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All the main advanced economies recorded a sharp contraction of autpetfourth
qguarter of 2008. Consumption and investment demand is falling owing toathe,
generalized deterioration in household and business confidence, theasecrtin

unemployment, the drop in share prices and house values, and tighter access to credit.

The recession has passed to the emerging economies, hit dyothén exports to
advanced countries, the decline in raw material prices, and the steldgral of capital
flows. The countries that depend most heavily on financing from apso@ti as those of

Central and Eastern Europe, are especially vulnerable.

The International Monetary Fund and other official and professionatdsters have
progressively revised their estimates of world economic growtmdawds. In January, the
IMF projected that world trade would contract by almost 3 per ce@009 and that GDP
would fall by 1.6 per cent in the United States, 2 per cent ieuh@ area and 2.6 per cent in
Japan. It has already announced that the estimates are beilygressed in the light of

more recent data. World GDP growth will probably be negative on averadme fpedr.

Economic policymakers have acted promptly to contain the spread dhameial
crisis and counter its effects on the real economy. Central lsapdied ample liquidity to
the financial system, with interventions of unprecedented size agréedef international
coordination. Governments have introduced or strengthened guaranteaskaleposits and

securities and have prepared or taken measures to recapitalize finssitigions.

These actions have prevented the collapse of the system butatheyndt yet shed
full light on the financial situation of those banks that invested meavily in “toxic” assets:
there is still uncertainty as to the size and distribution ofdeses on the balance sheets of
what were once the world’s largest banks. Moreover, it i$ylitteat the recession will cause

a further deterioration in banks’ assets.

The restoration of confidence in financial institutions and properlgtimmng credit
markets is essential, along with support for demand offered by mpretd fiscal policies,

in order to restart growth.



Official interest rates now stand at minimal levels inldaling economies. There is
limited scope for the monetary policy lever to work, although thengains the option of
unconventional measures, which are being implemented in part. In s@@& ootably the
United States, the central bank has put itself in a position ¢overie directly in certain

segments of the credit market in order to guarantee liquidity to the precite.s

The leading governments have introduced fiscal stimulus measutesriteract the
contraction in income and employment. The United States has lauachezjramme of
expenditure measures and tax cuts amounting to almost $800 billion, witlidlave an
overall impact on the deficit for the three years 2009-11 of about &eperof annual GDP.
The stimulus measures adopted by the European countries and Japfaa sreller order of
magnitude but considerable nonetheless, partly reflecting difiesencthe initial condition
of public finances and in the operation of automatic stabilizers. HmaC too, the
Government has announced a broad programme of extraordinary expenditbo®st

demand.

The importance of international cooperation for a return to stabhdd economic
growth and the strengthening of the international financial systas stressed at the meeting

of G20 finance ministers and central bank governors in Brighton last weekend.

In Italy, as in the rest of the euro area, the recessiochwinrsened in the middle of
2008, is expected to continue through this year. All the indicatooglfption, orders and
inventories) continue to point to extremely slack activity. GD&xected to contract in the
first quarter of this year, for the fourth consecutive time. Whele of 2009 will probably

close with a new, large drop in economic activity, above all in the private sector.

The difficulties of the main outlet markets have affectgabets, which were the most
important source of support for demand in 2006-07. In January, Italian xpanbn-EU
countries fell to historic low levels. Firms have cut back dramal on their investment

plans owing to the large margins of spare capacity.

Consumer price inflation, which has been falling since last autumrg atob.6 per

cent in February; it is expected to continue to fall until the semmainly thanks to the



trend in energy and food prices. Despite the contraction in actigaging international

organizations and professional forecasters do not expect a deflationary spirahto se

The additional expenditure and reduction in revenue that ltaly has appi@mved
counter-cyclical purposes amounts to about 0.5 percentage points ofl@B& measures are
financed by others of opposite sign. In addition, previously alloca&sources have been

channelled into uses that stimulate aggregate demand more effectively.

The decision as to the forms of government intervention to support desnaodess
important than the question of its magnitude. They must support the corsmuroptihe
weakest categories of citizens and strengthen the economy’sitgajoat growth through

public investment projects that offer a high rate of return and are shadsi-re

The Government has temporarily extended the possibility of Wegefrom social
shock absorbers to most categories of atypical workers$iefumnprovements were defined
last week. Funding for these measures was recently increhaslistto an agreement
between central government and the regions. These provisions are opdmrtihere is still

the need to tackle a comprehensive reform.

