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Abstract: A regulation framework for the banking sector skiobke characterised by transparency, responsikalitg
performance in several important areas. These areabe global and European framework for corgofiatincial reporting
(CFR), risk management (RM), stockholder value timea (SVC), corporate governance (CG), corporat€iaso
responsibility (CSR) and sustainable developmeb) (She regulation framework for the banking sectwrst also consider
the fiscal and monetary environment in which a lagknstitution operates. The global rating systand the rating
agencies will also have an important impact on @&gulation framework for the banking sector. Thiege factors play a
key role when a financial, credit or debt crisisws. In this article, a holistic regulation franmWw for the banking sector is
presented. The article is based on European baekste part of the European Monetary Union (EMbijjially, it focuses
on the timelines and review the integration of theropean Monetary Union, relevant legislation anfbrimation on
member countries’ banking sectors. This informaticeates the framework for the proposed model.artiele considers all
of the above factors in creating a holistic regataframework for the banking sector to preserthiz context of the recent
financial, credit and debt crises that have takanepin the EMU.
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1. Introduction

This current crisis is not under control yet anthity lead to a new global monetary system. The new
system must be independent from the rating agenttiespeculators, the CDSs, the country deficits
and the exchange rate fluctuations. Maybe this isn@ue opportunity to redesign the global
monetary system with one reserve currency, witexanded cooperation among the hard currency
areas and a very sensitive and effective reguldtargework.

Unfortunately euro-currency failed to convince tiiernational markets in its role as a reserve
currency. Actually euro failed to follow the degtidbn given to reserve currencies in 1960 by the
Belgian-American Professor Robert Triffin statifgt “a reserve-currency nation must run a current-
account deficit to provide liquidity for the intextional monetary system”. The reward of the nation
for providing liquidity has been the modest retuohshe seigniorage-equivalent to 2% of the amount
that is lent for providing that liquidity to the metary union. This is the Triffin Dilemma which
nobody in the EU took it seriously.

The main aim of this paper is an attempt to exaramevaluate the role of the rating agencies befor
during and after the recent financial crisis. Whistthe methodology used by the rating companies
Moody's, S&P, FITCH and others, in evaluating a Barfinancial health or a country’s economic
performance? A question that has been arisen asdstill open refers to the methodology used by
these rating companies in their attempt to evalbatks or nations, the regulatory framework and the
evaluation method used.

There are also other questions open regardingdleeaof the rating companies in the last period
especially for their high interest to make evaloatreports almost every two to three weeks for
selected countries, among them Portugal, Irelaaty, IGreece and Spain, the so called PIIGS in the
Eurozone.
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2. The Methodology

The methodology is to demonstrate a holistic frapré&wior measuring a bank’s financial health by
classifying its main responsibilities between confance and performance. This framework should
be characterised by transparency, responsibilitypenformance in several important areas such as:

» Corporate financial reporting (CFR);

* Risk management (RM);

» Stockholder value creation (SVC);

» Corporate governance (CG);

» Corporate social responsibility (CSR);
» Sustainable development (SD).

The regulation framework for the banking sector imalso consider the fiscal and monetary
environment in which a banking institution operates addition to the Nationally Recognized

Statistical Rating Organizations (NRSROs) which #re responsible bodies for the independent
evaluation of all different kind of financial compas including state economies. Based on this
framework, the research correlates all qualitativeé quantitative components, with the banks’ rating

taking into consideration the macroeconomic envirent as well.

However it is interesting to see what and how tiRSROs perform their role in the world economy.
Who is responsible for the licensing of these oizgtiions? Who is responsible for controlling them?
Who is responsible for the transparency in thgiores? Actually no body was responsible until 2006.

Ten rating companies actually only three, all basethe USA, are responsible for all the reports
made which are more than 2,8 million for the finahénstitutions and state economies with 2,2
million of them for government securities. Theetrorganizations, S & P, Moody’s and Fitch
amount to 2,7 million of the total, more that @4 of the market.

The 2011 report of the Securities and Exchange Gesiom (SEC) in the USA has imposed several
measures for the effective control of the NRSROsfeer the current financial crisis. As it is s@tin
the document: “In 2006, Congress passed the Gradihg Agency Reform Act (the “Rating Agency
Reform Act”) that provided the Commission with tlaathority to establish a registration and
oversight program for credit rating agencies”

In 2007 the Commission adapted a measure for bettgrol of the agencies and in July 2010 has
imposed a law in order to evaluate the analystslemdnethodology used.

