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Internationalization

"Both theory and practice suggest that
internationalization of banking operations
have implications for the risk profile & level
(incl. systemic risk), performance, balance
sheet structure etc.

= Several studies confirm specific relationships

=> The choice of the topic is justified; the research
problem seems to be important with significant
implications
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Internationalization

= Several studies confirm specific relationships
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Internationalization

= Definitions
= Internationalization in assets and liabilities =

= Ratio of total assets or liabilities denominated in
a given currency relative to the total assets in all
currencies”

= Share of items denominated in USD

= Aggregated currency exposures at the banking
group level

a UNIVERSITY
OF LODZ
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Internationalization

= Limitations:

= Only assets and liabilities
= No off-balance sheet items

Inter. Asset

Inter. Liab.

Aszsets denominated in US1)

= Concentration on currency and not geography of activities e — SESTGE . e
Liabilities denominated in U5

= FX transactions may be domestic Tekal Audnt
= Only one foreign currency

= No specification of international involvment (activities /operations)
= |ocal (domestic) / foreign assets, liabilities & capital
= cross-country operations
= residents / non-residents

= Banking group level may not capture well the real
internationalization

12This measure may raise two issues. First, there is a risk of a double counting because of intra-group
flows. However, as long as diversification is a ratio, the double counting appears in both the numerator
and the denominator. Second, unconsolidated data do not include exposures of all affiliates abroad.
Thus, this measure of currency diversification might underestimate the true degree of diversification of a
banking group. An alternative of this measure consists in keeping the exposures of the head of the group
‘ UNIVERSITY only. However, this alternative shows really thin differences with our measure, except for cooperative
OF LODZ banking groups. As cooperative banking groups are more decentralized, we believe that our measure

hetter captures the overall currency diversification of these groups.
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Internationalization

= Does the paper deal with the internationalization
issue or only FX (USD) exposure?

= Should there be different categories of operations
taken into account separately?

= to exclude the effect of FX risk management (e.g. FX
loans taken/securities issued to match FX loans granted)

= Should some other measures / proxies of
internationalization be used?

= Should the level of centralization/decentralization

b e i n CI u d e d ? 12This measure may raise fc-wo i.ssues_. Fi_rst, 1:-he_1‘e is a risk of a doui_ﬂe counting _because of intra-group
flows. However, as long as diversification is a ratio, the double counting appears in both the numerator
and the denominator. Second, unconsolidated data do not include exposures of all affiliates abroad.
Thus, this measure of currency diversification might underestimate the true degree of diversification of a
banking group. An alternative of this measure consists in keeping the exposures of the head of the group

l UNIVERSITY T This alternative shows really thin differences with our measure, excep arative
OF LODZ hanking groups. As cooperative banking groups are more decentralized, we believe that our measure
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Internationalization

= Additional issue to concern:

= Potential influence of capital requirements
= Risk weights
= changes during the period
= Countercyclical capital buffer

= not oresent during the period, but important for
policy implications

a UNIVERSITY
OF LODZ
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Issue #2:
Business models
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Banking business models

= Definition of business models is based on:

= the legal form and nature of the institution
(banks /cooperative banks/specific credit
institutions),

= the nationality of the banks (French/foreign),

= a definition/explanation would be useful
(headquarters? court register? sources of funding?
foreign branches/subsidiaries of credit istitutions?)

= the deposit ratio (investment/commercial
banks)

= |[nvestment banks = average deposit ratio lower than
the median value for the sub-sample

a UNIVERSITY
OF LODZ
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Banking business models

= Definition of business models
" |s one ratio (deposits) enough?

= |s the median value a sufficient determinant of a
business model?
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Banking business models

= What defines business
models?
= eg business model canvas

(Osterwalder and Pigneur,
2010)

* would require case studies

UNIVERSITY
OF LODZ
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Banking business models

= Definition of business
models

= factor analysis

= cluster analysis

= the set of key ratios that
differentiate bank’s business
profile

= Assets, Liabilities & capital
= P&L

Instruments Results

o g%, - Wodel 1 )
0. 00\@ =\ @
Sample Mrdslx me.
,0}4@ @ tosex w'im'
[Asseis] [Liabilities] Clusters

Rym Ayadi

Banking

Willem Pieter De Groen

Business Models el sassi
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Harol R

EUROPE Olivier Aubry
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Business models of the banks

IDENTIFICATION OF EU BANK
BUSINESS MODELS

A NOVEL APPROACH TO CLASSIFYING BANKS IN THE EU
REGULATORY FRAMEWORK

EUROPEAN
BANKING
ALTHORITY

by Marina Cernov and Teresa Urbano
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Ba n ki ng b u Si n ess m Od e I S Figure 5.2 Transitions from one model to another

Madel 1.

