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The aim of this article is to identify systemically important banks on a European scale, according the
criteria proposed by supervisory authorities. In this study, we discuss the analytical framework for
identifying and benchmarking systemically important financial institutions. We selected a group of 36
largest banks in Europe and analyzed their risk indicators, i.e.: leverage, liquidity, capital ratio, asset
quality and profitability, as a source of systemic risk. The aim of the study is to find out whether the
size of an institution generates higher systemic risk. We find that risk indicators of excessive debt,
liquidity, capital adequacy and effectiveness for the largest commercial banks in Europe do not differ
from the average across Europe.
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1. Introduction

The crisis of 2007-2008 revealed a serious lack of information on the size
and condition of financial markets and institutions at the sector level. It turned
out that supervisory authorities do not have sufficient sources to identify global
markets and mega financial institutions of systemic importance — Systemically
Important Financial Institutions (SIFIs). The identification of systemically
important institutions has become a priority for regulatory authorities but the
problem turned out to be more difficult than previously thought. Statements
by practitioners and academics present the position that the amount of assets
is not the only prerequisite for the systemically important institutions cate-
gory. Cooperation between the Financial Stability Board, the Committee on
the Global Financial System, the Basel Committee on Banking Supervision,
the Committee of Payment and Settlement Systems aimed to identify global
systemically important institutions, and thereby reduce systemic risk.

Under the Basel III Accord, banks identified as systemically important
are subject to higher capital, asset quality, liquidity and leverage ratio requ-
irements (EMEA, 2014). Systemically important banks that issue more secu-
red debt will have less flexibility as regards selling off assets during a crisis
period. The increases in leverage meant that banks could expand faster and
to a greater extent than would have been possible had they maintained the
same capital ratios. The internal models and risk weighting (of Basel II)
allowed banks to increase leverage, which led to lower resilience. This lack
of external monitoring gives rise to the agency problem, which allows bank
managers to record relatively high rates of return on equity. The literature
has shown that this leads to managers pursuing growth and taking excessive
risk (Liikanen, 2012). According to the research by Demirgii¢-Kunt and
Huizinga, liquidity gaps may appear in funding some specific business lines.
For example, the parent bank may provide funding using the group’s inter-
nal capital market. But these intra-group transactions tend to be subject to
strict limits (Demirgiic-Kunt and Huizinga, 2011). Cornett et al. (2010) ask
the question whether risk management information is adequate to monitor
the aggregation of risks to give early warning indicators.

The BIS report (2013) presents a set of principles to strengthen banks’
risk data aggregation capabilities. Effective implementation of the rules is
expected to enhance risk management and decision-making processes at
banks. In October 2014, the European Commission adopted a delegated
act to calculate the banks’ contributions to the national resolution funds,
according to a bank’s size and risk profile (EC, 2012), (FSB, 2012).

On the other hand, the regulatory expert group has considered whether
there is a need for structural reforms of the EU banking sector. The main
demands of the group are: assign trading activity to a separate legal entity;
strengthen boards and management in banks; improve risk disclosure, promote
the risk management function and strengthen sanctions (Liikanen, 2012).
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Given the above doubts, the study is to compare the risks taken in the
largest banks (in terms of total assets) with those taken by other banks
in Europe. In the study, a hypothesis was put forward that the risk taken
by the largest banks in Europe is not higher than in other banks. There-
fore, we should pay special attention to smaller banks which, operating as
a group, may contribute much more to the instability of the banking sector.
A more important aspect will be the risk of SIFIs substitutability of their
services and international relations, in the light of the potential danger of
bankruptcy of one of the largest banks.

The rest of the paper is organized as follows. In section 2, we present
a SIFI definition and terminology. In section 3, we show research metho-
dology. In section 4, we calculate the risk ratio for the largest banks in
Europe and discus the results. Finally, section 5 contains conclusions.