The Government has also announced it is examining provisions to facifita
expansion of residential buildings and to reduce construction chargesprdbedures,
contents and timetable of any possible measures are not yet knowplifygng formalities
and reducing charges could constitute a stimulus. The complex ratutes subject,
concurrent powers between the central and regional governments, aredhi® design the
intervention so as to preserve the natural environment and balanaeglanning make the

effects of such action uncertain in the short term, however.

The amount of firms’ receivables from general government, cortheai¢h
deferments and delays in paying for goods and services, is véryatigut 2.5 per cent of

GDP, more than 30 per cent of annual general government consumption anchemves



expenditure. Faster payments would support firms without structimatjening the public

finances.

In countries like Italy, with high public debt, broad and incisive sleyrt
interventions must be compensated for by structural meagwieg immediate assurance of
the restoration of budget balance in the medium term. It is emsentook farther ahead: the
long-term sustainability of the public finances is fundamental tarerthe effectiveness of

short-term policies.

Lending and the banks

Italian bank lending has decelerated sharply. The annualizedntiomei#- growth rate
of loans to the private sector, adjusted for the accounting effes¢anfritizations, fell to
2.3 per cent in January, from 8.6 per cent in September. On the bpaisialfdata, lending

is estimated to have contracted slightly in February with respect to yanuar

The slowdown has affected all categories of debtors. For fim&anuary the three-
month growth rate was 5.5 per cent, about three points lower than inm®eptdowever
lending to firms with fewer than 20 employees and to manufacturthgstry declined. The
fall in production and uncertainty about the future of the economy redheedemand for

credit for investment and for funding inventories and working capital.

Lending to households increased by 3.3 per cent in January, against 4.itpastce
September. The growth in lending to households, which was quite robustyedesvago,
had already moderated before the beginning of the financsas;die fall in house sales and
the drop in spending on durable goods caused a further slowdown. As regasdeldeuse
purchases, which constitute 68 per cent of credit to consumer househottls, fourth
guarter of 2008 new loans were down by 20 per cent from a ydiar.e@onsumer credit for
the purchase of goods and services — which accounted for 6 per desmkofending to

households — slowed sharply.



New mortgage loans at fixed rates amounted to €36 billion in 2008 or Geipeof
the total granted to households, compared with €32 billion (51 per ce2®0ih The wide
gap between ltaly and the euro-area average in the cost ofixeslarate mortgages (one
percentage point in June 2007) has now narrowed to nearly nil. In tHevastonths the
share of new fixed-rate loans has fallen slightly, though rengaihigher than in the past
(55 per cent in January). One factor in this reduction was thie fallerest rates on variable-
rate mortgages, making them more attractive to households; on tHg suep difficulties
encountered by banks in recent months in obtaining long-term funds mayntaced them
to limit their supply of fixed-rate mortgages.

The stagnation in lending is also due to banks’ adopting a more capttog in
lending to households and businesses. The Italian banks participating iartkd&ding
Survey reported that in the fourth quarter of 2008 lending conditions teghtswmewhat,
while firms’ demand for credit was basically stagnant. Betw8eptember and December,
existing credit lines were reduced by 1 per cent in the fa@e\oftual standstill in actual
lending.

The fact that banks are being more cautious in lending reftiftsulties in the
funding markets and the deterioration of customers’ creditworthiness.

In 2008 fund-raising by Italian banks from non-resident intermedidei by almost
10 per cent. As funding from abroad dried up, banks responded by raisidg from
households, in particular by selling bonds. This allowed overall fundigatsi continue to
expand, but it did not prevent a sharp slowdown; the average growtfelidtem 11 per
cent in 2007 to 5 per cent in 2008; in January the latter figure was confirmed.

In the same year, lending to the private sector grew more rafdyper cent).
Lending by large banks, which are more reliant on fund-raising dt@oed more exposed to
market strains, slowed sharply. Local banks, by contrast, maintsimadr credit flows to
those before the crisis, thanks in part to a greater inflow of funds.