= |s the the model
identification of a given
bank constant me———

IN EUROPEAN BANKING

throughout the period I A oSt

= js the potential
transition from one
model to another

included?

Banking
Business Models
Monitor 2015

‘ UNIVERSITY
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Banking business models

" Further decomposition
of ,investment
banking” model

= Potential differences

concerning capital
requirements and
leverage ratio

eg.

= Proprietary trading

= Market making

= Hedging activities

UNIVERSITY
OF LODZ

Business model components

Potential implications of LR

Retmil banlking

Corporate banking

Proprietany
trading

Imvestmen | BMaret
t banking | making

Hedging

Private banking

Mon- banking sctivities
[insurance exposures. .|

Off-balance-shest
EXREIUIES

Since the LR is @ non-risk-weighted measure, it would especially affect
banks whose business model involves low-margin and low-risk but high-
volume lending |eg. certain types of morigage lending and mumicipal
finance). For those banks, the LR might become the de-facto limiting
factor, afthough regulatory capital ratios would leave room for further
lending. These banks might face challenges to generate sufficient eamings,
if for a given amount of business a price adjustment is not possible, hence
might be forced to after their business model. This might imolve changing
the asset structure towards riskier assets to generate higher margins,
Banks mightt thus shift their exposure from government financing or retail
banking actwvities with high amounts of mortgage lending towarnds
corporate banking, trading book and other non-traditional banking
activities (though the final effects on retail may only be ascertaimed once
the adjustments have taken place]. Furthermore, evidence suggests that
imeestment banking activities might be reduced if some divisions use a3
loweer average nisk weight compared to other business areas. as off-
balance-sheet exposures are mcluded in the calculation of the LR, they
might fal, while the effect for private banking activities is inconclusive dua
to the different business elements of which they comprise.

Business model components

Potential implications of capital reguirements

1] Activities

Retnil banking

Dff-balance-sheet
ENpOSTEs

Banks will mowve to business lines that require less capital. Retsil banking
will not be particufarly affected and nor will long-term corporate loans and
g-term asset-based finance businesses [commercial real estate, project
nce for instance). Other products with relatively higher risk weights
as unsacured loans, and trade finance business will see 3 decline in

ol
f 5 EURCFEAN
| f BANKING
- AUTHORITY
I

Overview of the potential implications
of regulatory measures for banks’
business models

fi

ment banking and trading businesses will be significantly affected
duy to the higher risk weights with fewsr securitisations, lower trading
k exposures and reduced activities in areas such as derivatives, repos
d securities financing. It is possble that by reducng the trading book,
banks might then increase the loan supply and make a profit out of retail
business. An increase in loan supply would also fead to higher
consumption and economic growth.

EBA Report

9 February 2015

The new regulatory measures make capital scarcer and more expensive.
Banks will continwe iaunching initiatives to improve capital efficiency for
example by rezssessing the models they hawve implemented so far and
identifyng further comection measures: RWA optimisation [model
refinement, process improvement, enhancement of data quality); hedging
activities; and new initiatives such as credit-risk and central counterparties
models for the trading book and mproving loan-loss provisions by
eliminating flaws in current processes and models.

In addition, banks may reduce credit exposure and potential credit losses
through stricter credit approval processes and through lower [Emits,
especially in regard to exposures that require more capital
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Issue #3:
Capital structure of banks
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Capital structure

" The paper well based on the theory of capital; has
appropriate references and arguments regarding the
relationship between the issues analyzed and the
structure of capital

= it would be good to refer to a greater extent to the
literature on banks in particular and stress the specificity

(if any)
T’esring {57%‘- I'«x’l(u‘!ic,ii.aﬂfi-f\f'._\Her Theorem of Capital
;;L:: : Thel\/lodlgllanl ‘h;illler propositions applied to banks:

""" On the Relevancy of Modigliani and Miller to
Bank
Do the M & M propositions apply to banks? A
bstract
Merton H. Miller ~
e UNIVERSITY ch and nﬂ‘
OF LODZ
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Issue #4:
Hypothesis
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Hypothesis

= Although the second section of the article
describes the key issues and gives an outline of
the theory concerning the structure of capital
(including - the impact of particular analyzed
factors on the structure of capital), then there is
no formulation of hypotheses

= |t would be useful to conclude each sub-section with
the formal hypothesis

a UNIVERSITY
OF LODZ
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Issue #5:
Data
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Data

= Risk measure
= RWA

= caution: large
differences between
weights in the
standardized and IRB
approach

= Extract sub-groups?
= or..

