AIAF - ASSIOM - ATIC FOREX

Speech by the Governor of the Bank of Italy
Mario Draghi

Bari, 19 January 2008






CONTENTS

The financial markets and the world economy ..............uiiiiiiiiiniieeeeeiie, 1
The cyclical situation in [taly ..........oeevviiiiiiii e 5

Inflation and Monetary POLICY ......cooiiiiiiii e 6

Banking SUPErvisSion iN EUIOPE .......oouuiiiiiiiiiiiieee et 7
Supervision on the Italian banking SYStemM ..o 9
BanNKS’ gOVEIMANCE .....vvuiiiiiiiii e e ettt e s e e e e e e e e e e e e e s e e e e e e eeeaes 11
1Y o]0 F=To [ TP 13
The launch of the Single Euro PaymentS Area ........cccceeveeeieeeeeeeeeeeeeeeiiiiiiinenn 14

The crisis of Italian investment funds






The financial markets and the world economy

For a good many years low volatility and abundant liquidity were darhina
on the financial markets, with interest rates and risk prematnmsinimum levels.
There was a wave of financial innovation, affecting mainly consuonedit,
structured products and derivatives; in the United States in partitldaw banks
transfer their loans to other investors (on the originate-todolis&rimodel); it also
contributed to the exceptional growth of the non-bank financial sector hend t

integration of global capital markets.

The opening up of the world to trade and the credibility of mopngtalicies
underpinned the economic growth of recent years. The abundant saviegategn
by the expansion of the Asian economies and by the surplus of thepoiiting
countries financed massive payment imbalances. The finaysi@ns took on far
greater risks than ever before. Individuals and institutions that hae lbad
difficulty obtaining credit could now borrow on a huge scale: findrteiehniques
converted high-risk assets into investments with a good credit .ratmgadvent of
insurance and swap mechanisms made it simple to hedge credithisk, vecame
easily transferable. There ensued an upsurge in borrowingnthatn aggravated
systemic risk. The market became convinced that the distribution aemgitication
of risk would more than offset the increase in its level. At #maestime, credit-
rating standards declined in a number of countries, in some @asks point of

fraud.

This phase is now drawing to a close. The crisis of the USestatle sector
has set off an abrupt and vast reaction, which the acutest obseagelsng been
predicting. Operators, including the most sophisticated, suddealize@ how
greatly risk transfer had been overvalued, how inadequate asséssime

management methods would prove in times of crisis, and how vague and



complaisant was their understanding of the products they tradeal.résult many
financial markets seized up, with immediate repercussions on dhality of
banking institutions. Optimism about the financial industry’s potergtiadming into
pessimism that is infecting the real economy. The nature anditondeg of the shock
reflect the volume of assets liquidated, the variety of markigsted, the dramatic
consequences for some of the world’s leading financial institutions, and the tifficul

of assessing the true exposure of the intermediaries implicated.

The system is responding by rapidly unwinding negative exposures,
drastically reducing indebtedness, introducing massive recapi@izaogrammes,
and tightening risk assessment and management practices; afagesolvency
among banks have been isolated, without systemic impact. The medkwe of
equity capital to the financial sector at a time of sharglinéashare markets seems
set to continue. The amount of resources invested in hedge funds hasecrea
substantially since 2006. The crisis, which has severely afféhted)S banking
industry, appears to have spread in much milder form to other pahs wbtld and

other branches of the global financial industry.

There can be no doubt, however, that with a view to restoring conéidenc
the markets, which is essential to preserving the consideramditsehat financial
innovation has brought for growth, the deficiencies that have emergedbaus
remedied. The main areas of attention for national and internategalators are
the prompt implementation of Basel Il with much greater recamtadn of the
system, liquidity and risk management, the shortcomings of the dredisfer

process, and transparency and honesty in loan contracts.

The central banks acted decisively. The ECB, together wétlotier major
central banks, intervened repeatedly from the first half @justionwards to satisfy
the demand for liquidity and to curb the divergence of very-shortitgerest rates

from the official rate. It made flexible and timely use of th&erent operating



procedures available, resorting most frequently to fine-tuning amdor3h
operations. Among other things, this resulted in a lengtheninghefaverage
duration of its lending. The ECB then extended the duration of theDetdmber
main refinancing operation, supplying an exceptionally large volunhguodity. In
agreement with the US Federal Reserve, it offered loans in sldbaeuro-area

counterparties.

