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TREMONTI BOND AND THEIR IMPACT ON BANKING CONTROL RULES
1. Aim of the paper

The so-called “Tremonti bonds” are bonds issued by Italian banks having financial problems because of the late liquidity crisis; these banks must be fundamentally healthy. The bonds are bought by Italian Government to guarantee a patrimonial solidity to these subject. Tremonti bonds are an instrument that was authorized by European Union and that assumes a form of a State subsidy. It is included in the actions that all European countries have made to consolidate the patrimony of their own banks.
Aim of our paper is to present this instrument, to include it in the reference act and to underline some criticalities about it.
2. Review of the literature

Considered that Tremonti bonds are an instrument of new institution, it does not exist bibliography about this argument. In this short panel we have to consider the bibliography on the large theme of bank patrimony.
Omitting the notes before the 1990s, period in which the way to manage banks in Italy and the opinion of patrimony were completely modified, the Control Instructions of Bank of Italy introduce in 1991 the idea of control patrimony (Schena, 1996). This was modified in 2000 and, together with it, the single parts by which is composed. The introduction of  patrimonial standards of Basel 2 did not modify the control patrimony. The idea underlying the Core Tier 1 and the Core Tier 2 and 3 is different (Gai, 2003; Gai, Novembre, 2009): while in Core Tier 1 are included funds steadly in possession of the bank, the second one consists of voices of spurious patrimony. The stability of this voices in the possession of bank is not absolute. Tremonti bonds are enclosed in the Core Tier 1.
The rules on control patrimony are enclosed in the larger rules on the risk management. This fact is so true for Tremonti bonds that they are enclosed in control patrimony for the aim of giving the possibility of assuming new risks to the banks. The bibliography of risk management of bank activity, in connection to Basel 2 too, is very extensive and it is not exhaustible in this seat. Many Authors have studied this theme in the last 15 years so that we can say that it was the most studied theme of the last years. Among the most significant notes we remember Foss (1992), Berger, Herring, Szego (1995), Sironi, Marsella (1998), Saita (2000), that investigates very precisly the credit risk management measurement, Gordy (2003), De Laurentis, Caselli (2004), Gabbi, Marsella, Massacesi (2005), Resti, Sironi (2007), Bracchi, Masciandaro (2008), Gai (2008).
About the bonds, categories to which Tremonti bonds belong, you can see De Vincentis (2002), that devotes a monograph to study of bonds and their market, Pinardi (2003), and the volume about the bonds like investment (Caparrelli, D’Arcangeli, 1999; Puhle, 2008).
At last, about Credit Default Swaps, quoted by the act about the Tremonti bonds yeald, we postpone to notes about derivatives from 1990s to today: Winstone (1995), Arditti (1996), Hull (1997), Caparrelli (2001), Flavell (2002), Philips (2006), Geretto (2008), Eichengreen (2009).

3. The decrease of Core Tier 1 of Italian banks in 2008 and the reflection of financial crisis for Italian banks

During the 2008, following the international financial crisis, many Italian banks were in difficulties in the satisfaction of patrimonial requisition prescribed by control rules of Bank of Italy. In particular, the Core Tier 1 ratio, that is the base of defence of activity banking risk, is decreased, in some cases sensibly, from 2007 to 2008, for the principle Italian banking groups.
At this purpose, we give a scheme below. This scheme underlines this decreasing theme:

	 
	Core tier 1 at  31 March 2007
	Core tier 1 at  30 June 2007
	Core tier 1 at 30 Septembre 2007
	Core tier 1 at 31 Decembre 2007
	Core tier 1 at 31 March 2008
	Core tier 1 at 30 June 2008
	Core tier 1 at 30 Septembre 2008