UNIVERSITY
OF LODZ

Because most of credit institutions are not publicly traded, we cannot apply the bench-
mark measure of risk that is used in the literature, namely the standard deviation of

daily stock price return. Instead, we used the Risk Weighted Asset (RWA) density that

is collected by the French banking supervision authority.! This measure is consistent

with alternative measures of risk, like the standard deviation of Return on Asset (RoA).

Exposure weighted
average risk weight

Lower range
RW!

Upper range RW!

Mortgages

Prime
0% <= LTV <50%
50% <= LTV <60%
60% <= LTV <70%
70% <= LTV <80%
80% <=LTV < 90%
90% < = LTV < 100%
>=100%
Buy to let

0% <= LTV <50%
50% <= LTV <60%

7.8%
11.3%

6.6%
9.6%

60% <= LTV <70% 15.1% 12.8% e BANK OF ENGLAND

i o 102 ) PRUDENTIAL REGULATION
80% <= LTV < 90% 39.0% 33.2% i,

90% < = LTV < 100% 64.8% 55.1% AUTHORITY

Personal loans 75.0% 103.6% 88.0% 119.1%

Statement of Policy

The PRA’s methodologies for setting
Pillar 2 capital

April 2018

Credit cards — revolving retail exposures
UK credit cards

International credit cards

Corporate

Large corporates 49.4% 42.0% 56.8%
79.3% 67.4%

Mid corporates
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Data

= Risk measure

suggestions:
- e the Z-score {Qec1<, De Jonghe, & Schepens, 2011; Beck & Laeven, 2006; Boyd &
Graham, 1986; Boyd & Runkle, 1993; Garcia-Marco & Roblez-Fernandez, 2008; Hannan & Hanweck, 1988;
Hesse & Cihak, 2007; Laeven & Levine, 2006; Maechler, Srobona, & Worrell, 2005), which is calculated as:
Z-score = AU i (4)
= cROAA OROAA

ROAA s the bank's return on average assets, ETA represents the equity to total assets ratio and 0ROAA is the
standard deviation of return on average assets. In order to capture the changing pattern of the bank's return
volatility, we use a three-year rolling time window to calculate GROAA.”

= RWA/(assets + off-
balance sheet credit
equivalents)

‘ UNIVERSITY
OF LODZ

Should we trust the Z-score? Evidence from the
European Banking Industry

Laura Chiaramonte, Ettore Croci, Federica Poli *
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Data

= Collateral
= not clear what this data covers

a UNIVERSITY
OF LODZ
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Data

" Implicit guarantee for bail-out

= not clear how it was included in the model
= (what data?)
= S|FIs?

" interestig to investigate the changes introduced by
BRR Directive

a UNIVERSITY
OF LODZ
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Data

" Implicit guarantee for bail-out
= Broader issue:
= Deposit guarantees
Federal Deposit Insurance, Regulatory Policy, and
Optimal Bank Capital*

STEPHEN A. BUSER, ANDREW H. CHEN, and EDWARD J. KANE**

DEPOSIT INSURANCE AND THE COST CF CAFITAL

by William P. Osterberg and James B. Thomson

= note the change of the level of deposit guarantees in the EU

a UNIVERSITY
OF LODZ

Value of the bank (V)

| > \;1I11F of
| J free insurance

I
(D/A)* 1 D/A

Panel A. Impact of “free” insurance on the value of the bank

Value of the bank (V)

|
|

| N

A
v

(D/A)* 1 E‘\

Panel B. The opportunity set of “acceptable™ insurance contracts

Value of the bank (V)

(D/A)** (D/A)* D/A

Panel C. The impact of costly insurance and regulatory
interference on the value of an insured bank
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Issue #6:
Policy implications
Further research
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Policy implications

= Many interesting and potentially very important
findings
" it's worth emphasizing the findings stronger (more
explicitly)
= would be useful to formulate policy implications (show
what could be the practical contribution of the paper)

‘ UNIVERSITY
OF LODZ
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Further research

" The paper answers some questions
= .and raises additional ones

= would be practical to formulate some questions suggesting further
research

a UNIVERSITY
OF LODZ
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