The recession is impinging on the quality of credit. The rative®f bad debts to total
lending to firms is rising rapidly: at the end of 2008 it reachgxbr cent, the highest value
since 1999, excluding the spike in 2003 when the Parmalat group collapsedirary data



for the first two months of 2009 show a further increase in the nuaflrstomers having
bad debts for the first time. The exposure of these customersharikimg system more than

doubled compared with the same period in 2008.

Although it deteriorated slightly, the quality of credit to households remaihs hig

Private-sector debt is much lower in Italy than in other cowmtidthough higher
than in the past, households’ financial debt is 49 per cent of the sedigpbsable income,
as against more than 90 per cent for the euro area and about 1¥htpé&ordhe United
Kingdom and the United States. Firms’ financial debt is 75 per cent of GDP, i@xhwpigh a
euro-area average that is about 13 percentage points higher antfatv and 113 per cent
respectively for the United States and the United Kingdom. Comhpdth the years before
the 1993 recession, Italian firms appear to be in a sounder finandtadposday. At the end
of 2007 the leverage ratio, calculated on the balance sheets oflranr,000 firms, was
about 50 per cent, 7 percentage points less than at the beginnneyl®0s. Above all the

proportion of financial costs covered by internal sources of financing is higher today

In the eighteen months of the crisis the major Italian banks hatereshifsmaller
losses than those of other countries thanks to their limited exgosiardc assets and strong
roots in traditional banking activity, the prudence of the reguolatand supervisory

framework, and the less pronounced indebtedness of their customers.

For the leading banking groups structured credit instrumentssaréhien two per cent
of their balance sheet assets. Investments in the most comgplekise are a tiny proportion

of the total.

The capital of our banks, which, in contrast with developments in nalatlye other
leading countries, has not yet benefited from public recapitiiia remains above the

minimum regulatory requirements. The leverage ratio of therigaltilian banking groups



—a simple indicator that avoids the complicated risk-weighting sétasrequired by the

Basel 2 rules- is considerably lower than that of the main European banks.

The proportion of hybrid capital instruments, the least robust companhdrar 1
capital, is small because the Bank of Italy has applied lithds are much more stringent
than the relevant international standards. It follows that even wieasures of “tangible”
capital are adopted, the judgement on the solidity of Italian banksndbethange. In line
with international practice, the calculation of Italian banks’ ratgu/ capital excludes the
book value of goodwill, an item that in present market conditions ie&uty considerable
uncertainty. Accordingly, any impairment of this item would noeectffoanks’ regulatory

capital.

The market's assessments nonetheless consider the possibilitya tiarther
strengthening of the banking system may be necessary. Bankpnepare to cope with the
risks, already materializing, associated with the rapid @e&tion in economic conditions. A
fundamentally sound model of intermediation has so far sheltered them frorariesfiects
of the financial crisis; it cannot make them impermeable togtbbal recession. Capital
strengthening, including by means of the instruments made avaligblbe state, is a
condition for maintaining the ability of the banking system to provite dconomy with

credit.

In 2009 banks’ gross income will continue to contract, after an dstinfall of about
5 per cent in 2008, despite the still substantial growth on the ordgresfc@nt in net interest
income. As in the past it is likely that the decline in econamtwvity and interest rates will
have a negative impact on interest income. According to economstioates, a one
percentage-point reduction in GDP would lead to a 0.7 percentage-poirdgctiont in net
interest income; that produced by a one percentage point falbmeyrmarket interest rates

would be much larger, on the order of 3.5 percentage points.

On the international front, the balance sheets of Italy’s mgabianks are weighed
down by their exposures to some Central and Eastern European countries, whiffeding s
from the particularly serious repercussions of macroeconomic imdeaccumulated in the

past. According to BIS data, in September 2008 the Italian bankstgns exposure to



these countries amounted to just over €150 billion, or 5 per cent of teen&y/$otal assets.
More than 70 per cent of the exposure is to five countries (PolandjaCiRassia, Hungary
and Slovakia). The situation is being carefully monitored by the Batilalgf At European

level, the political will and the instruments exist for intervemtio prevent regional crises if

necessary.

From the end of September up to yesterday the share prides mgjor Italian banks
fell on average by more than 50 per cent, in line with the falbrded by the leading
European banks. The share prices of international banks did not bewefit the

recapitalization measures adopted abroad.