3. The Rationale

In order to give a better understanding about thenéwork in the European banking industry it is
necessary to mention all different developmentdistafrom the period of the establishment of the
first customs union in Europe in 1957 with the tyeaf Rome until now. By going on through the
years, we have seen a number of changes in the&md-inancial System, the Maastricht treaty in
1991, the establishment of the European Monetaigruwith the common currency in circulation in
2002. Year after year Europe has been expandedngithmembers joining, Slovenia, Cyprus and
Malta, Slovakia and Estonia.

At the same period a number of legislative charfge® been taken place in Europe, first and second
directive, Basel | establishes minimum capitalcadey requirements for banks (8% ratio), defines
Tier 1 (equity) and Tier 2 (near-equity) capitadatreates risk weightings based on credit risk for
banks while Basel Il creates a single EU bankignse, introduces principles of home country
control (home regulators had ultimate supervisartharity over foreign activity in their banks) and
ensures mutual recognition. EU bank regulatorsgeise equivalent regulations. This Directive is
passed in conjunction with the Own Funds and SalyeDirectives, which incorporate capital
adequacy requirements similar to those of Basabl EU law. However both of them failed to protect
the EU banking system during the recent crisisnfthe Financial Services Action Plan, the Directive



on the Reorganization and Winding-Up of Credit ilnsibns, the White paper on Financial Services
Policy, the Capital Requirements Directive updd&asel | and incorporates the measures suggest in
the International Convergence of Capital Measurd¢raad Capital Standards as it is stated in Basle
I.

Improved consistency of international capital regjoins, improved risk-sensitivity of regulatory
capital, and promotion of improved risk-managenmattices among international banks etc., even
though they have also failed in an unforeseenscrigiobably no body in the European organizational
or political bodies was in a position to predictiswa crisis or to propose a defensive measure to
protect the system.

The European banking industry has been expandé&liskr during the period 1985-2008. Table 1
shows the Time Line of Main Figures for the Bankindustry for the first 15 EU countries for the
period 1985 to 2008. Number of banks, total asseldllions of euros, number of branches and total
number of employees are presented in the table.pEhgentage change in total assets, given in the
middle of the table, has great interest especfallfhe case of Greece Ireland and Spain witha tot
change of 101%, 96% and 123% respectively. It sebatghere was an extensive bank expansion in
these countries during the period 1985 to 2008enddil over figures remained unchanged.

Table 1. Time line of Main figures for the Bankinglndustry per (first 15) EU country (1985-2008)

Number of banks Assets (billion euro) Number of branches Employees (*000s)

Country 1985 1995 2004 2008 1985 1995 2004 2008 A% 1985 1995 2004 2008 1985 1995 2004 2008

EMU countries

Austria 1406 1041 796 803 - - 635 1068 68% - - 4360 4243 - - BN
Belgium 120 143 104 105 286 589 914 1272 3% 8207 7668 4837 4316 71 77 Tl 65
Denmark 259202 202 171 9 126 607 1092 80% 3411 2215 2021 2192 52 47 M4 53
Finland 498 381 364 357 - - M 38 8% - 1612 1585 1672 - 325 2%
France 1952 1469 397 728 1349 2514 4415 7225 o4% 25,782 26,606 26,370 39,634 449 408 425 492
Germany 4739 3785 2148 1989 1495 3584 6584 7875 20% 39,925 44,012 45,505 39,531 591 724 712 686
Greece 4 53 62 66 69 94 230 462 101% 1815 2417 3403 4095 27 5S4 59 66

Ireland 2 5% 8 501 21 46 T2 1412 %% - 308 909 895 - - % 4l
Italy 1101 970 801 818 547 1070 2276 3628 59% 13,033 20,839 30,946 34,139 319 337 337 340

Luxembourg 177 220 169 152 170 445 695 932 34% 120 224 253 229 10 19 23 17
Netherlands 178 102 461 302 227 650 1678 2235 33% 6868 6720 3649 3421 92 11l 115 116

Portugal 26 233 20 175 38 116 345 482 40% 1494 3401 408 6391 9 60 53 62

Spain 364 506 36 362 311 696 1717 3831 123% 32,503 36,405 40,621 46,065 244 249 246 276
Other EU countries