2. The concept and role of systemically important institutions

In recent years, the doctrine of a bank “too big to fail” has been based
on the belief that some banks should receive funds in the event of risk of
bankruptcy because of their size and importance of the financial sector.
This is due to the belief that the collapse of one bank could cause serious
disturbances in the functioning of the financial system. The existence of
an institution whose activities have a significant share in the domestic or
international market means that any disruption of the functioning of the
entity prevents proper functioning of other entities. This, in turn, cau-
ses accumulation of systemic risks and problems with public finances of
countries.

The reason for the introduction of the above-mentioned categories of
mega-institutions are:

— the phenomenon of financialization of the economy, i.e. separation of
cash transactions from material goods and services markets within the
meaning of real economic transactions,

— risks generated by Too Big to Fail (TBTF) institutions.

Until September 2008, the general principle of Too Big To Fail was
valid in relation to global capital groups — too big to fail or being able to
finance their liquidation. The costs of bankruptcy of systemically important
institutions are so high that they cannot be covered by public finance of
the home or host country.

The concept of systemically important institutions emerged following the
deliberations aimed at identifying the situations and financial institutions
which may lead to the materialization of systemic risk. Mega-institutions
have such a large network of connections that their bankruptcy would cause
a significant disturbance of the whole financial system.

A proposal for the concept of systemically important institutions is pre-
sented in Table 1 Weistroffer (2011).
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Participation in disturbances

Dimension Contributing to systemic risk .
transmission
Systemic marginal part in disturbances, expected participation
significance controlled bankruptcy of institutions in the

materialization of systemic risk;
losses for the bank’s customers

Risk measures

— the share of interbank
liabilities
— liquidity and maturity of assets

— correlation with assets value
— leverage
— risk absorption capacity

— the effect of transmission of
contagion risk, volatility of asset
prices in different markets

Macroprudential | - taking into account the costs | ability to survive systemic
Policy of bankruptcy events
— avoiding moral hazard
behavior

Table 1. Conceptual dimensions of systemically important financial institutions. Source:
own study based on Weistroffer (2011).

Systemically important institutions are those whose impact can have
negative effects on the functioning of the financial system on an interna-
tional scale.

2.1. Criteria for the classification and categories of systemically
important institutions

Given the lack of a clear definition of systemically important institutions,

a market benchmark has been considered as a quantification of the size that

might indicate the existence of systemic risk. It seems that this indicator should

be fairly stable in the face of daily market volatility and be used to define

a long term strategy. At the same time, it should encourage the boards to

use prudential norms and not to take steps leading to manipulation.
According to the literature and guidelines issued by the Financial Stabi-

lity Board (FSB) and the Basel Committee on Banking Supervision (BCBS),
basic indicators of danger of systemic risk can be identified based on the
following criteria:

— size (the total value of the position calculated for the purposes of the
leverage ratio under Basel 111 in relation to the total of positions),

— international links (the sum of receivables/liabilities from financial insti-
tutions relative to total receivables from all banks),

— degree of substitutability of services and infrastructure (the value of
assets that the bank holds in custody as a depositary with respect to
their value for all banks included in the study),

— complexity (nominal value of OTC derivative transactions, the value of
assets in the trading book),

— transjurisdictional activity — foreign receivables/liabilities to the claims
of all banks included in the survey (BIS, 2011, pp. 4-10).

28 DOI 10.7172/1644-9584.48.2



The analytical framework for identifying and benchmarking systemically important financial institutions. ..

The methodology involves the use of 20% weight for each of the indi-
cators.

The size of Systematically Important Financial Institutions

Frequently, the size of assets, equity, and market turnover are adopted
as measures to determine the meaning of a mega-institution. According
to the typology adopted by the ECB, large banks are regarded as those
with an asset size greater than 0.5% of the consolidated total assets of the
banks of the European Union. Table 2 provides a summary of the banks
in Europe (from the group of the 100 largest banks in the world accor-
ding to BIS) with the greatest relationship of the share of assets to gross
domestic product. This means that in other countries there are no banking
institutions of such big sizes. It should be noted that in all these countries
the share of large banks is more than half of the assets of the banking
system, which can be an important source of risk in the context of systemic
risk. This statement also reflects the strong processes of consolidation of
the banking system in developed countries of Europe and the dominance
of large institutions. Nearly 30% of the total number of banks in each of
the analyzed developed countries are capital banking groups (see Table 2).
Descriptive statistics for the selected group of the largest banks in Europe
are presented in Appendix 1.