The orderly working of the euro money market has been guarantedd at
times. Overnight rates, which went up sharply when the strains arose in Auaest
now fallen back into line with official rates, although they contitmeéisplay high
volatility. Interbank rates on other than very-short-term matarieiee still high,

reflecting significant risk premiums.

The ECB’s monetary policy action is distinct from its interi@m on
liquidity. At a time of pronounced uncertainty, the supply of abundaqiidi
instruments on the part of the ECB has helped to ensure the ragudéiohing of

the markets. It has not altered the stance of monetary policy.

The turmoil on financial markets has coincided with and contributed to the

slowdown of the world economy.

Since last autumn banks have come to adopt a more prudent stance in
granting credit. Yesterday we announced the results of the Eteosgsirvey on
credit conditions conducted in January; they indicate that the staradwgsed in

lending have been tightened less in Italy than elsewhere.

Between September and November euro-area firms issued bonds amounting
to €25 billion, as against €36 billion in the corresponding months in 2006. In the
same period Italian firms made issues amounting to €1.6 billionagasnst

€13 billion in the whole of 2006. The increase in risk aversion has beectadfla a



widening of spreads, although the effect has been partly offsetebfall in long-

term yields; the cost of fund-raising for less creditworthy firmsrisas.

In the last few months the European economy has shown signs of slowing,
part due to the erosion of purchasing power caused by the riseeigyeand
foodstuff prices and to the greater prudence of households andriitimes face of a

less certain economic outlook.

In the United States the effects of the financial turmoil are in addition te thos
of the sharp contraction in residential building, which is now beiagstnitted to
household consumption and to other productive sectors. Nor can the recovery in
exports, fostered by the depreciation of the dollar, provide much support to economic
activity, given the smallness of external demand in relationGlOP. The
unemployment rate rose from 4.7 to 5 per cent in December; akpast of a
decline in profits are becoming more general; the fall in shaweshas spread from
the financial sector to the rest of firms. The official fostsacurrently available
indicate that the slowdown will be limited, thanks in part to possibbal stimulus
measures. But there continues to be a real risk that the tigigacial conditions
and more uncertain prospects will soon lead households and firms to ttesise

spending plans downwards.

In the emerging economies the financial turmoil has had a Wmited
impact so far. Unlike what happened in the past, the spreads on thesgesount
bonds have widened only a little; the increased volatility ofeslpaices has not
halted their rising trend nor has the inflow of foreign capitalddup. The emerging
countries’ much stronger financial positions make them less vuleetal@xternal

shocks.



The cyclical situation in Italy

The cyclical indicators signal a slowdown of the Italian economyp@
growth is slackening considerably; this year and nextekected to fall below its
potential, which is itself low by international standards. Thepshae in the prices
of oil and some foodstuffs weigh on households’ disposable income anesslepr
their consumption. At a time of low productivity growth, the appremmatif the euro
hurts the price competitiveness of Italian goods, is a brake on exports and ergourage

the purchase of imported products.

The growth gap vis-a-vis the other euro-area countries is widegam.
Cyclical fluctuations aside, what is still lacking is austural jump in productivity.
This hurts not only competitiveness, but also the purchasing power of s@nker

households, hence consumption.

In the last ten years the growth in per capita disposable incmfested for
inflation, has been modest, owing above all to the stagnation of producligity
cuts have a positive impact on consumption and output, especially ifec@ethe
lowest-income households, whose propensity to consume is highest, altheugh t
expenditure of these households includes a high proportion of import-intensive
goods. But it is only a rise in productivity and the supply of labout taa

permanently sustain growth.

Tax reduction measures exert all their potential impact oecbromy only
if they do not lead to an increase in the public debt; in Italgsecif they are offset

by decreases in current expenditure, which is still very high.