Sweden 98 249 227 182 - - 583 900 M% - - 2018 2025 - - 39 50
UK 172 564 413 391 1294 2000 6970 8840 27% 2,224 17,522 13,386 12,514 350 383 511 496

Sources: Central Bank Reports (various), ECB Stmadtindicators for the EU banking sector Januag1®,
Authors’ Calculations

The data indicate the similarities between the ankectors of several European countries based on
hierarchical cluster analysis using all availablettmds, including Pearson correlation and Euclidian

distances. The main conclusions according to theltieg dendrogram (correlation method, between

groups) are as shown in Table 2 below.



Table 2

Dendrogram using Average Linkage (Between Groups)
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Belgium 2

Netherlands 11

Denmark 3

Austria 1

Sweden 14

Greece 7

L L] L]

Portugal 12

Finland 4

Ireland 8
France 5
ltaly 9

Spain 13

L] T |

UK 15

Luxembourg 10

Germany 6

There are two large groups, one comprised of leogatries like France, Germany, the UK, Italy, and
Spain plus Luxembourg and another group compridedlloother countries, including Austria,
Belgium, Denmark, Finland, Greece, the Netherlafdstugal and Sweden. Ireland remains in an
uncertain position; based on the within-group asialyit belongs to first group, but based on the
between-groups analysis, it belongs to the secomuabg The subgroup within the first group includes
France, the UK, Italy and Spain, whereas Luxembaurg Germany stand alone. There are three
subgroups within the second group: the NetherlaBdigium and Denmark; Austria and Sweden; and
Greece and Portugal. Finland stands alone.

Table 1 show the Time Line of the Main Figures foe European Banking Industry and this is

actually the first data set used for the empirigablysis below. The limitation of the proposed

methodology is the fact that up to now the study d@alyzed statistical data only from the Greek and
the Spanish banking industries. In both casesribigosed model performs quite well.

The global rating system and the 3 main rating cmgs are presented in Table 3. All the 3 rating
companies used an identical rating system with Bferdnt levels. The first 10 levels provide
“Adequate credit quality” with positive investmegtade, while the last 11 non investment grade.
Levels below 10 represent junk situations or namvestment or speculative areas. On the other hand
the credit ratings of Moody’s, Standard and Poaiy] Fitch’s play a key role in pricing credit risk
and on investment strategies.



Table 3. Rating Agencies — Rating Rank, Grade andéinitions

Index - Long Term Ratings Long Term Ratings - definitions Grade
score — - definitions S&P’s -
Rank Moody’s FITCH
Exceptional credit Investment
1 Aaa quality AAA Highest credit Quality Grade
Excellent credit High Creqn Quality. V_ery strong
uality capacity to meet financial
2 Aal 4 AA+ commitments
3 Aa2 AA
4 Aa3 AA-
Good credit Quality. Strong
Good credit quality capacity to meet financial
5 Al A+ commitment
6 A2 A
7 A3 A-
Adequate credit Weakened capacity to meet
8 Baal quality BBB+ financial commitments
9 Baa BBB
| _10 | Baad3 | _____ _____l Bee [ ___ .l .
Questionable credit Inadequate capacity to meet [Non-Investmer;
11 Bal quality BB+ financial commitments Grade or
Speculative
12 Ba2 BB Grade
13 Bas BB-
Generally poor cred Limited capacity to meet financi
14 Bl quality B+ commitments
15 B2 B
16 B3 B-
Extremely poor .
17 Caa’ credit qualit CCCH Vulnerability to nonpayment
18 Caa2 CCC-
19 Caa3 CC High vulnerability to nonpaymen
20 Ca In Default C Bankruptcy or similar action
In Default, low
21 C recovery valu SD/D Debt in selectividdefault/defau

The future role of these rating agencies seeme tfutther expanded with and after implementation
of Basel Il but nowadays there is, especially fithi side of Europe, a critical position againssthe
agencies for non transparency in methodologiesthiegt use (nobody knows the rating method) and
for not consistent rating which they give before after a financial crisis.