2 |28 | 2~
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2 |55 | 3G

No Bank Country = S S
2 |2E8E| 2F

2 |352| 3
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1 | Deutsche Bank Germany 2822 76.9 81.1
2 |HSBC UK 2652 27.8 | 108.1
3 | Barclays UK 2545 26.7 | 103.8
4 | BNP Paribas France 248 39.3 91.5
5 | Crédit Agricole S.A. France 2269 35.9 83.7
6 | Royal Bank of Scotland Group UK 2208 232 90.0
7 |Banco Santander S.A. Spain 1627 50.7 | 116.4
8 | Société Générale France 157 24.8 579
9 |ING Netherlands | 1558 90.2 | 194.2
10 |Lloyds Banking Group UK 15 15.7 61.2
11 |UBS Switzerland | 1478 57.5 | 238.0
12 | UniCredit Ttaly 1202 45.0 58.2
13 | Credit Suisse Group Switzerland | 1092 425 | 1759
14 | Nordea Bank Sweden 892 479 | 1624
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15 | Commerzbank Germany 847 231 24.3
16 |Intesa Sanpaolo Italy 839 31.4 40.6
17 |Banco Bilbao Vizcaya Argentaria S.A. | Spain 784 244 56.1
18 | Standard Chartered UK 624 6.6 25.5
19 | Danske Bank Denmark 590 | 100.0 | 183.6
20 | Dexia Belgium 518 59.0 | 104.2
21 |DnB ASA Norway 397 | 100.0 79.1
22 | Bankia S.A. Spain 392 12.2 28.0
23 | Svenska Handelsbanken Sweden 365 19.6 66.5
24 |KBC Belgium 360 41.0 72.4
25 | Skandinaviska Enskilda Banken Sweden 341 18.3 62.0
26 | Banca Monte dei Paschi di Siena Ttaly 292 10.9 14.1
27 |Erste Group Bank Austria 271 58.5 66.1
28 | Swedbank Sweden 263 14.1 479
29 | Banco de Sabadell S.A. Spain 210 6.5 15.0
30 | Banco Popular Espanol S.A. Spain 199 6.2 14.3
31 |Bank of Ireland Ireland 199 54.9 94.8
32 | Raiffeisen Bank International Austria 192 41.5 46.9
33 | SNS Reaal Netherlands 169 9.8 21.1
34 | Banco Popolare Italy 168 6.3 8.1
35 | UBI Banca Italy 168 6.3 8.1
36 | Allied Irish Banks Plc Ireland 163 45.1 78.0

Table 2. The list of the largest banks in Europe (from the group of the 100 largest banks
in the world): the value of assets in the domestic banking system and GDP. Geographical
breakdown, as of the second quarter of 2012. Source: own study based on BIS database.

This is the approach of the Financial Stability Board and the Bank for
International Settlements annually updating the statistics for 100 largest
banks in the world. For comparison purposes, these values are presented
as an indicator relative to GDP or market capitalization. Undoubtedly, the
size of an institution is an important factor generating systemic risk but
not the most important one. Bankruptcy of larger institutions causes higher
losses in big economies than in small ones. In other words, the larger the
institution in terms of assets, capitalization, etc., ceteris paribus, the stronger
the impact of systemic risk. On the other hand, it should be considered
whether limiting the size of financial entities will promote security of the
financial system. Empirical research on whether the costs of maintaining
a large financial institution outweigh the benefits of economies of scale is
varied. And the issue of the impact of the size of an entity on its share of
systemic risk in the world seems to be still unresolved and require further
research.
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International links

Interconnectedness of financial institutions is generally measured by the
share of assets and liabilities in a system or intra-system, for example the
value of credit exposure of an institution contributed to the rest of the
system and its contribution to systemic risk, which is the contribution of
credit risk to the rest of the system, and thus the potential involvement of
the institution in the systemic event. The Basel Committee also proposes to
use the interbank funding rate, i.e. the share of the funding coming from
sources other than retail deposits in total liabilities. They also reflect claims
and liabilities in the interbank financial markets and the allocation of credit
risk between financial institutions. Due to the risk allocation/diversification
and liquidity, interconnectedness can bring benefits to the diverse structure
of the financial system.