The Istat data for the first nine months of 2007 show that the pulgituiats
are better than in the past. The ratio of primary currentreifppge to GDP declined;
the tax burden relative to GDP rose further; public investment tgesvthan GDP,

after contracting in the previous two years; interest paynmesessubstantially. The



state sector borrowing requirement for the year as a wholéofés lowest level
since 2000; the public debt began to decline again in relation to IGBPAMportant
that the process of deficit reduction continue in 2008. A thorough evaluatibie of
state of the public finances will only be possible at mid-yeace the results of the

first instalment of self-assessed taxes are in.

Inflation and monetary policy

Inflation causes insidious, serious and lasting damage. It hindeqsaper
functioning of the price system, the basis of the market econdmgdistributes
revenue blindly and erodes the purchasing power of households on fixed sncome
especially the least affluent; it discourages investment and tols growth. Once
it has gained a foothold, it tends to be perpetuated through the vidioles of
expectations and the wage-price spiral. Italians know all too el difficult it is

to extirpate.

Towards the end of last year inflation in Europe showed a clear upward trend.
Harmonized consumer price inflation rose to 3.1 per cent in the eusoirare
December and 2.8 per cent in Italy, among the highest twelve-matsthsince the
launch of Monetary Union. The average inflation rate for the eurothiegear is
expected to be 2.5 per cent, well above the value for price stabilty by the

Eurosystem; it is not expected to come back down to this value until 2009.

The origin of the rise in inflation is well known. In the last thyears almost
half the inflation recorded in Italy and the euro area was dueteases in energy
and foodstuff prices. The weight of these two categories in the consumelngsiax

increased by more than 3 percentage points in 2007 and is now nearly 30 per cent.



Among the elements that have recently influenced the cost of food and
energy products, structural factors have begun to emerge. The pfigesnary
inputs are being driven by the surge in the demand of households aadrfithre
emerging economies. Another factor is the growing use of someulgral

products in the bio-fuel industry.

The firm anchoring of inflation expectations has been the basishér
expansion of employment in the euro area. This must be maintainedinQthig
way will such anchoring continue to be embodied in wage agreemmahtprafit

margins.

Central banks are duty-bound to act promptly and resolutely. Paioditgtis
entrusted to monetary policy by the treaty establishing the Eamoemmunity; it
has been maintained in recent years, it will be maintained in the future. Thi®keCi
of the ECB Governing Council, especially regarding interest rates,and will

remain focused on this objective.

Banking supervision in Europe

Today, in the wake of the recent wave of mergers and acquisititbribe
main European banking groups have systemically relevant units otlisiddiome
countries. Supervision of banking groups is the responsibility of the houmgrg
authorities, while supervision over the single national entisesobrdinated by a

college of supervisors grouping representatives of all the countries involved.

This system has worked satisfactorily, though it cannot be saiavi lteen
tested by the recent financial turmoil. The most severegctdftl banks, which were
not large, do business mainly on a national scale. International coadinat

nevertheless needs to be strengthened, especially for dusisosis. This would be



made easier by the existence of uniform standards and proceduresdrgency

interventions.

A good deal of progress can be made simply with limited chaonges rules

now in place, for which the necessary political consensus is a realistic grospec

The Committee of European Banking Supervisors (CEBS) has worked
successfully to date for the progressive harmonization of supervistey and
practices. The process is not yet complete. Convergence odeglatcelerated. The
Committee itself needs to be given greater powers of decisionreattigresources,
enabling it to play a more active role in information exchange apergisory

coordination.

The formation of colleges of supervisors needs to be made mandatory, and
the essential features of their modus operandst be regulated and harmonized.
Today the home-country authority that coordinates the college can Innadiag
group-wide decisions only about the approval of internal risk measurenoeias.

This power should be extended to other aspects of capital adequsasgrasnt,
which would reduce regulatory costs for intermediaries. At theedane, however,
the main powers of intervention vis-a-vis subsidiaries, including emeyy
measures in cases of illiquidity or insolvency, must necessarhain within the
jurisdiction of the host country, both in order to take effective accouheafational
legal framework and because it is advisable to maintain the stlgsessible

connection between those taking decisions and those incurring any costs.

Looking to the future, there is a need for greater uniformity irptbeedures
for the management and winding-up of distressed banks and in deposit iasuranc
rules. The cross-country differences found today impede competitiocoamulicate

crisis management.