4. The Empirical Evidence

This problematic situation was clear in the cas&uofece and very recently in Portugal and Spain.
Table 4 represents the timeline of rating levelstfe four biggest Greek banks and for the Greek
economy as a whole according to rating agenciesréefnd after the financial and the government



debt crisis. The correlation between the level$Goéek Bank’s ratings and the country’s rating is
obvious. In a very short period of time the 4 bigijgéreek banks went down more than 10 rating
levels by the three rating companies almost simattasly. By comparing the ratings, the level of
devaluation, the period of the rating and otheaitett is clear that rating companies have a commo
strategy. To lead the international market agaBrstece, to make Greek financing very expensive, to
increase deficits etc., in an attempt to patroribgeeconomy. Interest rates spreads went up tekihe
and the Greek economy started to shake.

Table 4. Bigest Greek banks' ratings

Moody's S&P’s FITCH

June ané Baa2 (On Review) / P
'10 2 oe Bal (Stable) / NP

30 Downgraded to Baa2(On | 27 Downgraded by 3 notches from| 9 Downgrade to BBB- (Rating
Apr. review) from A3 (On Apri BBB+(Neg)/A-2 to Apr.  Watch Negative) from
'10 review) 1'10 BB+(Neg)/B '10 BBB(Neg.)

23 16 23

Apr. Downgraded to A3 (On Mar. Removes Credit Watch Negati\| Feb.

'10: Review) from A2 (Neg) '10 - Affirms Negative Outlook '10 BBB (Neg)

31 BBB+ (St.), following
Mar. Downgraded to A2 (Neg) | Dec.' Dec  downgrade of Greek
'10: from Al (Neg) 09 Credit Watch Negative '09 Sovereign Rating

3 Mar. On Review for possible May Marc

'10 downgrade '09 BBB+ (Negative) h'09 A- (Negative)

Dec. Dec.’

'09 Al (Negative) 08 BBB+ (Stable)

Dec.'0

8 Aa3 (Negative)

June

'03 A2 (Stable)

ALPH ALP ALP

A - HA | HA |

15

June ané Baa3 (On Review) / P
'10 3 oe Bal (Stable) / NP

30 Downgraded to Baa3(C 27 9 Downgrade to BB (Rating
Apr. review) from A3 (On Apri Downgraded by 3 notches from| Apr.  Watch Negative) from

'10 review) 1'10 BBB(Neg)/A-2 to BB (Neg) /B | '10 BBB(Neg.)

23 16 23

Apr. On review for possible Mar. Removes Credit Watch Negatiy| Feb.

'10: downgrad '1C - Affirms Negative Outloo '1C BBB (Neg!

31 BBB+ (Negative), following
Mar. Downgraded to A3 (Neg) | Dec." Downgrade to BBB with Credit| Dec ~ downgrade of Greek

'10 from A2 (Neg) 09 Watch Negative '09 Sovereign Rating

3 Mar. On Review for possible May Marc

"10 downgrade '09 BBB+ (Negative) h'09 A- (Negative)

Febr.'0 Dec.'

9 A2 (Negative) 08 BBB+ (Stable)

Dec.'0

8 Al (Negative)

April

'07 Al (Stable)

EFG EUROBANK EFG EUROBANK EFG EUROBANK

15

June ané Baa3 (On Review) / P
'10 3oe Bal (Stable) / NP

30 Downgraded to Baa3(On 27 i bowngrade to BBB- (Rating
Apr. review) from A3 (On April  Downgraded by 3 notches fron] 9 Apr.  Watch Negative) from BBB
'10 review) '10 BBB(Neg)/A-2 to BB (Neg) /B | '10 (Neg.)

23 On review for possible 16 Removes Credit Watch 23 Feb. BBB (Neg)




Apr. downgrade Mar.! Negative - Affirms Negative '10
'10: 10 Outlook
31 BBB+ (Negative), following
Mar. Downgraded to A3 (Neg) | Dec." Downgrade to BBB with Credit| Dec downgrade of Greek
'10 from A2 (Neg) 09 Watch Negative '09 Sovereign Rating
3 Mar. On Review for possible May March
"10 downgrade '09 BBB+ (Negative) '09 A- (Negative)
Febr.'0 Dec.'
9 Al (Negative 08 A- (Negative