The substitutability of services and infrastructure

Substitutability of a financial institution is particularly difficult to
measure. It should not be wrongly identified with market dominance.
Although the Basel Committee proposes to use the indicator “total assets
under custody” or “payments settled through payment systems”, it would be
more appropriate to analyze scenarios and the likelihood that an institution
exits in the market and no longer offers its services. Such measurement
of substitutability of services requires (a) a consistent definition of what
constitutes a market system, and (b) a definition of the market share of
systemic importance.

The assessment of substitutability should not be limited to financial
intermediaries but also include markets or payment systems which can play
an important systemic role in the financial system and the whole economy at
the national level or international level (FSB et al, 2009, p. 2). The author’s
research suggests that a cause of systemic disruptions may be, for example,
the repo market, which has been developing intensively since the security
deposits requirement was introduced in derivative transactions. Supervisors
have a strong basis in supporting the smooth functioning and flexibility
of the market. During the crisis, it turned out that the infrastructure of
transaction settlement had basic flaws that could lead to serious instability
in times of market stress (Karkowska, 2013). An example of the above is
the bankruptcy of Bear Stearns, which was the main repo market clearing
entity. Its bankruptcy meant that money market funds would receive Bear
Stearns collateral instead of money, which, in the absence of the possibility
of the collateral liquidation, would lead to a run on the financial market
(Acharya, Richardson, 2009, p. 297).

Complexity of components of the financial system

Complexity relates generally to the organizational structure of an insti-
tution but its sources also refer to a complex structure of assets. The Basel
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Committee expresses the latter view and measures the complexity of the
notional value of OTC derivatives, especially those whose valuation is not
directly observable in the market. Such an approach to measures of com-
plexity is based on the assumption that more complex assets are harder to
sell and more complex corporate structures are more difficult to resolve.
In both cases, finding appropriate indicators is rather difficult.

Transjurisdictional activity (global activity of a company)

The activity of a global financial institution is generally measured by the
level of cross-border claims and liabilities. The Basel Committee also pro-
poses it as an auxiliary measurement of non-domestic revenues. Generally,
it is assumed that banks conducting their activities globally are a particular
threat to the stability of the global financial system compared to those that
are active only in domestic markets. Globally active banks are often bigger
than domestic ones and, due to foreign financing, their exposure may result
in a wider transnational channel of systemic risk contagion.

On the other hand, the measurement of global activity of banks is a
typical example proving that the regulations concerning the relevance of
systemic institutions should not be used for comparative purposes for regu-
latory authorities. This is because the imposition of regulatory burdens for
cross-border claims and liabilities implies the risk of causing unintended
side effects. If, through the regulation of SIFIs, banks operating globally
generate higher marginal costs in their cross-border activities than their local
competitors, they will automatically become less competitive. Cihak (2011)
and Mayer (2011) argue that systemic immunity increases with increasing
cross-border linkages, at least to a point. After crossing the optimum point,
the resistance decreases again until a financial institution restores a kind of
“elasticity”. In connection with the sovereign debt crisis in some EU Mem-
ber States, large cross-border institutions could help create a more flexible
banking system in the euro area and provide a stable basis for financing.
Opinions on the risks arising from the activities of global banks are divided.

These criteria cannot be considered as the only determinants of SIFIs.
What also should be considered are gross or net income, market capita-
lization criteria in the case of size, volatility contagion effect (contagion)
or assets correlation.