Supervision on the Italian banking system

The Bank of Italy is engaged in establishing a supervisory modetaping
with the principles of Basel II. Prudential regulations are dpeiansformed, their
obligations and constraints made less burdensome. Intermediariealteady been
relieved of many authorization requirements, and further streamlimithgollow.
Much more than in the past, regulation now relies on banks’ abolityetermine
their own risk profile and devise defences, in compliance with general standiae
Bank of Italy intervenes, for the most part at consolidated leeekheck the
solutions that the banks have adopted. Where necessary it requires corrective acti

This way of operating is designed to keep red tape to a minimumg but
presupposes constant interaction between banks and supervisors, whientialess
to assessment of the systems of governance, management andtbanhtie banks
have chosen and approval of the internal risk measurement models used in
determining capital requirements. Supervisory action is now motibléeand better
targeted. There is more frequent recourse to partial inspectionangpgelected
business activities, areas of risk or operational matters, odiyiagrithat certain
corrective measures have actually been implemented. On-sitetiospeas become

quite an ordinary supervisory tool.

Without prejudice to safeguards against the traditional risks hwarie better
known and more easily measured, the Bank of Italy is especially a¢t¢ntihe risks
deriving from financial innovation, from the increased size of bankisfllom their
presence and business abroad. It is important that the intermedizemselves

signal problem areas requiring action.

The organization of the banking supervisory function will change. The
supervision of the leading intermediaries will be carried outentat the Bank’s
head office; its branch offices will supervise the local bankss Wil eliminate
overlapping and duplication in supervisory activity, increase itcieffcy and

timeliness, and reduce its cost for intermediaries.



As markets evolve, risks change. Recent experience has showrhé¢hat t
liquidity of markets and of intermediaries can contract suddenlyy eamulative
and sometimes devastating impact, transforming a problem of ligundit one of
solvency. The management of liquidity risk has become crucidegGarding
stability demands that banks not only have capital well in exoéshe Basel I
minimum requirement but also maintain a good safety margin on liaidity

position.

The Bank of Italy has greatly intensified its supervision of dgyi Newly-
issued guidelines require banks to reinforce their impact assssgrseuments for
adverse contingencies, including worst-case scenarios, and to updateefise s
testing of their liquidity management plans. Since September veeldegen regularly
and systematically monitoring banks’ liquidity. This programme not oolsers the
main banking groups and those whose situation requires specialoattbati will
soon be extended to small and medium-sized banks as well, above all thos

specializing in medium- and long-term lending.

The repercussions of the international financial market turmoilbamk
liquidity have been less severe in Italy than in other counthiasks to the system’s
smaller direct and indirect exposure to the US subprime mortgageeinto the
large share of funding that consists of customer deposits,ditdecapital base, and

to satisfactory operating profitability.

A thorough examination, including indirect exposure through structured
securities, confirms that Italian banking groups’ risk exposurehis rtegard is
currently low by international standards. The gross exposure corfesstthan 3 per
cent of regulatory capital and 20 per cent of the gross profiteedbdnking system,
so that even further asset write-downs in this segment would netehreverall

capital solidity.
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The balance sheet valuation of structured securities, the deatsion
consolidating off-balance-sheet entities — conduits and SIVs —dHay tbenefit
from credit lines and liquidity on the part of banks, must be inforbyedriteria of

the utmost rigour and transparency.

The consolidation of the Italian banking system has made furthgregsoin
the past year. The process has not been completed: it will bededt{epossibly in
different forms, to the smaller banks. Capturing the efficieyains deriving from
new mergers and acquisitions and the completion of those in coursenisneve
important at a time when banks’ profitability is unlikely to maimtie levels of the

recent past.

Banks’ governance

In the past months a consultation was held on the Bank of Italyfs dra
regulation concerning banks’ corporate governance arrangemertsextensive

participation of the banking system and the academic world.

This phase, now over, revealed a broad consensus on the innovative and

systematic nature of the proposed measure.

The consultation text contains general principles, consistent witlestmm
regulations and international guidelines, and, for the aspects wiute@rimportance
for supervision, rules that are more specific than the generakmosiof the Civil
Code.