Moody’s S&P’s FITCH
PIRAEUS BANK PIRAEUS BANK PIRAEUS BANK
15
June ané Bal (On Review)/NP
'10 oe Bal (Negative) / NP _ _ _
30 Downgrade to Bal (On 27 9 Apr.'10 LT: BBB- (RWN)/ST: F3
Apr. review) /ST: NP / SenD: Apr' Downgraded by 3 notches from| (RWN) / Senior debt: BBB- / Sub DeH
'10 Bal / SubD: Ba2 10: BBB(Neg)/A-2to BB (Neg)/B | : BB+
23 16 Removal of CW Negative -
Apr. Baal On review for Mar. Ratings Affirmation - Negative | 23 Feb. '10 LT: BBB (Neg.) / ST : Fj
'10 possible downgrade '10 Outlook / Senior debt: BBB / Sub Debt : BBB-
31 Baal (Neg) from A2 (Neg) LT :BBB /ST : A -2/ Senior
Mar. /ST:P-2/SenD:Baal/ | Dec." debt: BBB/ Sub Debt: BBB -
'10 SubD: Baa2 09 (CW-Neg.)

BBB+ (Negative), following

3 Mar. ' 10 : On Review for possiblel May Dec  downgrade of Greek
downgrade '09 BBB (Stable) '09 Sovereign Rating
Jan. LT : A2 / ST: P-1/ Senior | Dec. Marc
'10 debt: A2 / Sub Debt: A3 | 08 BBB+ (Negative) h'09 A- (Negative)
Feb Oct. July
'09 A2 (Negative) 08 BBB+ (Stable) '07 A- (Positive)
Dec.'0 Feb. Aug.'
8 Al (Negative) '08 BBB+ (Positive) 06 BBB+ (Positive)
April Oct. Dec.
'07 Al (Stable) 06 BBB+ (Stable) 03 BBB+ (Stable)
June
'04 Baal (Stable)

With respect to the country itself the rating comipa have followed the same path. Devaluation of
the economy in a very short period of time follogvizin identical policy, leading to devaluation o th
economy eliminates credibility increasing the coynisk. Rating companies have devaluated the
Greek economy by 7 to 9 levels in an 11 month pefidnis development has damaged the economy
to a great extend. Spreads went up and investroafidence disappeared.

The proposed model in this research consists ofifférent components each one taking into
consideration certain variables with a strong retle behind them. Starting from corporate finahci
reporting, which is actually the only componentdubg the rating companies, the model goes around
and considers other components in an attempt @eci@n independent holistic framework able to
evaluate to the greatest degree the financial thexdlta bank or a country from the start point of
conformance to performance.

Therefore the corporate financial reporting cossist

» International Accounting Standards

» Foundation- Structure (IASB, IASC, IFRIC);

* Implementation of IFRS for publicly traded companie Europe;

» The impact of accounting differences between IA85E@S GAAP is narrowing;
» SEC should consider accepting IASB standards witbondition;



» The exact content of IASs may not be the same 8sGAAP, but in many ways the approach and
degree of detail are similar. IAS and U.S. GAAP mrare similar than dissimilar and the movement
toward harmonization is bringing them closer arubet.

Financial statements are also considered seritwdllye rating companies:
« Balance sheet;

¢ |ncome statement or P&L Account;

« Performance key metrics indicators (profitabilitguidity, solvency).
The structure of the bank’s balance sheet is chaiaed by three features:
* Low cash to assets (fractional reserve banking);

» Low capital to assets (high leverage)

» Maturity mismatch (combination of short-term liquidbilities withdraw able on demand on a
first-come-first served basis and longer-term higtiquid assets).

These three features which define the businesaribg are also the source of financial fragilibda
the cause of regulatory practices. For the bankidgstry the most common financial ratios used,
arising from a bank’s financial statements, are:

» Size of the firm. Total assets of the bank and sones the total amount of the interest bearing
assets of a bank.

» Financial accounting variables. Equity to totaleass Loan-loss reserves to total assets, Loans
past-due 90 days to total assets, Non-accrual lmatttal assets, Loan-loss provisions to totadisss
Charge-offs to total asset, Annual return-on-assétsual return-on-equity, Historic and Current
Profitability, Liquid assets to total assets, d@fsoto total assets, loan to deposits, spreadangim

Risk Policy in Europe consisting of:

» Basel Committee on Banking Supervision;
e Basel I;

+ Basel Il

The capital requirements is the widely spread &gy tool but no panacea. According to the
CAMEL procedure, which used for supervisory purgadsethe USA, there are five elements; Capital,
Asset quality, Management, Earnings and Liquidity.