In the same period major Italian banks’ credit default swamipras, which started
from low levels by international standards, rose by about 70 basis poiabout 180 basis
points, a figure that is analogous to that obtaining yesterdapdordrresponding European
index. The premiums payable on credit default swaps are influencadrbfycant variations

in the liquidity of these contracts.

| have noted on several occasions that from the beginning of the ltumnsoimmer
2007, the Bank of Italy stressed how essential it was for bardsstoe adequate control of
liquidity risk. Enhanced monitoring, moral suasion and specific intexwentiad a rapid and
significant impact; they enabled Italian banks to address the nwogsef the financial crisis
last September with balanced liquidity conditions, which allowed tleesmnterge from the

most acute phases without incident.

Supervisory activity, participation by the Bank of Italy in thdexilve decisions and
actions of the Eurosystem, providing support to the Government and Patliamée
preparation of measures aimed at restoring confidence in thetsarko which | will return
shortly — were accompanied by numerous initiatives taken dirégtlyhe Bank in the
performance of its monetary functions and to alleviate spetifficulties. | have reported on

this in detail elsewhere. | wish to recall in particular tvays transactions whereby some of



the highest quality securities in the Bank of Italy’s portfolierevmade available to banks
against securities not eligible as collateral for refinandmgyder to strengthen their ability
to access these operations with the Eurosystem at times iointefilse swaps were activated

from 16 October onwards.

The strong capital base of Italy’s central bank has been df ignpartance in recent
months. It enabled us to plan and implement the interventions we behegedsary to
support systemic liquidity promptly and for significant amounts, witheapardizing the
Bank’s balance-sheet.

While less tense than a few months ago, conditions on the interbanktyiquatket
are still far from normal. There continues to be a need faatings to rebuild confidence
and revive trading.

On 2 February trading commenced on the new Collateralized amterMarket
(MIC), a joint initiative by the Bank of Italy, the Italian BangiAssociation and e-MID SIM
S.p.A., the company that operates the e-MID electronic interbarkem®&articipating banks
are given the opportunity to execute transactions with medium-textoritres, in conditions
of anonymity and sheltered from credit and liquidity risks. The Bankabf evaluates the
collateral deposited by the participants and ensures promiginsatt of transactions in the
event of default by a counterparty; the banks themselves, whiclalied on to bear some of
the cost of an eventual failure, contribute to the proper functionintheofsystem on a
mutualistic basis. The collateralized market is open not onlaliart banks but also to other
European banks that meet the same requirements, subject to aneagredth their home
central banks. The volume and prices of trades are satisfaBiween the first and sixth
weeks of activity average daily trades rose from €50 millio®3(t8 million and outstanding
deposits reached €2 billion. For maturities of one and two weeks, theraaed by banks,
the interest rates on the collateralized market have beentemtisisower than those on the
uncollateralized market, between 10 and 30 basis points on averagegle on the same
contracts the bid-ask spread for the best quotes in the MIO taolek have fallen
progressively, from 5 basis points to 1 basis point, testifying to increasihkgtrtiguidity.

In all the main countries the authorities took steps to supportrtaecial system. In

Italy the Government and Parliament, with the technical supptedank of Italy, adopted



a set of measures to protect depositors, support banks’ liqumitycapital, and reinforce
their ability to finance economic activity. The provisions, which wadepted under the
emergency decree procedure, were ratified by Laws 190/2008 and 2I20€l&ve it is

useful to recall their main points.

In a first measure (Decree Law 155/2008, ratified by Law 190/2008)| banking
deposits were granted a state guarantee. The guarantee supplkbmenssirance provided
by the previously existing interbank funds. The measure was impootaebssure savers

when market anxiety levels were most acute.

A second set of measures, contained in Decree Law 157/2008, empadWwered
Ministry for the Economy and Finance to grant a state guaranteew bank liabilities with
a residual maturity of between three months and five years, geeramtities that offer banks
securities eligible for use in refinancing operations with theo&stem, and supply
government securities to banks in exchange for newly issuedtlegbffihis is in addition to
the Bank of ltaly asset swap transactions recalled earldr)these measures serve to
guarantee banks access to a sufficient supply of liquidity, ierdocdensure that the normal
operation of the lending and payments system is never interrupted, eeenditions of
serious turbulence. Together with the interventions by the monetatiyorities, the

announcement of these measures helped ease tensions on the interbank marketimrihe aut

Thirdly, to deal with potentially difficult situations, Decree LA®5/2008 authorizes
the Treasury to subscribe capital increases of banks fagitgation of capital inadequacy
ascertained by the Bank of Italy. The Government shareholdieg the form of non-voting
preference shares; such public intervention is subject to the ptesemtha restructuring

plan assessed by the Bank of Italy.