Systemically important intermediaries can also be distinguished based
on offering payment services, risk management, and investment programs.
Frequently, as single entities, they may mean little but their inherent lack
of substitutability may lead to the system crisis. Brunnermeier (2009) intro-
duces the categories of financial institutions in the context of the channels
of spreading disturbances:

— systemically important financial institutions, which — because of their
size and concentration of activity — are considered to be dominant in
the relevant market according the classical doctrine of “too big to fail”;
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— large and complex financial institutions, i.e. insurance companies or
pension funds, usually regarded as systemically irrelevant in the inter-
national context. However, they may have a significant economic impact
on the economy in the event of disruption of business;

— small-sized in terms of assets and irrelevant for a single entity, and ana-
lyzed in terms of groups which may have significant systemic importance
due to a high level of assets correlation and risk taking. An example
of this type of SIFI category are investment funds, i.e. cash and hedge
funds;

— small entities, but with significant activity in term of conducted financial
transactions. An example of those can be brokers nationwide.

On the one hand, the new prudential standards support the safety of
banks and the entire financial system stability. On the other hand, by impo-
sing stricter prudential standards on banks, the new regulations hinder their
functioning and inhibit the growth of banking. They should therefore be
prepared reasonably.

3. Research methodology

In view of the selection criteria used to qualify banks as systemically
important institutions, the study was based on an analysis of indicators
for risk and efficiency of the activities of the largest (in terms of total
assets to GDP) commercial banks in Europe. For this purpose, a research
group was selected — 36 commercial banks of the 100 largest banks in the
world, according to the classification made by the Bank for International
Settlements. In turn, for the newly selected group of European banks, the
following risk indicators (RI;,) were estimated:

BF;;
RI;, = : 1
Lt VVi,z ( )

where Bank factor (BF;;) in Bank i and in time ¢ is used:

Leverage ratio = Banks Equity/Total Assets (as a solvency risk factor),
Profitability = Profit before tax/Total Assets (as an indicator of excessive
bank margins and risk-taking),

Liquidity = Liquid Assets/Customer Deposits (as a liquidity risk indicator),
Capital Ratio (as bankruptcy risk),

Credit Asset Quality = Loan Loss Provisions/Total Assets (as credit risk
signals),

Loans/Total Assets of a bank (also a credit risk indicator), as a source of
potential systemic risk signals.

W, — bank factor is weighted by Bank i Total Assets in time t¢.

i — set of the largest European banks indicated in Appendix 1.

t — years € (2007, 2010).
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The results for the 36 largest banks in Europe were compared with
the results averaged (median indicator) for 3 963 banks in Europe, which
should help find an answer to the question whether, in fact, an entity size
generates a higher risk. The research was conducted on the basis of the
financial statements of commercial banks available in the Bankscope data-
base, for the years 2007 and 2010. It should reveal the variability of risk
indicators over time. The time analysis was chosen because of comparable
activities of the largest banks at the time before the crisis (2007) and
after the financial crisis (2010). To understand the study better and for an
effective analysis, the results of the study are presented in a graphic form.

4. Results

The analysis of indicators for the activity of the largest banks in Europe
is presented graphically in Figure 1 for 2007 and Figure 2 for 2010. The
results for the largest banks in Europe have been compared with avera-
ged results for banks across Europe. Sometimes, the results are surprising.
Calculations for all European banks gave the following results: Leverage
Ratio = 7.11%, Liquid Assets/Total Deposits = 16.31%, Capital Funds/Total
Assets = 7.26%, Loan Loss Provision/Total Assets = 0.003%, Loans/Total
Assets = 0.63%, Profit before Tax/Total Assets = 0.01%. A detailed analysis
of risk indicators of excessive debt, liquidity, capital adequacy and effective-
ness of the largest commercial banks in Europe showed that they the risks
taken by them do not differ from the average across Europe. It should also
be noted that the inference is based on a sample of banks from Bankscope
database, which may affect the correctness of the results. A similar study
should be carried out for banks around the world.

On the basis of Bankscope database, in most cases the Leverage Ratio
for large banks in Europe proved to be lower than the average for all Euro-
pean banks. A decreasing trend prevailed despite the crisis from 2008 to
2009. This phenomenon shows that the largest banks in Europe did not
take excessive leverage risks before the crisis. Similar results were obtained
for the Liquid Assets Deposits indicator — the biggest banks have greater
resources of liquid assets in relation to the accepted deposits than an ave-
rage bank in Europe. It is difficult to indicate excessive exposure to liquidity
risk of the largest banks. After the period of crisis, the liquidity of banks
also increased, which suggests that banks could have problems with liquidity
during the crisis. Liquidity transformation and allocation of credit create a
system-wide risk that would also be present in a system without SIFIs. The
comparison of the liquidity ratio of banks and their performance proved that
the classical principle of “the lower liquidity, the higher the profitability of a
bank” holds true. The value of the indicator of profitability in 2007 showed
significant variations across Europe (see Figure 1), which definitely changed
in 2010 (see Figure 2). The bank’s profitability decreased from 0.01 to 0.004.

