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Introduction

The Interbank Deposit Protection Fund (FITD or Fund), established in 1987 on a
voluntary membership basis, is a private-law mandatory Consortium, recognized by the
Bank of Italy. Its activities are regulated by the Statutes and By-Laws.

With Legislative Decree 659/96 (published in the Official Journal of the Italian
Republic on December 27, 1996 and entered into force on January 11, 1997) EU
Directive 94/19/EC' on deposit insurance systems was implemented in the Italian
legislative system.

Following the provisions of Article 96 of Legislative Decree 385 of September 1,
1993, (Italian Banking Law), the principle of mandatory membership in a deposit

guarantee system was introduced in Italy. All member banks constitute the Consortium.

The mandate of the FITD is that of guaranteeing depositors of member banks; the
financial resources for the pursuit of this aim are provided by the Consortium members.
All Italian banks (295 as of December 2009) adhere to the Fund. Credit cooperative
banks, however, join the “Deposit Guarantee Fund of Cooperative Banks”. This latter,
along with the “Bond Holders Guarantee Fund of Cooperative Credit Banks” (voluntary
scheme for credit cooperative banks only) and the “National Guarantee Fund” (for

investors) are the other guarantee schemes active in Italy.

Branches of European Union banks operating in Italy are not bound to adhere to the
Fund, but they can choose to join for supplementing the deposit protection provided by
their home country scheme (Topping Up).

Non EU-banks authorized to operate in Italy are required to become members, unless
the deposit protection schemes of their home countries are considerated to be equivalent

to the Italian one.

Pursuant to Articles 9-bis and 96-ter of Legislative Decree 385/1993, the Bank of
Italy has full powers in supervising and coordinating the activities of deposit protection

schemes active in the Italian system.

! Directive 94/19/CE was amended by Directive 2009/14/EC of 11 March 2009 with regard to the
coverage level and the payout delay. The new Directive is awaiting implementation by the Italian
legislator.
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The aim of this document is to illustrate the FITD Statutory Report System, both
with reference to the collection of the Contribution Base (CB), the calculation of
contribution quotas for interventions and operating expenses, and to the monitoring

system of member banks’ riskiness.
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Statutory Reports System

Along with supervisory activities and the lender-of-last-resort mechanism, deposit
insurance is one of the basic components of the safety-net to ensure the stability of the
banking system.

Deposit insurance recognizes and supports both the social function of savings and the
monetary function of banking intermediation; it aims to avoid traumatic effects on
depositors in case of bank failures.

EU Directive 94/19 provided for a minimum guarantee level of € 20,000 per
depositor. Directive 2009/14/CE of 11 March 2009, which amended the former one,
stipulated that this should be increased to 50,000 with immediate effect by and to
100,000 euro by the end of 2010.

The Legislative Decree 659 of December 4, 1996 implementing EU Directive 94/19
in the Italian legislative system, fixed the maximum limit of reimbursement at
103,291.38 Euro per depositor’.

The Fund shall compensate, up to the limits laid down in the its Statutes, depositors
in Italian banks which are members of the Consortium, depositors of their foreign
branches in European Union countries, and depositors of the Italian branches of
European Union and non-EU banks which have joined the Fund.

Besides specific exclusions, listed in Article 27 paragraph 2 of the Statutes of the
Fund, claims eligible for reimbursement shall be those relating to “repayable funds
raised by the members, in Euro and in foreign currency, in the form of deposits or in
other forms, as well as bankers’ drafts and equivalent instruments.”

This relates to credits from member banks placed under compulsory administrative

liquidation, in accordance with Italian Banking Law.

The main aim of deposit insurance is to offer protection to the so-called "unaware
depositor" who, not having access to all essential information, may not be able to

evaluate the soundness of the financial institution where his or her deposits are placed.

? Equivalent in euro of the original limit of 200.000.000 lira as fixed in 1996 by L.D. 659.
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1. The Fund and its member banks

Interventions of the Fund

With the authorisation of the Bank of Italy, the Fund shall intervene:

a) in cases of compulsory administrative liquidation of member banks authorised to
do business in Italy and for Italian branches of EU banks, when the home

country deposit protection scheme has intervened;

b)  in cases of special administration of member banks licensed in Italy.

Possible types of interventions are: reimbursement of depositors (Article 27 of the

Statutes) of member bank in compulsory administrative liquidation; transfers of assets

and liabilities (Article 28 of the Statutes), as an alternative to reimbursement of

depositors; and support interventions (Article 29 of the Statutes), in favour of member

banks in special administration.
The choice between the different types of interventions is based on the least cost

principle.

In the event of intervention, the Fund shall operate on behalf of its members and in
their interest.

The Fund is based on an ex-post contribution system. Therefore, the resources for
interventions are provided by member banks only after the Fund has made a request,

and in the amounts determined by the Fund itself.

Statutory Reports

When it was set up as a voluntary Consortium in 1987, the Interbank Deposit
Protection Fund established a Statutory Reports System based on the periodical data
(Statutory Reports) by all member banks.

These Reports are used by the Fund to: (i) calculate contribution quotas for
interventions and for operating expenses due from each member bank; (ii) determine

each member bank’s votes for the General Meetings; and (ii1) provide rules for the
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member banks to ensure a sound and prudent management. This constantly monitoring

is done to minimise the Fund’s interventions.

As provided for by Article 26 of the Statutes, member banks shall send the following
statistical reports to the Fund: Balance-Sheet Ratios, Contribution Base and any
additional data required by the Executive Committee, with the approval of the Bank of

Italy. Specific time limits are set for both Ratios and Contribution Base.