	Unicredit
	5,99%
	6,09%
	5,98%
	5,83%
	5,51%
	5,55%
	5,67%

	MPS
	6,40%
	6,10%
	6,30%
	6,10%
	6,20%
	5,10%
	5,20%

	Intesa San Paolo
	7,20%
	7,20%
	7,30%
	 5,9%
	6,10%
	5,70%
	6,20%


Scheme n. 1: Core Tier of some principal Italian banking group

Source: Quarterly reports of banking group

As you can note, MPS and Intesa San Paolo have had a considerable decrease of the Core tier; Unicredit has had a less considerable decrease because it had the less patrimony among the three ones.
The deterioration of the economic situation of Italian banks reverberated on the increase of the delays in paying debts of banking system: in fourth quarterly 2008 the flows of the delays corrected in connection with loans increased to 1,5 per cent from 1,2 per cent of third quarterly
. In the first quarterly 2009 this ratio increased to 1,6 per cent and second quarterly data, not yet definitive, show a further aggravation
.
In spite of this fact, Italian banks have resulted solid compared to homologous banks of other countries, first of all the United States of America. Italian credit intermediaries, in 2008 too, altough their profits are decreased, they did not suffer any collapse. The confirmation of this assertion, we give a recapitulative scheme of the profits of principal Italian banking groups:
	Banking group
	Profits 2008

	Unicredit
	4,01 mld

	Intesa San Paolo
	2,55 mld

	Monte dei Paschi di Siena
	922 mln


Scheme n. 2: Profits of principal Italian banking group 2008

Source: Balance sheet of the groups

In spite of this, the liquidity crisis of 2007-2008 had not heavy reflexes on management of Italian banks treaesuries.

	
	2006
	2007
	2008

	 
	1 trim.
	2 trim.
	3 trim.
	4 trim.
	1 trim.
	2 trim.
	3 trim.
	4 trim.
	1 trim.
	2 trim.
	3 trim.
	4 trim.

	Treasury and other eligible bills
	23.768
	26.217
	25.769
	29.642
	25.783
	28.421
	27.247
	29.528
	25.894
	26.154
	24.954
	-

	Deposits to ECB and National Central Bank
	13.118
	10.308
	10.253
	14.748
	13.643
	14.233
	14.898
	38.884
	21.229
	16.071
	29.052
	-

	Fixed deposits to banks
	236.735
	234.871
	249.825
	247.994
	276.327
	305.469
	318.121
	295.801
	316.263
	324.860
	331.306
	-

	Current financial instruments
	200.376
	198.323
	185.392
	153.648
	172.477
	185.997
	149.044
	130.304
	130.803
	131.068
	128.312
	-

	Credits devaluation fund
	36.920
	37.172
	36.747
	37.342
	39.971
	41.194
	41.215
	40.081
	42.373
	38.795
	37.090
	-

	Shareholders’ equity
	196.333
	197.434
	197.401
	203.652
	240.520
	246.306
	253.087
	267.585
	275.544
	280.629
	279.801
	-

	EURIBOR 3M
	2,64%
	2,92%
	3,26%
	3,64%
	3,87%
	4,11%
	4,55%
	4,80%
	4,54%
	4,92%
	5,04%
	4,35%


Scheme n. 3: Some data about liquidity in Italian banks
Source: Personal processing on Bank of Italy data

From the presented data it emerges that Italian banks did not suffer the liquidity crisis, but they suffered the trust crisis that happened.

Treasury and other eligible bills do not show a significant trend, because their change from the third quarter of 2007 to third quarter of 2008 fluctuates from a maximum of 29.528 millions of euros (fourth quarter of 2007) to a minimum of 24.954 millions of euros (third quarter of 2008); they have had a change of 15%, a little higher than changes of previous periods. We can argue that Italian banks, as they did not increase significantly liquidity reserves and as they kept within almost physiologic level, haven’t had heavy difficulties in the sources of supplies, like it hasn’t happened in other European countries and especially in the U.S.A.