34 DOI 10.7172/1644-9584.48.2



The analytical framework for identifying and benchmarking systemically important financial institutions. ..

"(2102) elep 8doosyueg uo paseq SUonENoJeI S, Joyine :89In0S "/00Z Ul 8doin3 uj syueq jsabiej 8y} JO SaRINIOR 8y} JO Si0jedipul Jo SisAjeuy "L ainbi4

'/002 Ul syueq ueadoin3
|le 1o} onel Jendiued B JO 8njeA uelpaw 8y} jussaid Saull [eolUBA pUE [eluozuoy ayj ‘sisods(/siessy pinbri=Aupinbi ‘sjessy [ejol/xe} aiojeq
woid=Aujigenjoid ‘s1essy [e1ol/Ainbg=oinel abelana ‘sjesse abelane syueq e 0} spuodsaniod [oquiAs e Jo eale ay] 'edoin3 ul syueq 1sable| 9g :S8lo0N

Aupinbry sjessy 0} spun4 [eyde)
0oL 08 09 oy oz sz 0z st oL S o
Y () & E
( ) (
N _/
S e [
(P | . o
\a JTT A~ Lo O o tg
O . 50 =] 82 ® &0 o 8x
) o Y QO g - Y g
~ N ~ O M TITMm .8 M N _B
{ T 2 & ~ = g
_/ ) — . 5 ) NN 5
- N (o) o = o §) =
] () @) (@Y
o r2 Le
O o D) o
(10'0=101d ! 1£'94=br7) SyuEq UBBdOIN I8 1o} UBIPBY (622=pun4de :10'0=140id) Sueq usedoin3 s o} UeIpaN
Lo Lo
N N
S18SSY O} UOISINOI4 SSOT UeoT] Aupinbry
800" 900 00 200° 00k 08 09 o 0z
- — re
— ~ /
() ' /,,),,\ ,\d, |
N LA AT o
A AU TV o
(£9:0=S19s8Y/SUBOT :£00°0=dT7) $ueq uesdoin3 |fe Jo} uelpajy ~ N\ @) e} T
- L y — — —
O g - - L. g
- 3 © 3
a ( g Y @) z
~ — @ —/ =
— @ o
(
S ro
(191 =br {}}'2=ne7) syjueq ueadoin3 |je 1o} ueipapy
e
) © re LN
o o

35

Problemy Zarzgdzania vol. 12, nr 4 (48), t. 1, 2014



Renata Karkowska

"(2102) e1ep 8doosyueg uo paseq SUoRENoJeI S, Joyine :89In0S "0L0Z ul 8doin3 uj syueq jsabiel 8y} JO SaRINOR 8y} JO Si0jeolpul Jo SIsAjeuy "z ainbi4

‘0102 Ul syueq ueadoing
|le 1o} ones Jenoiued e Jo anjeA uelpaw a8y} Juasaid saul| [ediUaA pue [eluozuoy ay) ‘susodaq/siessy pinbrj=Aupinbry ‘siessy |elol/xel aioeq
wold=Aujgenold ‘slossy [erol /Ainb3=oiel abeiana ‘sjosse abelane s yjueq e 0] spuodsaliod |oquiAs e Jo eale ay] ‘adoin3 ul syueq 1sable| 9g :S810N