Lastly, Decree Law 185/2008 (ratified by Law 2/2009) authorizesnandial
intervention by the state to increase the capital of fundamest@liyd banks. In this case it
is not a question of rescue operations, but of a measure to stretiggthgystem and, in a
macroeconomic environment that has deteriorated sharply, to aveneage spiral between
loan defaults and credit restriction. The state intervenes biygtalp financial instruments

issued by banks. These can be counted for prudential purposes in rctreaytal, because
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both their remuneration and their value depend on the issuer’'s pidfitaimid capital
adequacy, and they may therefore be used to absorb possible losdlesircumstances.
Applicant banks must adopt a code of ethics, including with regard &zugwe
compensation, and undertake to sustain the financing of customersylpdgtihouseholds
and small and medium-sized enterprises. This commitment has beepraiply defined,
taking into account the level of the demand for loans and the nerdimtain standards of

prudent credit allocation.

The measure has been made operational by a decree of theeMimighe Economy
and Finance. The Bank of Italy has given banks the necessdmyidal guidance. The
economic terms of the issues must comply with the guidelineslisbed by the European
Union; several alternative schemes have been defined, partlg aédquest of the Bank of
Italy, to make adherence to the plan more advantageous for bankgehd to redeem their
instruments within a relatively short time. The terms of the Italianumsgnts are in line with
those offered by other European countries. | expect banks to make tsmoin suitable

amounts.

The recapitalization law also provides for monitoring the trarmacand their effects
on the economy and institutes special observatories at prefectitfeshe participation of
the interested parties. The Bank of Italy will supply the Migigor the Economy and
Finance with data and analyses on the evolution of credit and borroastgyan a regional
basis, as an additional supplement to the ample geographically eigagggt data already
released in its publications. The statistical information allbw any specific situations of

tension to be identified.

It is essential that analysis of credit conditions at locatll@ot stray into a role of
pressuring banks, prompting them to relax the standards of sound and prudent management in
the selection of borrowers. In my opinion, political and administraiinterference in
assessments of individual cases of creditworthiness must be avoateting is and must
remain an entrepreneurial activity, based on a prudent, pafes&valuation of the validity
of companies’ plans. Sooner or later, imprudent banks end up in dist@ssisa cease
lending. But the test posed by the crisis is severe and redueredility to be good bankers

even when the economy is doing badly. The inevitable deteriorationnmgledity due to the
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recession calls for far-sighted choices: just keeping the accstuaight is not enough. Firm
support for creditworthy customers prevents an excessive crediezeguerhich would
aggravate the recession, thereby worsening the position of banks’ etstohs | have
already said, every opportunity must be taken to strengthen thal cdganks, choosing the
most appropriate form in each case: recourse to the markenerktaarnings, or the

instruments offered by the state.

The restoration of confidence in the banking system is a global, matienal
guestion. In my view, four conditions are essential. First, the unmagrdill surrounding the
value of the most troubled assets on banks’ balance sheets muspbled; this must
become an integral part of public interventions in support of the fialasgstem. It is
indispensable, especially in Europe, that similar measures bedrasedimon principles, in
order to avert competitive disparities between intermediariediftdrent countries and

between banks exposed in differing degrees to the problem of impaired assets.

Second, in determining recapitalization objectives, it is vital thatdefinitions of

bank capital be the same at international level.

Third, the authorities have made it clear that they intend to praliesystemically
important institutions, endow them with the capital needed to faegsstonditions, protect
depositors and have the shareholders alone bear any losses. iiterdd and purposes
banks’ other creditors are protected against losses. This mustplaened with absolute
clarity; it is the only way to drastically reduce the rmlemiums that the markets are still

demanding on bank liabilities.

Fourth, it is time to go beyond dealing with the problems inheritmd the past and
consider how to ensure the availability of credit from now on. Redapta banks is
necessary to this end, but it is not sufficient; there is a neatlinnk about new, even

unconventional instruments.
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This last point is especially pertinent for Italy, where redising the complex
financial instruments whose value has plunged is of limited relevance and findmgieists

that directly affect the availability of loans for firms and householdsoise important.