Member banks are also required to send other kinds of information to the Fund on
the business they conduct. Specifically, according to Article 10 of the By-Laws, banks
shall notify the Fund of any changes to their operating situation within five days from
the decision to adopt changes. Such changes could be: a) placement under special
administration or in compulsory administrative liquidation; b) merger with, or takeover
of, other banks; purchase or sale of assets and liabilities, of a company, of divisions of a
company or of the totality of goods and claims of the institution involved; c) significant
changes in the member's supervisory capital; d) entry into or exit from a banking group;
e) change in corporate form; f) changes in composition of the Board of Directors, the

General Management, or the Board of Auditors’.

Analysis of banking riskiness

The Fund evaluates the riskiness of its member banks through a system of four ratios

referred to three profiles: Risk, Solvency, and Profitability.

Ratios are calculated semi annually or quarterly, depending on the level of risk of the
single member bank.

Three thresholds are set for each ratio; the ratios are divided into four classes,
“Normal”, “Attention”, “Warning” and “Violation”, into which member banks are

rated. To each class is assigned a different coefficient and the sum of these coefficients

3 Art. 10 of the By Laws also provides for the members to communicate updatings for the Statutory
Reports (in case of modifications of their operating situation) to the Fund. In case of takeover or purchase
with other banks, purchase or sale of assets and liabilities of a company, of divisions of a company or of
the totality of goods (paragraph 1, letter b), the member effecting the takeover or purchase must
communicate to the Fund, within one month from the date of the takeover or purchase, the updated data
for the reports required. Failed or belated communication shall entail applicability of the pecuniary
sanctions referred to in article 9, paragraph 2, letter ¢) of the Statutes.
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gives an Aggregate Indicator (Al); on the basis of the value of the Al the bank is given
a rating class of its Statutory Position®.

The Fund informs member banks of their Statutory Position and also supplies
statistical reports comparing the specific situation of the member to those of the all

members.

Information on the indicators can be found in the FITD Statutes and By-Laws.

Technological services and research

The Fund provides member banks with technological services through its web-site
(www.fitd.it). Specific software tools for the Statutory Reports are made available to
member banks. All these services and tools are made available in the reserved area of
the Fund’s web-site. The area is accessible only to members, using a personalised ID
and password. The reserved area also provides access to documents, software updates
and private communications with the Fund.

The Fund carries out research projects on institutional subjects, particularly on credit
risk management and topics connected with IAS/IFRS and Basel 2 regulations.
Currently, the Fund is conducting a comprehensive revision and research into the

system of balance sheet ratios it uses.

1.1 Statutory Reports

According to Article 7 of the Appendix to the Statutes, all data required by FITD are
based, where possible, on the periodic supervisory reports that banks send to the Bank
of Italy.

For this purpose, the Fund uses a Glossary of items that banks report to the Central
Bank though the “Automated Prudential Returns” system, which is based on the

prudential regulations issued by the Supervisor. The Glossary contains aggregates of

* As will be explicited later, with an Al between 0 and 3, the bank Statutory Position is defined “Normal”;
Al between 4 and 5 classifies the bank in the “Attention’class; if the Al goes from 6 to 7 the member is
rated in the “Warning” class; with an Al between 8 and 10 the bank is in “Penalty”; an Al from 11 to 12
the Statutory Position is that of “Severe Imbalance”; finally, an Al higher than 12 classifies the bank in
the “Expulsion” class. In any case, when the Al has a value equal to or higher than 6 Balance-Sheet ratios
are calculated on a quarterly basis instead of semi-annually.

June 2010 12



O Ltint Thposr Ftetion Tt

the Data Dictionary of the Bank of Italy and other specific items the Fund uses for the
calculation of the Balance-Sheet Ratios and the Contribution Base.

Not all the components needed for the calculation of the Contribution Base, which is
communicated by the member banks on a semi annual basis, are codified in items of the
Automated Prudential Returns contained in the FITD Glossary. Further necessary
information is inserted manually by each member bank. The Fund provides its members

with appropriate software for that specific purpose.

As provided for by the Memorandum of Understanding (Protocol) signed between
by Bank of Italy and FITD in March 2001, the Supervisory Authority supplies the FITD
with a dataset on a quarterly basis. This dataset is taken from the Supervisor’s own
official archives and includes the balance-sheet ratios for each adhering bank. Fund uses

this data to assess the statutory position of each Consortium member.

When the Protocol came into force, the FITD Glossary was aligned with the Data
Dictionary of the Bank of Italy, for both aggregates and detailed component items.
Furthermore, over the period 2007-2010 the composition of the aggregates was
regularly revised according to the changes to Supervisory Regulations made for

implementing the international accounting standards IAS-IRFS and Basel 2 rules.

1.2 Frequency of Statutory Reports

The Protocol makes a distinction among the sources of data used for the Statutory
Reports System: the Fund receives data for the Contribution Base directly from member
banks; the Supervisory Authority provides the data needed for calculating the Balance-
Sheet Ratios.

The Contribution Base must be calculated by each member bank and sent to the

Fund twice a year, by 31 December and by 30 June’.

Balance-Sheet Ratios should be communicated as follows: all member banks send
reports on a semi annual basis (31/12 and 30/06); member banks having an Aggregate
Indicator superior or equal to 6 (Statutory Position from Warning to Expulsion) send

reports on a quarterly basis (31/03 and 30/09 in addition to the above dates).
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Currently, Statutory Reports are received indirectly, as member banks are not
required to send anything to the FITD directly. In accordance with the Protocol, banks
send prudential returns to the Bank of Italy, which afterwords creates the specific

dataset needed by the Fund.