The assertion would seem in contrast with the state of deposits to European Central Banking. From the third to the fourth quarter of 2007, the asset had a more than 160% increase; after, it decreased of 45% in the first quarter of 2008. Similar assertion is valid also for the growth of the asset from the second to the third quarter of 2008: Italian banks reserve values came from a level of 16.071 millions of euros to a level of 29.052 millions of euros; the growth was of 80%. It’s evidently a question of anomaly, explainable with the lackness of trust of banks in their correspondant ones. This fact carried to invest the liquidity surpluses in zero risk activities, like deposits to European Central Banking. Even tough Italian banking system has suffered less than other ones  because of crisis and it has considered more certain than other ones, the lackness of trust has had many consequences in Italy too.

Also the trend of current financial instruments used to cover temporary lack of balances does not present any anomaly. It decreased substantially between 2004 and 2008, but it stopped on homogeneous values in the two years 2007-2008. At the stop of the Italian banks on this asset it hasn’t corresponded a treasury increase, while increase of deposits to European Central Banking counterbalances just in part the decrease of current financial instruments, especially between the third and fourth quarter of 2007. At the same time at these dynamics, the net patrimony increased costantly, signal that Italian banks made good profits in the considered period. In the end, the course of the treasury and other eligible bills and the deposits to European Central Banking is not correlated with the course of Euribor in the two years 2007-2008.

In conclusion, we can argue that during financial crisis behaviour of Italian bankers follwed more emotivity than a market logic in physiological periods; in these periods, if interest rates increases, treasury and other eligible bills should increase and asset value and deposits to European Central Banking should decrease. The behaviour of Italian banks in 2007-2008 is consistent with a typical logic of crisis periods of trust in the system, in which liquidity management goes away from physiological market parameters.

4. The remedies adopted by the Italian Government

In spite of the good condition of health of Italian banks, the decrease of Core Tier 1 was source of worry on the side of banks and on the side of Italian Government. This placed a certain amount of financial resources – 10-12 billion euros – at banks’ disposal to strengthen the control patrimony, in the assumption that banks would have had difficulties in asking to market the subscription of capital increase, that would have reached the same aim.
The Italian Government issued a decrete-law, after converted in an act
, that provide for the possibility that Ministry of Economics subscribes financial instruments without right of vote. The subscription would happen notwithstanding the existing prevision on the State accountancy. The financial instruments would be issued by Italian banks or group-leader of Italian banking group with shares sold on the regulated markets. The subscriptions have to happen within the 31 Decembre 2009 and the act sets like target the conclusion of their function within ten years from the date of entrance into force of the act of conversion of the decrete (January 2019; commas 1 and 2). This rule is necessary because it is discussed about a State help, to which many limits are put by the Maastricht Treaty.
The decree gives the possibility to the banks to issue financial instruments convertible in shares of bank after the request of the issuing (comma 2). If it really happened the convertion, the State would become shareholder, but this fact probably would not come back to the past: from the operations of privatization in 1990s the private nature of Italian banking system was never discussed and the low percentages of capital which the State would have after the conversion, would not prejudice the private nature of banks in Italy.
The article 3, comma 5 of the ministerial decree specifies that the subscription must be contained in the respect of the necessary minimum to reach the level of 8 per cent of Core Tier 1. It cannot exceed in any way the 2 per cent of the “value of the whole of the weighed to the risk activities of banking group to which the bank belongs.”
The subscription happens after the request of the issuing bank to the Ministry of Economics and the Bank of Italy. The Bank of Italy must value the present and perspective patrimonial adequacy of asking bank. It must value its riskiness and the conformity of the issued financial instruments with all said by the decree. If the valuation gives positive result, the Ministry subscribe the loan.
In addition to give a higher level of patrimony to asking banks, the declared aim of the subscription is to “guarantee an adequate flow of financing to the economy” (comma 1). This is done to avoid the credit crunch
, the decrease in the disbursement of credit to clients. About this last aspect, the act says that the Ministry of Economics reports periodically to the Parliament (comma 6), asking a constant control on the economic system about the effects of subscribed titles.
The titles of this decree are said “Tremonti bond” too, from the name of the Minister of Economics that conceived them.
5. The Tremonti bond and the control patrimony