Aupinbry sjessy 0} [ended
00} 08 09 o 0z 0 0z St oL S 0
e =
O @ ©) @
@) )
| L.
2 ®
o o
LL g LL o
(¥00°0=1401d ‘¥'€L=b1) SHueq ueadoin3 |je 1o} ueIPay 8 Z S
- ° & (g'2=pun4de) ‘$00'0=1j0ld) $yueq ueadping |e 10} UBIPS o
N\ ~— () ~ TN g ™\ N\ g
O OIS (Do e OF oo
Y 4\ A ) [§] { &A )
S E Zo=g (S8
s rs
S18SSY O} UOISIAOI] SSOT UBOT Aupinbry
0’ €0 20° 10 0 00t 08 09 oy o 0
,/( Ho VA\// —L ro
D j\ N ) .
e - (N Vo OF) ) ©
( ) N DU RO oy
N V'S _/ - P Fx\/,ft R
= ‘ ®
(2v"0=s1essy/sueo ‘£00°0=dT7) Sueq ueadoin3 e Jo} Uelpajy @ - O A \\‘ _
o ~ @
Y. s 8
- Lo o
o [=}(e]
> [
8 (preL=br ig2=n7) syueq ueadoing e Jo} UBIPSN &
& 5
L w
o o
o boo
° r&

DOI 10.7172/1644-9584.48.2

36



The analytical framework for identifying and benchmarking systemically important financial institutions. ..

It is also clearly visible that the crisis affected the alignment of the profi-
tability ratio and made profits of the largest banks closer to the average
for the whole Europe. It is difficult to agree with the statement that the
largest banks in Europe achieve superior returns by taking excessive risk of
insolvency or liquidity. It seems that the scale effect does not significantly
affect the efficiency of the largest banks. Taking into account the profita-
bility of the largest banks in the light of their risk of default (expressed
as Capital Funds/Total Assets Ratio), it can be noted that in 2007 the
phenomenon was characterized by a great diversity (see Figure 1, bottom
left-hand Chart). The largest banks in the research group had the Capital
Ratio below the average in Europe. This situation can turn into anxiety
due to the risk of insolvency of major financial institutions and a threat to
security of the entire financial system. It is important that the sample did
not include banks with above-average profitability and low ratio of equity
to total assets. It should be noted that the threat of insolvency caused by
the financial crisis brought no improvement — in 2010, little changed in
the level bank security. An analysis concerning lending activities of banks
showed that it declined in the largest banks in the period 2007-2010 from
63% to 42%. The largest banks had Loans to Total Assets Ratio that is
below the average for the whole of Europe. What is also worth noting is
the increase in the permission for LLP risk in both major banks and across
Europe (see Figure 2, top right-hand Chart).

In conclusion, the study showed that the risk taken by the largest banks
in Europe is not higher than in other banks. Therefore, we should pay spe-
cial attention to smaller banks which, operating in a group, may contribute
to the instability of the sector. By comparing the results with the averages
for the whole Europe, in terms of liquidity risk, leverage, and profitability,
these banks were characterized by relative safety. Thus, a more important
aspect may be the risk of substitutability of their services and international
relations, in the light of the potential danger of bankruptcy of one of the
largest banks.

5. Conclusions

Given the methodology of the activities undertaken by the Financial
Stability Board, its application only to the largest banks included in the
SIFIs list should be brought into question. It seems that scenarios concer-
ning economic repercussions for the system should also include insurance
companies, investment and pension funds, or other entities which, according
to the above categories, may be a source of systemic risk. It should be con-
sidered whether the publication of systemically important entities would not
draw attention of investors and supervisors to smaller entities being able to
disrupt the financial system. In the light of this study and based on Bank-
scope data, the risk taken by the largest banks in Europe is not essential.

Problemy Zarzgdzania vol. 12, nr 4 (48), t. 1, 2014 37



Renata Karkowska

The basis for the regulations limiting systemic risk is to understand
the nature and sources of SIFI instability. The advantage of the metho-
dology developed by the Basel Committee should be mobilizing financial
institutions to change their risk profile and business models in a way that
reduces instability of the financial system globally. A financial institution’s
contribution to systemic risk is generally reflected in its liabilities to the rest
of the system, i.c. to other financial institutions, and in its possible impact
on asset and credit markets. It thus captures how important an institution
is for the deposit system and how vulnerable it is to a systemic shock.
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