Once its calculations are done, FITD communicates Ratios and Statutory Position to

each member posting them in the reserved area of the Fund’s website.

1.3 Reimbursable Funds

The Contribution Base is the key variable used for the calculation of the amount of
member banks’ commitments (paid only in case of intervention) and for the operating

expenses of the Fund.

The contribution quota is based on the portion of each bank’s deposits covered by

the Fund.

Article 25, paragraph 2 of the FITD Statutes identifies the Contribution Base as the
amount of Reimbursable Funds (RF) (as defined in Article 27) in force as of June 30 of

the year in question.

Article 27 of the Statutes, taking into consideration the list in Legislative Decree
659/96, defines Reimbursable Funds and identifies claims eligible for reimbursement

and exclusions.

Paragraph 1 states that “the claims eligible for reimbursement shall be those relating
to repayable funds raised by the members, in Euro and in foreign currency, in the form

of deposits or in other forms, as well as bankers' drafts and equivalent instruments”.
Paragraph 2 lists all the exclusions from FITD protection.
The following shall not be eligible for the protection of the Fund:

a)  bearer deposits and other funds reimbursable to bearer,

b)  obligations and credits deriving from acceptances, promissory notes and
security transactions,

> Deadlines for sending data are as follows: within 31 October for data referred to 30 June of the same
year; within 30 April for data referred to 31 December of the preceding year.
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c)  the banks' equity capital, reserves and other capital elements;

d)  deposits deriving from transactions in whose regard a conviction for the
crimes set forth in Articles 648-bis and 648-ter of the Penal Code has
been handed down;,

e)  the deposits of government departments, regional, provincial, and
municipal governments and other local public bodies;

Y, deposits made by banks in their own name and for their own account, as
well as the credits of banks,

g)  the deposits of the financial companies, of insurance companies, of
collective investment undertakings, and of other companies belonging to
the same banking group,

h)  the deposits of members of the corporate organs and the top
management of the bank or of the holding, even if such deposits are
made through nominees;

i) the deposits, including those made through nominees, of shareholders
holding at least 5 percent of the member's equity capital;

Jj)  deposits in respect of which the depositor has obtained from the member
bank, on a individual basis, rates or terms that have played a part in
damaging the financial position of the bank, as determined by the
commission of liquidators.

Once admissions/exclusions to the protection are identified, the limit of guarantee is

applied. This is fixed at 103.291,38 Euro per depositor® and gives the amount of

Reimbursable Funds.

1.4 Calculation of Reimbursable Funds and conditions on data

As per Article 9, paragraph 1, of the Appendix to the Statutes, the steps for
calculating Reimbursable Funds (RF) are:

a) The total amount of repayable funds raised by each member bank is aggregated

(BC2000Y’;

6 Exceptions occur when a member bank has a branch in a non-EU country. In this case, if a DGS exists
in the host country and the branch is allowed to join it, the limit to apply is the host country one, provided
that it is not higher than the limit provided for by FITD Statutes. Otherwise FITD covers the branch, but
the limit to apply is the lowest one (Topping down) between the host and home country ones.

7 This and the following codes are used internally by FITD for the calculations for the Contribution Base.
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b) The amount of funds excluded from FITD protection is deducted (BC3000);

c) The total amount of eligible deposits (BC4000) is taken as the difference
between the amount of repayable funds sub a) and the amount of exclusions

sub b);

d) Reimbursable Funds (BC5000) are obtained through the distribution of BC4000
and the total number of depositors (BC4400) in the three classes of amounts:
“up to € 20,000”, “from € 20,000 to € 103,291.38” and “more than €
103,291,387,

Calculation of BC5000
Given the distribution of BC4000 and of BC4400 in the three classes.

A)  up to 20,000 euro
B) from 20,000 euro up to 103,291.38 euro
C) more than 103,291.38 euro

BC5000 is obtained by all protected deposits up to 103.291,38 € plus the
number of depositors over 103.291,38 € multiplied for 103.291,38 €:

= BC5000 = (BC4000_A+BC4000_B) + (BC4400_C) *103,291.38

e) The Total RF are obtained by summing the RF of cross border branches
(BC6000) to this item: BC5000+BC6000=BC1000.

Collected data must respect the following two conditions:

a) If BC2000 > BC3000, then BC4000>0 = BC1000>0

with BC1000 < BC4000

b) If BC2000=BC3000, then BC4000=0 = BC1000=0

Once the Total Reimbursable Funds are calculated (BC1000), the amount of RF up
to € 20,000 (BC1100) can be calculated. These are reimbursable within three months in
case of liquidation (Article 27, paragraph 7 of the Statutes).
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This calculation requires the knowledge of both the distribution of the three classes

of amount of protected funds (BC4000) and the number of depositors (BC4400).

June 2010

Calculation of BC1100

Given the previous distribution of amount in the three classes:

A)  up to 20,000 euro

B)  from 20,000 euro up to 103,291.38 euro

C) more than 103,291.38 euro
BC1100 is obtained by the amount of the protected funds of the class up to €
20,000 plus the sum of the number of depositors of classes B and C multiplied
by € 20,000:

= BCI1100=BC4000 A + (BC4400 B+BC4400 _C) * 20,000
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2. The monitoring system of member banks’ riskiness

2.1 Balance-Sheet Indicators

A deposit insurance scheme performs its guarantee function towards depositors by
measuring and controlling member banks’riskiness. For this it would need to have in
place a specific monitoring system. Such a system would enable interventions to

remove verified anomalies and minimise the costs of possible banking crises.