In the intention of the legislator Tremonti bonds strengthen the Core tier 1 of banks. We can ask in which voice of the Core tier 1 must be inserted.
Among the vary voices of control patrimony the only one to which we can do reference is the a3), the innovative instruments of capital. They are financial instruments with precise characteristics that they give them particular:
a) the issuing bank must have the own seat in a State of the European Union or belonging to the Group of Ten;

b) the issued titles must be without expiry date or, if this is present, the expiry date cannot be before than ten years from the issue;
c) the clauses of automatic revision of the interest rate, if they exist, cannot be effected before than ten years of life from issue have passed;

d) it is compulsory to insert a clause with which it is defined that interest rates are not paid if dividends have not been distributed or if issuing bank has not done profit in the previous year.
In addition to these caracteristics, the Control Instructions list more, that we do not signal for simpleness. The calculation of the innovative instruments of capital in the Core tier 1 can happen just in presence of conditions that guarantee completely the stability of this patrimonial base
.
If we compare the descripted act with the act of Tremonti bond, we notice two differences.
The first one is that the decree-law says that the program of intervention ends within ten years from the date of conversion of the decree; the Control Instructions that the refund must be executed not before than ten years from the issue date. This means that, even if the titles were not reimburse within 2019, Tremonti bonds will not be able to develop this function after that date; probably it will not be more possible to calculate Tremonti bonds among the voices of the control patrimony.
The second one is that the Tremonti bond decree does not specify if it must be some clauses of automatic revision of the interest rate like in the point c) of Instructions.
The interest rates provided by the decree are another factor of differentiation: it is obvious that control act does not say anything about it. The Tremonti decree provides annual coupon included between 7,5 and 8,5 per cent for the first years, to increase gradually in the future. They are very high interest rates, considered that principle European Central Bank rates were less than 2 per cent at the beginning of 2009.

Considered the high interest rates that Italian State receives on the issued titles and considered the low interest rates that it pays on the new debt issue, the operation assume a form of a sure profit for the State. The risk for it is relatevely low. We have to add that, considered the characteristic of these titles, in this case the State assumes the role of an institutional investor. Savers cannot subscribe the issued titles.
Nearby these differences, they are some contact points too. The decree-law gives the possibility to subordinate the remuneration of the Tremonti bonds to availability of distributable profits (art. 12, co. 3). In the Control Instructions, at the point d), this rule is given like an obligation. Like in the Control Instructions for the innovative instruments of capital, banks with legal seat in Italy can use the Tremonti bonds.
The legislator created a different instrument from that one predisposed by the control act: these two acts sometimes appear far from themselves. The Tremonti bonds can be calculated in the Core tier 1 because, even if the act and the ministerial decree speak generically about “control patrimony” without any other specification, leaving to the Bank of Italy the task of checking the possibility of inclusion, these instruments have the same degree of subordination of ordinary shares
. As the two rules are in some points among them in contrast, the Control Instructions can be worth only in the part in which they do not result against the act, if the Bank of Italy does not modify them fitting to the new rules.
5. The valuation of the Bank of Italy

According to the art. 12, co. 7 of the decree on the Tremonti bond the subscription of these financial instruments is subordinated to the valuation of the Bank of Italy about the “economic conditions of the operations and the calculation of the financial instruments in the control patrimony”. The ministerial decree precises further this definition.