One possibility would be the issuing of public guarantees for thiersganches of
pools of new loans, with a view to reviving an important channel of fingndoan
securitization, that has completely dried up today. If banks aragabkdl part of their loans
on an active and liquid secondary market, they can use the liquiditpedbtai reactivate the

supply of credit.

A scheme of this kind would have to be carefully designed in order toeeits
effectiveness in terms of new lending, give banks a corteattsre of incentives and
minimize the costs to taxpayers. The originator bank should retaia sbthe risk, thereby
still having the incentive to select creditworthy borrowershituld pay a suitable fee for the
issue of the guarantee, commensurate with the quality of thelyinddoans. Limiting the
public guarantee to the least risky portion of the pool of secuftitoans keeps the state from
being assigned an inappropriate role in the assessment of creliimesst Objective criteria
could be established for selecting loans of good quality (for exeammartgages with a loan-
to-value ratio not above a given limit and loans to small and meded-§irms backed by
the Guarantee Fund for Small and Medium-Sized Enterprises), stb ascourage
subscription of the entire pool of securitized loans by the mankklimit the possible cost to

taxpayers.

Some features of the tax treatment of banks and other intermnesdiaiialy that lack
a clear economic logic and produce a competitive disadvantage weplecteto other

countries should be reconsidered.

Value adjustments to loans are deductible from taxable inconheyeac only up to
0.3 per cent of a bank’s total outstanding loans; writedowns exceedih@nitant are

deducted over a period of eighteen years. The limit and the rules ovrittéown period
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have been tightened repeatedly in recent years. It is diffwske the economic justification
or to find comparable provisions in the other major European countriesanne;rGermany
and the United Kingdom, value adjustments are tax-deductible oanabieloan basis, in
line with those stated in the accounts; in France and Germatyaté allocations to
provisions are also allowed. The penalization of Italian banksocymlical, because the
burden is greater during cyclical downturns, when loan losses segrad present, the

mechanism is exerting a disproportionate impact on the credit system.

In banks accounts, the limit on the deductibility of value adjustnrestgdts in an
advance payment of taxes, in essence a tax credit. At the @0@0this credit amounted to
some €4 billion; for 2008 it comes to €1.4 billion. Writedowns are also non-lelduor the
regional tax on productive activities (IRAP) and thus diminish prdotie total impact of

these deduction limits on banking profit amounts to some €400 million yearly.

A loss always becomes fully deductible when it is realized the debtor is in
bankruptcy proceedings; otherwise, the revenue agency can objdbethass is not “certain
and precise,” with the risk of an ensuing tax dispute. This rigictafthe cost and availability
of credit. In the present phase, during which loan losses will prégyimarease, it would be
advisable to diminish, as much as possible, the causes of regulatertaurtg and hence the

tax risks for the system.

Starting with 2008, a portion of banks’ interest expenditure (currently dgog) is no
longer deductible from corporate income tax or the regional taxamfugtive activities. The
ceiling also applies to transactions on the interbank market, thustetomg a drag on its
operations. For a bank, interest expenditure is what the cost ohasavials is for any other
business. Neither the United States nor the main European countries have aaigquile.
Also starting last year, administrative expenses and depoeciate only 90 per cent
deductible for purposes of IRAP, while dividends are exempt for 50guerof the amount
received. These limits are specific to the financial indusingd do not apply to other
enterprises. Official estimates put the total cost of the non-tbdiiyx of interest

expenditure this year at €1.1 billion, a quarter of this due to interbank transactions.
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This year, the VAT exemption on auxiliary services provided withbanking group
is abolished. The exemption reduced the cost to banks of the non-dedyatio\iAT on
purchases of goods and services and made up for ltaly’s lack tgrthe VAT’ regime,
which in many other European countries avoids the application of \GAintta-group
transactions. It is desirable that Italy institute the “group VAdgime envisaged by the

Community directive, thus coming into line with the other main EU member states.

Considering that government estimates put the additional cost nbthdeductibility
of VAT at €400 million a year, the overall reduction in banks’ net profits due to thesicspec

direct and indirect tax measures will be nearly €2 billion this year.