Some of the rules for applying the two-tier system introducethéyeform
of company law have revealed the difficulty of reconciling ¢toenplexity of the

new corporate governance structures with the purposes of supervision.
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In the new model of banking supervision, governance, organization, capital
requirements, and risk management and control systems form amaieteg/hole in

the pursuit of the objective of sound and prudent management of banks.

The new system is neutral with respect to the specificutation of the
governing bodies. It refers to the functions of strategic supervisianagement and
control, which are important from the standpoint of supervision and typiealery

corporate entity, regardless of the board model adopted.

These functions must be assigned to the governing bodies (someitimas
them) and it is necessary to guarantee a clear division of r@sitibes, checks and
balances, and a proper hierarchy of control. The supervisory ndeglg again
with the aim of ensuring sound and prudent management, specific sdedoar
cases in which, as practical experience has shown, civil lagvraietotally exclude

the possibility of an overlapping or commingling of functions.

The supervisory board can combine and in fact usually does combine
guidance functions, typical of the shareholders’ meeting, sicatagpervision
functions, vested in the board of directors, and control functions, profie tward
of auditors. The supervisory rules will ensure a clear distindigiween strategic
supervision reserved to the supervisory board and management regeriresl
management board and will erect defences to protect the iatipadnd efficiency
of the controls performed by the supervisory board. This is theneddi of the
provisions that call for the detailed identification of the powerghefsupervisory
board and the management board, which are also reflected in thés latter

composition.

The comments and suggestions deriving from the consultation, which have
confirmed the correctness of this approach, will permit the finexy of the

application of the general principles, which will nonetheless remaahanged.
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Autonomy in drawing up bylaws is desirable; prudential regulatiost ensure that

its exercise in the banking sector is compatible with sound and prudent management.

Once the rules have been issued, banks will be expected to make, in
accordance with the principle of proportionality, a detailetlasdessment to verify
the compliance of their corporate governance systems with theuhesy A suitable
transition period will allow intermediaries to make any adjustisi¢hat may prove

necessary.

Mortgages

For most people the purchase of a house to live in is the most amport
investment of their life. The possibility of obtaining a loan itewfa necessary

condition.

The strains in the money market have also affected lending toHubdse
Between July and December the interest rates on mortgage ilodersed to
interbank deposit rates rose by about 30 basis points. The burden of repayme
instalments increased for the many households that had taken oubfdhisskind.
These rates may now be trimmed, following recent money madedsetlopments.

Our estimates show that the overall incidence of bad debts orotkeo$tmortgages
remains moderate, albeit with a slight deterioration, whicloigicned by the latest

data on the flow of new bad debts.

The structural conditions of the mortgage market in Italy havelema
significant progress in recent years. The range of contraciigldeahas widened,
loans have become more flexible and lenders’ spreads have narroweevefow
borrowers shoulder other costs besides interest — taxes, insurasTo@irps,

commissions, notary fees and expenses, appraisers’ fees — thaaracelarly
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burdensome for small mortgages. Here, as elsewhere, more exjmosarepetition
is essential to reduce the costs for households, but it is notieesficondition.
Banks must carry on their effort to increase the transparenaymracts and
improve the information given to customers. Choosing the mortgagesinésd to
the household’s economic situation is complex. Providing high-quality cgervi

benefits the customer and the reputation of the bank.

Some of the households that took out adjustable-rate mortgages when money-
market yields were particularly low may now deem it advaedag to renegotiate
some terms and conditions. The measures introduced by the Governmdent a
Parliament regarding early repayment and the portabilipafgages have prepared
the ground for the more effective working of competition by incngathe options
available to borrowers. The banks are responding. According to tla IBdnking
Association, in the first nine months of 2007 as many as 42,000 customers
renegotiated interest rates, spreads and duration of mortgage®takerprevious
years, far more than had done so in the corresponding period of 2006. The number of

early repayments also increased.