Following this principle, the FITD constantly monitors the overall situation of all its
member banks through a Balance-Sheet Indicators system, consisting of four ratios

referenced to three risk profiles: Asset Quality, Solvency and Profitability.

Asset Quality Profile (A1)

The Balance-Sheet ratio A1 measures the capacity of a bank to absorb potential
losses without risk of insolvency.

The risk of loss is given by the ratio of Bad Debts to Supervisory Capital.

Indicator A1 is calculated as follows:

Bad Debts (net of adjustments)
Supervisory Capital

Al =

The numerator is the amount of Bad Debts relating to ordinary clients, which is
recorded in the supplement to the financial statement of the bank and sent to the Bank of
Italy in the prudential returns on balance-sheet data. The amount is computed net of all

related adjustments.

In the case of indicator Al, it is important to consider banks’ time schedule for
sending data to the Supervisory Authority. Banks must send data on the balance-sheet
value of bad debts to the Bank of Italy on a semi-annual basis, on 31 December and
30 June. Supervisory capital is sent on quarterly basis (31 December, 31 March, 30 June

and 30 September).

For banks subject to evaluation of their statutory position on a quarterly basis, the

ratio is computed as follows: the numerator, amount of net bad debts, is that recorded
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for the previous quarter (31 December or 30 June), whereas the denominator is the

supervisory capital as on the specific date of record (31 March or 30 September).

Solvency Profile (B1)

The aim of indicator B1 is to provide a measure of the bank’s capital: it is the
minimum supervisory capital requirements the Supervisory Authority requires for the

development of the banking activity.

Ratio B1 is calculated as follows:

Bl = Supervisory Capital, including tier 3

Supervisory Capital Requirements

On compilation of the aggregates that constitute this indicator, please see the
Instruction for data compilation on supervisory capital and prudential coefficients®.

Note that the numerator is supervisory capital plus tier 3 elements.

Profitability Profile (D1) (D2)
The third profile has two ratios based on the financial statements.

Indicator D1 underlines an aspect of the ordinary business of the bank; it evidences
both the coverage, through the Gross Income, of costs of the typical banking activity

and the ability to meet possible extraordinary expenses.

Indicator D2 measures Loan Losses on Profit before Tax.

These two indicators have the following composition:

D1 = Operating expenses

Gross Income

D2 = Loan Losses (net of recoveries)
Profit before Tax

The calculation of Gross Income and the Profit before Tax include interests arising

from Bad Loans.

¥ Circular letter of Bank of Italy n. 155 of 18/12/1991 and following updates.
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Indicator D2 is calculated only in case the numerator and the denominator are both

positive. Otherwise, the following scheme shall be applied for the Aggregate Indicator

calculation:
Numerator Denominator Coefficient
Positive Positive Depends on the value of the ratio
Negative Positive 0
Negative Negative 0
Positive Negative 4
Zero Pos/Neg 0

After the statutory reform of 2004, the previous scheme was integrated with the
prevision of a coefficient equal to zero to be assigned when a null numerator
corresponds to a negative or positive denominator. The coefficient to be assigned when

both numerator and denominator are negative has been changed from 4 to 0.

2.1.1 Specific aspects

Non-EU branches belonging to the G-10 group

Art. 2, paragraph 2 of the FITD Statutes requires mandatory membership for non-EU
banks’ branches operating in Italy, unless they are members of an equivalent deposit

guarantee system in their home country.

The Bank of Italy is the authority that decides whether the foreign deposit insurance
system is to be considered equivalent or not. However, this principle of equivalence is
not in evidence in any of the branches of non-EU Banks currently operating in Italy.

Consequently, they are formally invited to adhere to the FITD.

There are some specific aspects that should be taken into consideration when dealing

with non-EU banks’ branches.

Some of these branches, namely those belonging to the countries of the G-10 group,
are not required to send to the Bank of Italy data relating to minimum -capital
requirements, since these banks are already required to respect minimum supervisory
capital requirements set by the home country Supervisory Authority. As a result, FITD
indicator B1 “Supervisory Capital Purposes / Supervisory capital requirements” can

not be calculated.
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However, these branches have to report data relating to the financial statements to

the Bank of Italy annually, and not semi annually as the case for Italian banks.

For these reasons, the Fund considers that branches of non-EU Banks, because they
are exempted from sending data on minimum capital requirements to the Bank of Italy,
are also exempted from the calculation of indicator B1. Accordingly, they are rated in

the “Normal” class for this ratio.

With regard to the Profit and Loss account, not having semi-annual data, only data
referred to the whole financial year can be considered, thus, end December data is used

for the following end June calculations.

Newly established banks and CB equal to zero

Two exceptions have been introduced in the normal procedures of coefficients

attribution for the calculation of the Aggregate Indicator.

The first concerns newly established banks. In their case, to calculate the Aggregate
Indicator as provided for in Art. 6, paragraph 5, Appendix to the Statutes’, a coefficient
equal to 1 will be applied, during their first year of activity, or for no more than three
normal reporting periods in case of Warning or Violation in the D1 (Operating expenses

/ Gross Income) and D2 (Loan Losses (net of recoveries)/ Profit before Tax) ratios,

This exception is made because a newly established bank may present (in its first
year of activity) a physiological imbalance as far as profitability ratios are concerned,
linked to early costs of operating (or structural) expenses that are not yet covered on the

profit side, because the bank is still not in full activity.

