice
variables.

Three distinct business models: the characteristics that matter
The classification process identifies three distinct business models and
selects three ratios as the key differentiating choice variables: the share of
loans, the share of non-deposit debt and the share of interbank liabilities to
total assets (net of derivatives exposires).

This partition satisfies our criteria of robustness, parsimony and stability.

The share of gross loans is the only variable relating to the composition of
the banks' assets.

The other two ratios differentiate banks in terms of their funding st ructure.
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Business model profiles

Average values of ratios to total assets" (in per cent) Table 1
Choice variable® Retail-funded Wholesale-funded Trading All banks
Gross loans 62.2 65.2 25.5 57.5
Trade 224 20.7 51.2 26.5
Trading book 5.1 74 173 7.1
Interbank lending 8.5 8.2 218 10.5
Interbank borrowing 7.8 13.8 19.1 11:2
Wholesale debt 10.8 36.7 18.2 19.1
Stable funding 73.8 63.1 48.6 66.9
Deposits 66.7 35.6 38.0 53.6
Memo: number of bank/years 737 359 203 1,299

Trade = trading assets plus liabilities, net of derivatives; trading book = trading securities plus fair value through income book; interbank
lending = loans and advances to banks plus reverse repos and cash collateral; wholesale debt = other deposits plus short-term borrowing
plus long-term funding; stable funding = total customer deposits plus long-term funding; interbank borrowing = deposits from banks plus
repos and cash collateral.

! Total assets are net of derivatives. * Variables in bold are those that were selected as the key drivers in defining the partition.

Sources: Bankscope; authors’ calculations.

© Bank for International Settlements
Table 1 characterises the three business model profiles in terms of all eight
choice variables (rows).

The cells report the average ratio for all banks that were classified in the
corresponding business model (columns).

For comparison, the last column provides the average value of the
corresponding ratio for the universe of observations.

The first business model group we label commercial "retail-funded", and it
Is characterised by a high share of loans on the balance sheet and high
reliance on stable funding sources including deposits.

In fact, customer deposits are about two thirds of the overall liabilities of
the average bank in this group.

This is the largest group in our universe with 737 bank/year observations
over the entire period.

The second business model group we label commercial "wholesale
funded".

The average bank in this group has an asset profile that is remarkably
similar to the profile of the retail funded banks in the first group.
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The main differences between the two relate to the funding mix.

Wholesale-funded banks have a higher share of interbank liabilities (13.8%
versus 7.8%) and a much higher share of wholesale debt (36.7% versus
10.8%), with the balance being a lower reliance on customer deposits
(35.6% versus 66.7%).

There are half as many observations in the wholesalefunded group
compared to the retail-funded group.

The third group is more capital markets -oriented.

Banks in this category hold half of their assets in the form of tradable
securities and are predominately funded in wholesale markets.

In fact, the average bank in this group is most active in the interbank
market, with related assets and liabilities accounting for about one fifth of
the balance sheet.

We label this business model "trading bank".

It is the smallest group in terms of observations (203 bank/years) in our
sample.

By comparison, Ayadi and de Groen (2014) classify European banks into
four business models, which they label as investment banks, wholesale
banks, diversified retail and focused retail.

Drawing rough parallels with the classification in this paper, which

involves a more global universe of banks, their investment bank model
corresponds to our trading model, the two wholesale models correspond to
each other, and the diversified and focused retail models together
correspond to our retail -funded model.

That said, an exact comparison would require comparing individual banks
in the two universes.
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We find that the popularity of business models differs with banks'
nationality (Table 2).

Looking only at the last year of our data (2013), the North American banks
in our universe had either a retail -funded or trading profile; none belonged
to the wholesale-funded group.

At the same time, one third of the European banks had a wholesalefunded
model.

In turn, banks domiciled in emerging market economies (EMES) clearly
preferred the retail -funded model (90%).

We also look at the distribution of global systemically important banks (G -
SIBs) across business models (Table).

Our data for 2013 cover 28 firms that were part of the banking
organisations designated as GSIBs by international policymakers
(Financial Stability Board (2014)).

The list - which includes institutions from both advanced and emerging

market economies- was roughly equally split between the retail-funded
and trading models.

Business models and bank performance

Are there systematic differences in the performance of banks with different
business models?
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