According to the art. 3, co. 1 of this decree, the valuation invests principally three aspects: a) the patrimonial adequacy actual and future of the bank; b) the riskiness of the bank; c) the characteristics of the financial instruments issued by the bank and their conformity to the decree.
We have to interpret the point a) supposing that the patrimonial adequacy is the control rules adequacy, remembering especially the rules of Basel 2. The decree, accordingly with what provided in the decree-law, has the aim of strengthening the patrimony of the asking bank. For this aim, it gives to the Bank of Italy the obligation of valuating how much the issue of bonds weighs on the control patrimony of the bank and, more in general, on the patrimonial ratios of the bank.
To calculate the riskiness of the bank (point b), the decree gives like benchmark the markets indexes, if available. In particular, the act quotes the spreads on the credit default swap agreements relative to subordinate debt and the rating awarded them. The function of valuing the riskiness of banks is given to the market; the legislator thinks this valuation is reliable. A doubt on this assumption is possible to raise, because the syinthetic bonds, after defined toxic, held by all over the world banks before than 2007, were valued uncorrectly by the market. The decree does not define any alternative at this index, even if it is shown just like a possibility. We can think about the interest rates paid by the bank on the primary debt for ten years, considered that the financing has this duration.
The point c) provides a formal valuation: the conformity of issued financial instruments with the Tremonti bond decree, and the possibility of insertion in the control patrimony. In this case we remember what we have said before in which voice the issued bonds must be calculated.
In addition to these three aspects, to be considered by act, The Bank of Italy can analyze more ones, not better specified. We suppose that they are concerning informations that usually the Bank of Italy asks to banks according to the control law and that are useful to valuation for Tremonti bonds issue.
The decree does not confer other powers to the Italian Central Bank except those ones described. It is not awarded any function of control on the action of the banks. This function is assigned to specific “Regional Observatories on the Credit”, established by the decree-law at the Prefectures.
7. The yield of Tremonti bonds

We have said before that Tremonti bonds give to the State underwriter high interest rates. These ones are fixed by the law, that provides three benchmark of reference:
“1) a prefixed annual coupon increasing during the years;

2) an amount like the product between the unitary dividend corrisponded at any title to ordinary shareholders and the number of shares underlying the issue [...];

3) the average yield of thirty years BTP (Pluriannual Tresury Bonds), increased by a spread too.”

They are three different modalities. In the first case the law defines an interest rate lower for the first years and higher for the next years. The so calculated interests cannot be higher than 15 per cent of the nominal value of the issue. This modality is similar to that one finding in some plan of disbursement of the mortgage loans, in particular in the plan with increasing instalments, usually provided for the clients with increasing incomes in the time. In the second case it is adopted an accounting criterion: it is multiplied the dividend corresponded to the shareholders for the number of the shares underlying the issued bonds. The interest rates are incresing in the course of the year; it is established in this way a maximum amount of remuneration of the investment. In the third case a fixed rate, that should represent the cost of the financing for the State, is increased of a spread, equal almost to 300 basis points, representing the remuneration of the State in the course of the year.
The yield of the bonds is given by the greatest of the interest rates deriving from the calculation of the three described parameters.

To be more precise too, let’s give underneath a scheme of the Bank of Italy, supposing that the investment lasts until 2023:

	 
	 
	 
	 
	Charateristics of the Tremonti bonds
	 
	 
	 

	
	 
	 
	Interests: highest between
	 
	 
	 
	 
	 
	 
	Price of ransom (in percentage of nominal value)
	 
	 
	 

	Years
	
	Annual coupon (in percentage of nominal value)
	
	
	
	
	
	 
	Minimum
	 
	 
	 
	Maximum
	 

	 
	 
	Option 1
	 
	Option 2
	 
	Dividend
	Cost of the financing for the State
	 
	Option 1
	Option 2
	 
	Option 1
	Option 2

	2009
	
	7,5
	
	8,5
	
	1,05*DIV
	
	
	110
	
	100
	
	120
	
	100

	2010
	
	7,75
	
	8,5
	
	1,1*DIV
	
	
	
	110
	
	100
	
	120
	
	100

	2011
	
	8
	
	8,5
	
	1,15*DIV
	BTP30 + 300pb
	110
	
	100
	
	120
	
	100

	2012
	
	8,25
	
	8,5
	
	1,15*DIV
	BTP30 + 300pb
	110
	
	100
	
	120
	
	100

	2013
	
	8,5
	
	9
	
	1,15*DIV
	BTP30 + 350pb
	110
	
	110
	
	130
	
	110

	2014
	
	8,5
	
	9
	
	1,15*DIV
	BTP30 + 350pb
	110
	
	110
	
	130
	
	110

	2015
	
	
	9
	
	
	1,15*DIV
	BTP30 + 350pb
	
	110
	
	
	