The launch of the Single Euro Payments Area

The integration of the European financial industry is about to reach
milestone with the inception on 28 January of the Single Euro Paymeets
(SEPA). Operating conditions and service levels for paymentaurios ewill be
uniform throughout Europe for certain instruments. It will be possible to compare the
offers of different intermediaries and the conditions will beawe for an
improvement in the quality of the services provided to final usedsriduals, firms,

the public administration.
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The internationalization of Italian firms has not been accompanidéar dxy
an increase in the flow of cross-border payments handled gnitadnks. SEPA is
an opportunity for them to recoup ground, provided they rise to the chaliénge
change. SEPA will facilitate the supply of new servicesaiparate customers, the
expansion of the European market, and investment in products thit getiaeeds

of Italian firms.

Credit transfers and payment cards, which involve over 31 billion
transactions a year, will be the first to be standardized. Afean Commission
study estimates that the benefits to the Union’s economy cared¥d0 billion

over the next six years.

The crisis of Italian investment funds

The outflow of savings from ltalian investment funds intensified in 2007,
with net disinvestment of nearly €53 billion. By the end of the yesetasunder
management had shrunk to about €350 billion, a contraction of one quartethsince
start of the decade. The disappointing performance of fund-raisingbd&as

protracted; the crisis is structural.

The contraction of the industry is unique among the main European countries.
The European market share of harmonized Italian funds, which ranked third at 12 per
cent in 2000, has come down to just 5 per cent today and isaBiilgf Even when
the funds operated in foreign financial centres by subsidiafiéslian groups are
counted, the decline is only slightly less severe. The portioralérithouseholds’
portfolios consisting of investment funds has fallen by more tharsimalé 2000 to
about 8.5 per cent. For Italian funds the decrease has been even more ganounc
their share of households’ financial assets is now just 5.8 per cardely a third as

high as in 2000. Above all the portfolio reallocation has favoured life anser

15



products, whose share has risen by 5 percentage points to aboutckhtpdank
instruments, by contrast, have scored very limited gains of abouténpege point

both for deposits and for securities.

Tax treatment no doubt severely handicaps Italian funds with tetspéeir
foreign competitors. Competition needs to be brought back exclusiveig &phere
of management quality. The reform of the taxation of finan@séis represents an
opportunity for action. Asymmetries in regulations on transparemoy fee
structures, both of which are less favourable for managed alsant$ot insurance
and structured products, are one factor in the crisis of investonmatg.fBut they are
not the entire explanation. The competitive scene has changed; the asset reahagem
industry has been radically transformed, internationalized. Thertuerisis points
up the inadequacy of models that were viable in the past. Assegenarand their
groups have to rethink their strategic positioning, realizing ec@®rmif scale,
accentuating specialization, and aligning their fees with pro@attifes and market

conditions.

The Bank of Italy has repeatedly warned the asset managemieistry of
the need to deal with these structural problems, specificallpgening up the
distribution networks and by instituting adequate guarantees of thecimtkace of
asset management companies from banking groups, including by separhti

ownership where appropriate. To date the response has been disappointing.

There is not just one possible model. Some groups may concentrate on
marketing the products of others and on consulting, capitalizing on astom
relations, a course that has been elected not only by smaltl iastdutions but also
by several leading international banks. Others may count on develi@ingasset
management capabilities. As a result of banking consolidation, ftaly has
institutions potentially capable of occupying an important positiothimvithe

European asset management industry. Such a choice requires lage as
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management companies that can plan their growth independently of the banks
themselves, even outside the perimeter of the group and the nationatyteand

that have the financial resources to attain — whether through ingnmath or
acquisitions — the size, innovative capacity and efficiency redjuoecompete in

world markets. The opening up of distribution networks could foster the

consolidation of the industry.

The Bank of lItaly, consistently with its institutional duties and the
independence of individual intermediaries, will promote the creationwebréing
group, with the participation of the operators concerned, to study tistateg and
regulatory changes that have now become necessary to relabeclasset

management industry.

The prospect in view as the year opens is one of financial turiogiled

with cyclical weakness.

Our financial system is solid, thanks to its customer baseaji#al and the

strides it has made in the last few years.

In Italy the recent slowdown in activity demands attention not @onyits
intrinsic importance, but above all because it comes against arbaoki of
underlying economic weakness. This is what we must tackle; we idargify the

structural problems clearly and work to solve them.
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