For a bank joining the Fund and starting to operate prior to a date of record (31
December or 30 June), the exception extends to three ordinary Statutory reports; on the
other hand, for a bank joining the Fund before a date of record and starting its activity
after that date of record, the exception is applied for a year beginning from the date the

activity begins.

9 Art. 6, paragraph 5 of the Appendix to the Statutes: “a coefficient equal to one will be applied to newly
established banks during their first year of activity or for three normal reporting periods in case of
Warning or Violation in the D1 and D2 indicators, to figure out the Aggregate Indicator.”
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The second exemption' refers to banks with Contribution Base equal to zero.

It consists in the application to the Asset Quality and Profitability ratios of the

coefficient of the “Normal” class, independently to their value In this way, for the

purpose of determining the Statutory Position, only the Capital adequacy ratio (B1) is

taken into consideration.

The derogation ratio comes from considering that member banks with CB equal to

zero, from the Consortium point of view, have a null weight and, therefore, their

riskiness can be considered to be insignificant; because Reimbursable Funds are equal

to zero, also the variable quota is null and riskiness is uninfluent.

2.3 Thresholds and present classes

Three thresholds are set per each indicator. Four classes correspond to these

thresholds in which the ratio may be located.

The following table shows the thresholds in force:

Ratios and Thresholds

Normal

Attention

Warning

Violation

Indicator Al: Bad Loans (net of
adjustments) / Supervisory Capital

Up to 20%

from 20% to 30%

from 30% to 50%

More than 50%

Indicator B1: Supervisory Capital
/Supervisory Capital Requirements

More than 110%

between 100% and
110%

between 90% and
100%

inferior to 90%

Indicator D1: Operating Expenses/
Gross income

Upto 70 %

Up to 80 %

Up to 90 %

More than 90 %

Indicator D2: Loan Losses /Profit
before tax

Up to 40 % or
Loan losses <=0

Up to 50 %

Up to 60 %

More than 60 % or
Profit before Tax <0

Each class has a corresponding coefficient:

« Normal

o Attention
« Warning

« Violation

Al

0

B1

0

D1 D2
0 0
1 1
2 2
4 4

19 Art. 6, paragraph 6 of the Statutes, as introduced by the Statutory modification of February 2004.
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2.4 The Aggregate Indicator and the statutory classes
The sum of the coefficients of each ratio defines the Aggregate Indicator (Al).

Article 2 of the Appendix to the Statutes sets down that the Statutory Position is
determined according to the following scheme, depending on the value of the Aggregate

Indicator:

Value of Aggregate Indicator Statutory Position
from 0 to 3 Normal
from4 to 5 Attention
from 6 to 7 Warning
from 8 to 10 Penalty

from 11 to 12 Severe Imbalance
more than 12 Expulsion
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3. Contribution quotas

3.1 Proportional quota of contribution

For each bank, the proportional quota of the contribution base, expressed in
thousandths, is given by the individual contribution base over the Total Reimbursable

Funds.

Contribution Base
. 1000 = Proportional quota (in thousandths)

Total Reimbursable Funds

Proportional quotas, expressed in thousandths, are used to determine the voting rights

at the Annual General Meeting.

Two correction methods are applied to adjust this proportional quota. The regressive
mechanism, as provided for in Article 14 of the Appendix to the Statutes, and the
Weighted Average Aggregate Indicator (WAAI) may increase or decrease in percentage

the proportional quota.

3.2 The Regressive mechanism

The Regressive Correction Method modifies the proportional quota using an
increasing/decreasing percentage inversely linked to the size of the bank, expressed by
the amount of its contribution base.

Through this first correction mechanism, the biggest banks get a reduction of the
proportional quota (whose amount shall be divided among those banks that have the

lowest contribution base), while the smallest banks get an increase.

The percentage of increase and decrease of the proportional quotas shall vary from a
maximum of +7.5 % to a minimum of -7.5 %; these two bounds shall be applied to the
bank with the lowest proportional quota and to that with the highest, respectively.

It is from the distribution of proportional quotas, expressed in thousandths, that the
equilibrium quota (or equilibrium point) is calculated. This is the contribution quota (in
thousandths) in correspondence of which the sum of increases is equal to the sum of

decreases (Article 14 paragraph 2 of the Appendix to the Statute).
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Once the equilibrium point is determined through an iterative procedure'!, the
following formulas are used to calculate the percentage decrease/increase for the

member banks with the proportional quotas included between the minimum and

maximum recorded.

The formula for the calculation of the decreasing percentage is the following:

15% :(d-H)=x:(c-1)

hence, forc > f
x=-75%*(c-f)/(d-1)

The formula for the calculation of the increasing percentage is:

+7.5% : (f-e)=x:(f-¢)

hence, forc <f
x=+75% *(f-c)/(f-e)

where:

¢ proportional quota, in thousandths, of the bank’s contribution base;
d =

proportional quota, in thousandths, of the highest contribution base recorded in the system on
the date of record;

proportional quota, in thousandths, of the lowest contribution base recorded in the system on
the date of record;

equilibrium quota, that is the proportional quota of contribution base that does not suffer from
any increase or decrease.

The regressivity function, derived from the distribution of the corrections referred to

each proportional quota of contribution base, is composed by two straight lines, as
shown in the following graph:

o the line of decrease is defined by the continuous function:

% of Decreasing = a + [ Proportional quota

! This proceeding consists on a set of evidences made for determinating the point of equilibrium quota.
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for which, according to the above formula:

/ and f=-7,5%- 1 .
f d

a=+7,5%-
d

o the line of increase is defined by the continuous function:
% of Increasing = a’ + 3° Proportional quota

for which, according to the formula

a’:+7,5%-ff and f' =-7,5%- ! .