The new capital framework (Basel Il) consists akthpillars:

» Pillar I - Minimum capital requirements (sets minim acceptable Capital level) to cover: Credit
risk. Market risk. Operational risk;

» Pillar Il — Supervisory review process of capitdequacy In order to ensure banks have good
monitoring and management of risk processes;

» Pillar lll - Market discipline and disclosure.
Basel Il provides three approaches of increasipgistication, to calculate credit risk-based cdpita
» Standardized approach, which relies on externedgsit

» Foundation, internal ratings-based approach, walichvs banks to calculate their credit risk based
capital on the basis of their internal assessmitiieoprobability that the counterparty will defgul



* Advanced and most sophisticated approach, inteatelgs-based (IRB) approach which allows
banks to use their own internal assessment.

The appropriate indexes for RMP could be summarirech the above analysis at the following
indexes:

» Economic Capital to total assets;

» Regulatory Capital to total assets;

* Regulatory Capital to total Risk Weighted Assets;

* Risk Adjusted Return On Capital (RORAC) whichhe Return On Capital index.

* Furthermore, consistent risk-adjusted performaneasures based on RAROC or value added
targets may subsequently play a role in the congimmsprocess.

Corporate Governance in Europe is a new developmkith must be taken into account seriously.
Some of its components are:

* Internal audit;

* Audit committees;

» Sarbanes- Oxley Act 2002;

» Accounting Oversight Board,;

* Auditor Independence;

» Corporate Responsibility;

* Enhanced Financial Disclosures;
» Crime-Fraud Accountability.

The quality of corporate governance is represebyetthe level of a Governance Index. These Indexes
incorporates answers for the following questiongcWiare referred to several governance positions of
a Bank.

Audit comprises measures such as:

» Does the audit committee consist solely of indepahdutside directors?
* Were auditors’ ratified at the most recent annealegal meeting?

» Are consulting fees paid to auditors less thantdeds?

» Does company have a formal policy on auditor rotegi

Board of directors comprises measures includingyragrothers:

» Size of board

* Is the CEO and chairman the same or are theirgiséiparated?

» Is shareholder approval required to change boaa?si

* Is board controlled by more than 50% outside dines&

» Is the compensation committee comprised solelpdépendent outside directors?

Charter/by laws comprise measures, including anodhers:

» Is a simple or supermajority vote required to appra merger?

» Are shareholders allowed to call special meetings?



* Can board amend bylaws without shareholder app?oval

Director education:

» Has at least one member of the board participates ISS accredited director education program?
Executive and director compensation, including agnotiers:

* Were stock incentive plans adopted with sharehagproval?

 Is option reprising prohibited?

» Do directors receive all or a portion of their canpation in stock?

Ownership, including among others:

» Do directors with more than one year of service statk?
» Are executives/directors subject to stock ownergfuiielines?
» Extent of officers' and directors' ownership ofcgtto a level over 30%?

Progressive practices, including among others:

» Does mandatory retirement age for directors exist?

» Is performance on board reviewed regularly?

* Is a board-approved CEO succession in place?

» Do director term limits exist?

State of incorporation:

* Is company incorporated in a state without any-&k&over provisions?

Corporate Social Responsibility and Sustainabledipment in Europe:

» Global Reporting Initiatives (GRI) Directives;

» Economical;

* Environmental;

» Social: Society, Labor Practices and Decent WorknEin Rights, Product Responsibility;
* ISO;

» Social Accountability International (SAI) - SA 8000

» Accountability AA 1000 Series.

Especially for the part of environmental corporatpmlicies there are the following councils:

» CEP, Council on Economic Priorities Corporate Eominental Data Clearing House Reports;
» EPA, Environmental Protection Agency Online Dat&isas

* FEC, Federal Election Commission;

* IRRC, Investor Responsibility Research Center CafgoEnvironmental Problems;

* AA1000 focuses on the process of reporting on hawsiresses must link the principles of
accountability and sustainability.