High taxes mean less self-financing, less capital, less lending tyapaci

A bank’s good name, the basis of a solid relationship with custonsesdways a
precious asset, and all the more so in times of crisis. &af#igg and enhancing the banking

system’s reputation requires irreproachable conduct in practice, no lestitttanlss.

Transparent and correct relations with customers protect consuifeey spur
competition, ensuring full comparability of products. They are an impopt of sound and
prudent bank management, because they reduce reputational andslegalhiey safeguard

the stability of the system.

It is the responsibility of Consob to oversee the transparency arettomss of those
who offer financial products and investment services to the publictyparal banking
transactions, the law assigns such supervision to the Bank of Itaky.a€tivity has been
stepped up in recent years. We have set up a special unit to nimariks’ relations with
customers. We have drafted a radical revision of the regulations oundgurisdiction.
Tomorrow, public consultation will begin, using the Internet, on two majmqwals: one for
the practical institution of the new procedure for out-of-court setthd of disputes between

banks and customers; the other for new provisions, designed in part thisag$sions with
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associations of banks, other intermediaries and consumers, to malkeotéetions for
correctness in dealings with customers more effective. \WWitket new rules we intend to
make the documents for customers clearer, more concise and compatablinstruments
governing the most common products, mortgage loans and current accouhtbe wil

especially incisive.

For some time now we have intensified our controls. As fariasaithin our power,
we have directed them to substantial and not merely formgbl@me with the rules. In the
last three years we have performed checks at 452 intermesdend more than 2,300
branches. Where we have found specific violations of the rules dgimgtihe public of the
conditions offered, we have initiated sanction procedures (a total df146f which have
concluded with the levying of sanctions). In 206 cases, though the gréamdsrmal
sanction were lacking, we called upon the intermediary to compig iiosely in substance
with the rules; we asked for the introduction of organizational geraents and internal
controls to guarantee better customer relations. Where negess@rmediaries were
required to refund sums of money unduly collected from customers and oepiiis to the
Bank of Italy. Recently we have extended our controls to banébsites, in order to make
sure that on-line customers have protection equivalent to that dnipyy¢hose using the

traditional branch network.

Bank customers often write to the Bank of Italy to report what tdoesider to be
incorrect conduct. We receive nearly 6,000 letters a year. In sivagig case we respond to
the writer and ask the bank involved to explain its position, providinga enswer and

reporting it to us. Where necessary, we take the appropriate supervisoryaseasur

On mortgage loans, we have reminded intermediaries of the need tm jtie
interbank procedures for loan portability. Recent rules changes llmwsanctions for non-
compliance. On current accounts, we conduct an annual sample sutvayksf terms and

conditions, whose results will be presented in our Annual Report.
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The crisis has highlighted the need to correct some sigmifiteatures of the
international financial architecture. More robust capital requineésni®r banks together with
measures to counter their pro-cyclical effects; limits onesgive leverage for financial
institutions; the extension of prudential rules to segments of faamgsiness that in some
countries have largely escaped coverage; strengthening the rotenbofl banks in
guaranteeing the macroeconomic aspects of stability — thedeeareost important elements
of a radical and expeditious programme of revision that has beenrmetion with a speed

and a degree of international cohesion that would have been unthinkable a short time ago.

The need for strong global coordination is evident and universallygmemsal. The
major emerging countries have taken a larger role in the govermdnbie financial system.

This is not just a matter of fairness; it is a requisite for effectiveviemgion.

| do not intend to dwell on these themes here. But | would like tssstinat improved
supervisory coordination is essential above all at European lewed, want to preserve the
benefits of the single capital market. There is growing suppdeurope for bold solutions
involving the sharing of some regulatory and supervisory functions.n€ae European
supervisory architecture will not dispense with the wealth of kriyde expertise, and
familiarity with the market built up by national supervisotsviil need to capitalize on these
assets within an integrated framework. The experience of the éamwdpystem of Central

Banks shows that this route can be taken successfully.

The recent report of the high-level De Larosiere Group of éxpaints in this
direction. In particular, | should like to underscore its attentionmiacroprudential
supervision, to be assigned to a central body; the stress on thenleation of rules and
supervisory standards; and the call for Community coordination of tbkedes” that
exercise supervision over the large European banking groups. The dewsdimy processes
of the system, the powers and responsibilities of European and natipealisors, have to
be designed with care. The European Commission’s intention to prodgedllwecessary

speed is commendable.
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