—e f—e

The Proportional Quota, adjusted to the regressive mechanism, gives a Regressive

Quota, expressed in thousandths.

Regressive Mechanism

8.00+7.5
7.00
6.00
5.00
4.00
3.00
2.00

1.00

0.00 ‘h\
-1.00

-2.00 ~

-3.00 *.

-4.00 ‘\‘

-5.00 ~e.
-6.00 -7.5

-7.00 ~e ‘
-8.00

Correction %

0 10 20 30 40 50 60 70 80 90 100

Proportional quota of CB (in thousandths)

3.3 The Weighted Average Aggregate Indicator

The second correction method, which is applied to calculate quotas both for
intervention and operating expenses, is linked to the bank riskiness in Balance-Sheet

ratios, namely to the value of the Aggregate Indicator.
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A Weighted Average Aggregate Indicator (WAAI) is calculated, based on the
previous three six-monthly Balance-Sheet ratios reports that the bank has submitted to
the Fund (Article 4 of the Appendix to the Statutes); the system of weights used is based

on the attribution of a bigger weight to the closest Report in terms of time.

When the WAAI is:

v’ greater than 3, the bank's contribution quota shall be increased,
proportionally to the WAAI value;

v’ greater than 0 and less than or equal to 3, the bank shall retain
its contribution quota unchanged;

v equal to 0, the bank shall benefit from a reduction in its
contribution quota, commensurate with the total amount of
increases.

Example of Weighted Average Aggregate Indicator calculation

The table below summarises the Statutory Position of Bank Y for 3 dates:

Date Aggregate Indicator [a] Weight [b] [a] * [b]
30/06/2001 3 1 3
31/12/2001 5 2 10
30/06/2002 5 4 20
7 33
Average Aggregate Indicator =33/7 = 4.1

Bank Y shall be given an increase of 4.71 percent of its quota for interventions.

For example: if the member bank has a regressive quota equal to 8, after the
application of the correction mechanism based on the WAAI, this quota would be

increased by 4.71 percent, corresponding to a correction of 0.38 thousandths:
Contribution Quota (in thousandths) = Regressive Quota (in thousandths) * (1 + 0.0471)

Contribution Quota (in thousandths) = 8 * (1.0471) = 8.38 thousandths

For the decrease in the contribution quota for banks having a WAAI equal to
zero, the sum of all the increases should be considered and divided among banks

in question, proportionally to their contribution base.
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Presuming that the increase suffered by Bank Y has to be divided among banks
with an Average Aggregate Indicator equal to zero, namely Banks W and Z,

which have a BC quota as follows:
BANK W with CB quota (in thousandths) equal to 100;
BANK Z with CB quota (in thousandths) equal to 5.

The hypothesis is that the remaining banks have an Al higher than 0 and less
than or equal to 3.

As a result:

Bank W shall benefit from a decrease of its quota for interventions (from 100 to

99.638):

Contribution Quota Correction (in thousandths) = -0.38 * (100/(100+5)) = -0.362

thousandths
Also Bank Z shall benefit from a decrease of its quota (from 5 to 4.982):

Correction Contribution Quota (in thousandths) = -0.38 * (5/(100+5)) = -0.0018
thousandths

3.4 Contribution quotas for operating expenses

The Interbank Deposit Protection Fund is a non profit private-law mandatory
Consortium. The financial resources for the pursuit of its mandate are provided by the
Consortium members (Article 1 of the Statutes), given the budget for operating
expenses proposed by Board (Article 11, Paragraph 2 of the Statutes) and approved at
the Annual General Meeting.

The amount contibuted for operating expenses by each member bank is composed of
a minimum amount (fixed quota), decided at the General Meeting '* every year, and by a
variable quota commensurate to the bank’s contribution quota expressed in

thousandths.

In order to calculate this variable amount, regressive quotas expressed in thousandths

and adjusted on the basis of the AAI are used.

"2 For 2008-2010 the General Meeting settled the amount of the fixed quota at 4.000 Euro.
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The total amount to be divided among all member banks according to a variable and
proportional measure of the contribution quota is equal to the difference between the
estimated total budget, approved by the General Meeting, and the total of all fixed

quotas (number of member banks by the amount of the minimum quota).

The Fund may require payment on account for operating expenses, even prior to the
approval of the draft budget for the financial year, the amount of which shall be adjusted
by the end of the same year. Any surplus shall be retained by the Fund as an advance on
the operating expenses for the subsequent year (Article 22 of the Statutes).

From the financial years 2003-2004, member banks were required to pay a single
account during January-February, including: the fixed quota, part of the variable quota

and the settlements of the previous year calculated on the basis of the final balance".

The Fund requires from its member banks the payment of the operating expenses
through the issuing of debit notes to which VAT shall not be applied".

The collection of all debit notes issued by the Fund, or the payment of possible credit
notes, are carried out through interbank channels by Banca Nazionale del Lavoro, which

acts the treasury with responsibility for transactions.

3.5 Contribution quotas for intervention commitments

As provided for by the Statutes (Article 21), the total amount of money that the
members undertake to make available to the Fund for interventions shall be established
by the General Meeting, at the Board’s proposal, between 0.4 percent and 0.8 percent of

the Reimbursable Funds of all the member banks on June 30 of the previous year".