The social disclosure rating based on Global Rempihitiatives GRI 2002 Guidelines is presented
here. The rating covers wide range of firms’ soampacts measures and it can accommodate the
users of firms’ CSR reports to assess firms’ squéaformance both in hard and soft disclosure items

A number of methods are available for Stockholdgedue Creation (SVC) as:



» Strategic Balanced Scorecard;

» Balanced Scorecard;

* EVA, Residual Income (RI);

» Other Business Performance Management Tools (R&lidRal Income)

For our analysis it seems to be suitable the usdgeResidual Income Models. Especially for the
banks the most famous profitability ratio is Retwm Risk Average Capital (RORAC) or from an
equivalent way Return on risk weighted assets @fbtmk which is applied in residual income models
for banks. The residual income according to thedued method is equivalent with historical
profitability metric which is defined as the moveame of equity accounts arising from operational
activities of the bank. The banking industry i®sfly affected and affects in the external economic
environment. Generally, the main characteristicthefbanking industry are:

* Banks have dominant position in economy financigtem of a country, and are the most
important engines of economic growth;

» Banks are typically the most important source pafice for the firms in a country and with this
way affect the macroeconomic figures;

» Banks are usually the main depository for the eooris savings;

» Economies have recently liberalized their bankiggtems through privatization/disinvestments
and reducing the role of economic regulation.

The indicators for financial structure of a countvizich may have influence in bank’s rating system
generally are:

» Equities % GDP;

» Government bonds or Government Debt % GDP;

* Private bonds % GDP;

» Private bonds plus banking loans and credit all@sar® GDP or Private Debt;

e Bank assets % GDP;

» Total (the sum of Equities, Government bonds, Piwemds and Bank Assets) % GDP.

5. The Model

The proposed rating framework requests to take actmunt all the components which have been
mentioned above, CFR, RMP, CSR&SD, SVA and, MACROBRIDMIC by using the appropriate
ratios into a holistic model. Table 5 represengsdfnucture of the model.



Table 5
The framework of transparency and responsibilityaas
framework for ratin urposes in the banking indust

S } w7> ce?> 7> AL,

Performance Risk MetricsGOV- Corporate Social shareholders Fiscal and
key and Capital Index Responsibility Value added Monetary
indicators Adequacy Index and index & Indexes
metrics ratios Sustainable Market

Development indexes

ndex

/

The proposed Banking Rating System

A model for measuring banks financial health haguléll the European Central Bank’s
(2006) acceptance criteria for third-party ratimgl$ within the Euro system, Credit Assessment
Framework and the proposed banking rating systdma.study constructs a model using all the above
mentioned components using data from the Greekibgnikdustry. In fact 11 biggest Greek banks
for the period 2005 to 2009 have been used. Bedhdedact that there are limitations regarding
sufficient ratios and data for all factors as tlaeg described above, such as CAD ratio, sociailgati
indexes, CG indexes, alternative ratios are usedder to solve partially the problem.

The dependent variable which is used is:

SCOREj: rating of financial strength,

- Taking values from 1 (very good strength) to 21d(bength), according to Table 2.
- Forj=1...m: for m=11 Greek Banks and

- For t=2005S1... 2009S2 (semi-annual), 10 time selas per bank.

- The source of data is the demonstrated Rating AgeriReports and in the case that different
rating agencies give different rating level thegmsed model takes the arithmetic mean.

The independent variables are presented in Table 6.
(please insert Table 6 here)
Thus, the proposed model is represented by thewwolh equation:
SCORE;, = by + by LEVj, + b,LMj + bsCPMR;, + by ASLN;; + bsCGj, + bsCSR;, + b, ASE,
+ bgCR; + boGDI, + bygTASLN, + by, SM;, + by, BVPj, + bys HPMR;, + u,
Where all variables as defined in the text andeustiochastic term.

Because of cross sectional data the most suitaki@ation method is the Panel Least Squares. Also
because of multicolinearity among the independeariables GDP has been selected as a proxy
variable for ASE, CR, GDI and TASLN variables.