	130
	

	2016
	
	
	9
	
	
	1,15*DIV
	BTP30 + 350pb
	
	110
	
	
	
	140
	

	2017
	
	
	9,5
	
	
	1,15*DIV
	BTP30 + 350pb
	
	110
	
	
	
	140
	

	2018
	
	
	9,5
	
	
	1,25*DIV
	BTP30 + 350pb
	
	110
	
	
	
	140
	

	2019
	
	
	10
	
	
	1,25*DIV
	BTP30 + 350pb
	
	110
	
	
	
	150
	

	2020
	
	
	10
	
	
	1,25*DIV
	BTP30 + 350pb
	
	110
	
	
	
	150
	

	2021
	
	
	10,5
	
	
	1,25*DIV
	BTP30 + 350pb
	
	110
	
	
	
	150
	

	2022
	
	
	10,5
	
	
	1,25*DIV
	BTP30 + 350pb
	
	110
	
	
	
	160
	

	2023
	 
	 
	11
	 
	 
	1,25*DIV
	BTP30 + 350pb
	 
	110
	 
	 
	 
	160
	 


Scheme 4: Yield of Tremonti bonds until 2023

Source: Economic Bulletin n. 56, page n. 43, edited by Bank of Italy

As you notice from the scheme, it is possibile for the banks to redeem the bonds in any moments at some prefixed rates. As you notice in the scheme, to establish the price of ransom, there are three possibilities: 1) if this value is included between the minimum limits and the maximum one reported in the scheme, the price of ransom is the market value of the underlying shares in the 30 days before the ransom date; 2) if this value is lower than minimum limit, the price of ransom is the minimum one; 3) if this value is higher than maximum limit, the price of ransom is the maximum one.
The high interest rates corrisponded are compensated by the possibility of redeeming the titles, whole or in part, at any moment. This possibility is favourably seen by banks and by the Italian Governement. Banks because before reimburse the financing, less interests they pay; the Governement because the ransom within a few time is the index of a cured patrimonial situation.
8. Some reflections about the act on Tremonti bonds
The act on Tremonti bonds has temporary character and it should not impress on the Italian bank patrimony in a way lasting. The declared aim of the Tremonti bonds is the reaching of the benchmark of 8 per cent for the Core tier 1. It is to be noticed that Basel 2 rules on the patrimonial ratios do not impose this one: it imposes that the whole control patrimony, constituted by the sum of Tier 1 with Tier 2 and Tier 3 reported with the activities weighed with the risk is equal at least at 8 per cent. The legislator has wanted to give a substantial help to banks so that they have a wider Core tier 1, useful to take precaution from the possible increase of insolvencies in the banks balnce sheet for 2009. We will see if it has been necessary: until today there was no substantial devaluation and no crash for the profit of the Italia banks, even if there was a certain increase of insolvency.
The decree-law does not impress substantially either on the control rules of the Bank of Italy, whether because it has temporary character, or because it does not alter the structure of this one. It is an una tantum act that increases the existing ones.
We have to note a precise difference between the aim of the control patrimony and the Tremonti bonds ones: the first one serves to garrison from the risks of the banking activity, the second ones to guarantee, according to the acts, the financing to the firms. The two facts, analyzing them more attentively, are connected between them, because, more strengthened is the control patrimony, more risks the bank can assume, like already said previously.
In addition to this fact, it is to be noticed that, while Tremonti bonds can be issued just by quoted banks, the control patrimony is common to all the banks.
The decree-law precises that the issued financial instruments do not give the right of vote to the underwriters. The article was written to limit the powers of the shareholder-State and to avoid polemics about possible politic interference in the banks. It remains for the State just the right to the remuneration to invested capital. This fact is different from what usually happens with the shareholders, because they have an active rule in the management control of the firm. Maybe, who wrote the act had too fear: he would have had to attribute more powers to the shareholder-State, if do not in connection to the management of the bank, at least in the control of the management. These powers would be justified by the great help given to the banks, like it happened in other countries, first of all in the United States.
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