These resources have a virtual nature. The Fund asks banks for resources only at the
moment of the effective disbursement in favour of a member bank in crisis. As long as
this condition does not occur, resources for interventions are just a commitment, carried

in commitment accounts of the Balance Sheet of the member banks and the Fund’s.

13 Before 2003, it was used to require two accounts: a first one in February/March and a second around
June; then the settlement, calculated on updated data of contribution base, in November/December.

'* In 1998, the Ministry of Finance admitted a claim presented by the Fund, recognising the non
commercial nature of the depositors guarantee activity and, consequently, the insignificant value of VAT.

'S Whenever, due to interventions, the amount of resources is less than 0,4% of the total Reimbursable
Funds, the minimum percentage would be restored within four years.
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The Offices of the Fund calculate and communicate to the Consortium members the
contribution quotas for intervention commitments on a yearly basis, referring to
December 31, or more frequently, if variations occur.

The Fund uses data referred to the previous 30 June in order to calculate quotas for

intervention commitments.

The contribution quota of each member bank is calculated for each individual
intervention, with the same methodology described for the calculation of the

commitment quotas, using the most recent available data at the date of the intervention.

These contribution quotas are used for any further disbursement or recovery related

to the same intervention (Article 11 of the Appendix to the Statutes).

In the event of a merger between two or more members, their respective quotas shall

be summed.

In the event of expulsion, recession or compulsory administrative liquidation, the

member bank shall not participate in disbursements the date of expulsion, recession or
liquidation, and its quota shall be proportionally among all the other members that took

part in the intervention.
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Appendix: Terminology

A
Adverse selection

The tendency of higher-risk banks to opt for deposit insurance and lower-risk banks to opt-
out of deposit insurance when membership in a deposit insurance scheme is voluntary.

B
Bank run

A rapid loss of deposits precipitated by fear on the part of the public that a bank may fail
and depositors may suffer losses.

Bilateral Agreement (BA)

“Where a branch applies to join a host Member State scheme for supplementary cover, the
host Member State scheme will bilaterally establish with the home Member State scheme
appropriate rules and procedures for paying compensation to depositors at that branch”. The
guiding principles in Annex II of the Directive “shall apply both to the drawing up of those
procedures and in the framing of the membership conditions applicable to such a branch (as
referred to in Article 4 (2))”;

BC2000

Aggregated figure used by Fitd, corresponding to all “claims eligible for reimbursement”,
relating to “repayable funds raised by members, in Euro and foreign currency, in the form of
deposits or in other forms, as well as bankers' drafts and equivalent instruments” (as defined
in the Statutes, Article 27, paragraph 1);

BC300

Aggregated figure used by Fitd, corresponding to all claims excluded from the protection of
the Fund (Statutes, art. 27, par. 2);

BC4000

Aggregated figure used by Fitd, corresponding to all “claims eligible for reimbursement”
not excluded from protection (i.e. the portion of claims resulting when BC3000 is deducted
from BC2000);

BC1000

Aggregated figure used by Fitd, corresponding to total Reimbursable Funds (i.e. the
amount of insured deposits resulting from the distribution of BC4000 and the total number
of depositors for classes of amount. See formulas, page 12);

Blanket coverage
Unlimited coverage extended by governments in crisis times;
Branch

A place of business which forms a legally dependent part of a credit institution and which
conducts directly all or some of the operations pertaining the business of credit institutions;
any number of branches set up in the same Member State by a credit institution which has
its head office in another Member State shall be regarded as a single branch;
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C
Co-insurance

(Directive 94/19/EEC, Art. 7, par. 4) “Member States may limit the guarantee provided for
in paragraph 1 or that referred to in paragraph 3 to a specified percentage of deposits. The
percentage guaranteed must, however, be equal to or exceed 90% of aggregate deposits until
the amount to be paid under the guarantee reaches the amount referred to in paragraph 1.
Thise clause was deleted by Directive 2009/14/CE, which amends Directive 94/19/CE with
regards to the level of coverage and the payout limit;

Contagion

The spread of an individual bank run to several other financial institutions;
Contribution Base

Amount of Reimbursable Funds in force as of 30 June of every year;

Contribution quota/s

Criteria of sharing the cost of interventions and operating expenses between the individual
members;

Contribution system

or funding mechanism, i.e. the way the DGS raises premiums, distinguishing between
funding before or after the intervention (ex-ante, ex-post, mixed); see funding or financing;

Covered deposits

(or guaranteed or reimbursable or repayable) => amount of deposits obtained from
eligible deposits (i.e. deposits net of all provided exclusions) when applying the level of
coverage provided for in the national regulation;

Cross-border

The allocation of responsibility for deposit guarantee amongst EU member states follows
the home country principle, in line with the division of responsibilities for prudential
supervision. In this setting, host countries are exposed to the banking risk that may arise
from foreign branches and subsidiaries due to a crisis of the parent bank, without any
adequate line of defence. Currently there is a very limited cross-border cooperation between
DGS. The current setting of the Directive provides that, in case the host country has a higher
level of coverage, the bank is allowed to joint the host scheme for topping up. In practice,
there are many obstacles to the functioning of such arrangements, including different legal
systems and different rank of DGS in insolvency procedures.