Dependent Variable: SCORE
Method: Panel Least Squares
Date: 06/27/10 Time: 18:22

Sample: 2005S1 200952

Cross-sections included: 11

Total panel (unbalanced) observations: 109

Variable Coefficient  Std. Error t-Statistic Prob.
C 25.03542 2.631235 9.514701 0.0000
LEV -2.436842  0.862338 -2.825855 0.0057
LM 1.209894  0.796271 1.519449 0.1319
CPMR -77.74614 18.47378 -4.208458 0.0001
ASLN -0.555242  0.124110 -4 473774 0.0000
CG 0.328670 0.112096 2.932049 0.0042
CSR -0.137698 0.076179 -1.807566 0.0737
SM -35.60282  4.900772 -7.264738 0.0000
BVP 0.556057 0.222915 2.494477 0.0143
HPMR 15.99010 5.865622 2.726070 0.0076
GDP -1.84E-05 6.95E-06 -2.645714 0.0095
R-squared 0.763872 Mean dependent var 7.724771
Adjusted R-squared 0.739777S.D. dependent var 1.726008
S.E. of regression 0.880471 Akaike info criterion 2.678736
Sum squared resid 75.97251Schwarz criterion 2.950340
Log likelihood -134.9911 F-statistic 31.70294
Durbin-Watson stat 0.703800 Prob(F-statistic) 0.000000
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6. Summary, Conclusions and Recommendations

A holistic framework for measuring a bank’s finaalchealth by classifying its main responsibilities
between conformance and performance has been mwpmsng well known measures related to
European legislation of the banking sector suchcesporate financial reporting (CFR), risk
management procedures (RMP), corporate governa@@), (corporate social responsibility and
sustainable development (CSR and SD), stockholdexsie creation (SVC) and macroeconomic
environment.

The main conclusions for each of the above compsrteave been summarized as follows:

For the CFR component: It remains important esfigcfar the financial ratios, categories and
amounts. The framework in which these ratios apglpeed, in fact, the exact content of IASs may
not be the same as U.S., GAAP, but in many waysfipgoach and the degree of detail are similar.
IAS and U.S. GAAP are more similar than dissimikespecially for the quality of financial ratios
which are used in the proposed model. Many movesnémward harmonization have already
occurred, bringing them closer and closer.

For the RMP component: It is clear that this conguuris required in a rating model. Quantitative
approaches like CAMEL, Basel | and Il as well asBCA Il and 1l are serious attempts to finalize
the framework of regulation and supervision for ghabal banking system to be used as a managerial
tool of risk in the banking industry and thus aafigial health model has to take these ratios into
account.

For the CG component: The quality of managementdcbe represented by quantitative indexes,
which are highly correlated with profitability arfithancial health in the banking industry. For these
reasons the proposed model of banks’ financiathdswls to take into account CG indexes.

For the CSR and the SD components: Through thesmegures a company can affect the economy,
the society and the environment. Corporate socdsponsibility and actions for sustainable
development depend on management’s initiativesn@agive indexes which describe CSR and SD



in a bank rating model of financial health, havd#ointergraded especially those according to Globa
Reporting Initiatives (GRI) 2002 or to AA1000.

For the SVC component: Besides the fact that SV@ing main instruments for corporate
management with a traditional way the indexes o€2¥uld be transposed with elements to manage
totally risk and total performance of a bank andtfes reason it has been included in the proposed
framework of the model.

For the macroeconomic environment component: Téisains a main feature of the rating system of
the banking industry. This is because the bankindustry has a direct influence on the
macroeconomic environment, while at the same tireeinfluenced by it.

According to this article a holistic framework foneasuring a bank’s financial health have to
incorporate all the above mentioned factors. Tharéurole of rating agencies seems to be further
expanded with and after the implementation of BéisIBowadays there is, especially from the side
of Europe, a critical position against these agenainainly because lack of transparency in
methodologies (nobody knows the rating method)fandot consistent ratings, especially before and
after a financial crisis or a debt crisis with my dorecasting ability.

With respect to the empirical evidence and withuke of data from the Greek banking sector for the
period 2005-20009, it is concluded that the finah@éing scores as proposed by the rating houses ar
of limited reliability since they fail to suppontriding with real market data.

There is no visibility in the variables used andréhis no comparison among them. On the contrary
the proposed model takes into account not onlynfired variables but also the macroeconomic

environment of the country where the bank operatesvell as the monetary environment. The

existing rating system has arrived in a clear amsioh. Rates proposed by rating companies need
improvement. The proposed model takes ten indepgnd®iables and by using the Panel Least

Squared method it has calculated the coefficiehtiseomodel with quite good results.

In the future the use of all the components meetioabove will permit more accurate estimations
and an opportunity to construct a holistic waydtwbal banks’ rating.
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