D
Deposits eligible for coverage (eligible deposits)
See insured deposits;
Directive

Directive 94/19/EEC on deposit guarantee schemes (and following amendaments: Directive
2009/14/EC of European Parliament and the Council of 11 March 2009 amending Directive
94/19/EC on deposit-guarantee schemes as regards the coverage level and the payout delay);

DGS

Deposit Guarantee Scheme (also referred to as DIS => Deposit Insurance Scheme);
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E
Eligible deposits (or eligible for coverage or insured or protected)

deposits entitled to repayment by the guarantee scheme under its national law, i.e. total
amount of deposits held by protected depositors, in compliance with all the exclusions
provided for in the national legislation, before the coverage limit is applied;

Ex-Ante

Contribution system where premiums are paid in advance to create a Fund that may be used
quickly in case of intervention;

Ex-Post

Contribution system where premiums are paid after the intervention decision, thus, banks
have only a committement in case of inervention;

Excluded deposit/s
Eligible claims excluded from the protection of the Fund (see Fitd Statutes, art. 27, par. 2);
Exit strategy

in the current crisis, governments and other public authorities have expanded their roles
when addressing the problems that markets were unable to solve, widening some elements
of the safety-net. Exit strategies need to be planned and put in practice to exit from unusual
government-provided guarantees;

F
Foreign bank

A foreign-bank subsidiary is incorporated as a separate entity in the host country. A foreign-
bank branch is an extension of the foreign bank itself into a host country. Foreign-bank
branches and subsidiaries may be subject to different rules and supervised differently by a
host country;

Funding (or financing)

methods used by a Scheme for raising funds. According to the Directive, DGS are
principally funded by banks paying contributions to them. Currently, the level of funding
and the funding mechanism is very different within the EU, given the fact that in 21
member states funding is ex-ante and contributions are paid in advance on a regular basis,
while in other 6 ex-post systems are in place and banks only contribute after a failure.

G
Guaranteed deposits

see covered deposits (or Reimbursable Funds or Contribution Base);
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H
Home Country Control

Base principle of regulamentation on the EU financial intermediaries, consisting in the
power of the home country Supervisory Institution to control the home banks operating in
European Countries. The host countries accept this power and recognise the Authority of the
host Supervisory. From a DGS perspective, this principle implies that deposits of credit
institutions headquartered in the member state are covered by the home country DGS, while
deposits at foreign subsidiaries are covered by the DGS of the host country;

I
Insured deposit/s

See also eligible deposits;

L

Lender-of-last-resort function (LLR)

The provision of liquidity to the financial system by a central bank;
Level of coverage

limit applied by a DGS for protecting deposits;

M
Mandate (of a DGS)
extent of powers and responsibilities of a DGS;
Minimum harmonised coverae

20.000 euro per depositor, increased up to 50.000 euro by Directive 2009/14/CE amending
Directive 94/19/CE as regards the level of coverage and the payout delay (see Directive
2009/14/EC);

Monitoring system

The system to evaluate Banking Riskiness of member banks, based on balance sheet
indicators, even used to correct the contribution quotas;

Moral Hazard

The incentive for additional risk taking that is often present in insurance contracts and arises
from the fact that parties to the contract are protected against loss;

N
Netting/netting arrangements

This refers to the reduction of an accoun tholder’s insured deposits by the amount of
outstanding loans in a failed institution or the reduction of an account holder’s outstanding
loan by the amount of deposits above the coverage limit;
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P
Payout delay

time limit provided for by the DGS Directive for reimbursing deposits. Directive 94/19/CE
stated that deposits must be paid out within 3-9 monthes after a bank failure. Directive
2009/14/CE, amending Directive 94/19/CE, provides for a payout time limit equal to 20
days plus other 10 days in exceptional circumstances. This provision is to be implemented
by the end of 2010;

Pricing (of guarantees)

levying fees on banks for the guarantees on deposits or other parts of their balance-sheet
(also in the case of extra government-supported insurance);

Protected deposit/s

see eligible deposits;

Q
Quota

See contribution quota;

R
Reimbursable Funds
As defined in Article 27 of the Fitd Statutes;
Risk based contribution
The contribution’s correction method based on the monitoring system;
Risk minimiser
A deposit insurer with the powers to reduce the risk it faces. These powers may include the

ability to control entry and exit from the deposit insurance system, asses and manage its
own risks and may conduct or request examinations of banks;

S
Safety net

In a financial system it consist of the Central Bank, the Supervisory Institution, the Lender
of Last Resort and the Deposit Insurance Scheme;

Scope of coverae
what is covered by the DGS guarantee;
Set-off

It refers to situations where the claim of a creditor in an insolvent bank (for example, a
deposit) is deducted from a claim of the bank against the creditor (for example, a loan);

Systemic risk

A risk that has implications for the general health of the financial system and can have
serious adverse implications for financial stability and overall economic conditions;
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Stress test

In general terms, the capability of DGS to deal with payout situations should be guaranteed.
Stress testing refers to a methodology used to determine the stability of a system, which is
tested beyond its normal operational capacity, often to a breaking point, in order to observe
the results. From a DGS perspective, a stress test would consist of a scenario exercise,
which aims at showing whether a DGS is capable to comply with the legislative
requirements.

Subsidiary

A branch with the host country legal form which is consequently obliged to adhere to the
local DIS;

T
Target ratio

It is espressed by the ratio between the amount of the fund and the total amount of the basis
in terms of which contributions are calculated;

Topping-Up

(Directive, Article 4) “Where the level and/or scope, including the percentage, of cover
offered by the host Member State guarantee scheme exceeds the level and/or scope of cover
provided in the Member State in which a credit institution is authorized, the host Member
State shall ensure that there is an officially recognized deposit-guarantee scheme within its
territory which a branch may join voluntarily in order to supplement the guarantee which its
depositors already enjoy by virtue of its membership of its home Member State scheme. The
scheme to be joined by the branch shall cover the category of institution to which it belongs
or most closely corresponds in the host Member State”.
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