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Concerns: NVB response to the consultation paper on prudent valuation
Dear Sir/Madam
We welcome the opportunity to participate in the consultation on the draft regulatory technical standards (RTS) on prudent valuation. We aim to constructively contribute to the final technical standards. 

This letter is written on behalf by the Dutch Banking Association (NVB) and can therefore be regarded as the common opinion of the Dutch banking sector
. We have also contributed to and support the comments submitted by the European Banking Federation (EBF).

Below, we state our key concerns as well as our responses to each question in the consultation paper.

In summary, we request EBA to:

· take a ‘principle based approach’ to prudent valuation;

· align the initiatives of IFRS13 and prudent valuation;

· embed the concept of prudent valuation into the Fundamental Review of the Trading Book;

· adjust the scope and avoid overlap with existing regulations;

· await market standard on investing & funding AVA;

· allow to use a daily P/L explain as monitoring tool; and

· delay the final implementation to 2015 Q1.

Each of these proposals is elaborated on below.

Conceptual need for an additional prudent value

We support the concept and principles of prudent valuation as set out in the consultation paper.  However, this is already common  practice that banks use in their fair value accounting by means of applying different valuation adjustments. In recent years we have seen rapid evolution of new valuation concepts and techniques including applying new valuation adjustments.

To support this development and strengthen the market practice, we strongly support making the framework ‘principle based’ and avoid being too prescriptive on methodologies, such as offset, diversification and back-testing. A rigid framework not aligned with market practice could potentially lead to wrong incentives and hamper management decisions.

Furthermore we observe significant overlaps with IFRS 13 which has, amongst others, the objective to make the uncertainty in fair value transparent by setting guidelines for disclosure. Both frameworks try to address the same topic in a different way.  We strongly suggest aligning both initiatives and avoid the creation of two fair values. In our opinion, IFRS fair values should remain the starting point, to which additional adjustments should be made as required. This would avoid multiple costly implementations.

Prudent valuation in the Fundamental Review of the Trading Book

The overarching goal of the revision of the CRD IV is to strengthen the resilience of the European banking sector motivated by the recent crisis. One of the key elements is that financial institutions have increased capital available (in terms of quality and quantity) for loss absorption in times of stress. We believe that this purpose is not served by the current draft consultation paper on prudent valuation. The following arguments support our opinion.

Prudence is relevant for all products but especially illiquid products, for which an expert based approach is typically required. When financial markets enter into ‘stress mode’, many products move from being liquid to illiquid, increasing the scope of the expert based approach. Besides, there will be much more uncertainty around market prices and bid-offer spreads, making it more difficult to assess and substantiate the (higher) AVA. We have severe doubts that banks can address such a major and methodological change in a timely manner. The fact that the change will negatively influence the reported solvency of the bank will not help to get this change implemented swiftly. In this respect, it is important to realize that prudency is not so much needed to absorb shocks in ‘going concern’ situations, but is intended to protect banks against severe stress situations.

In times of stress, the uncertainty in the market will increase most AVA’s significantly and will reduce the common core tier 1 capital of financial institutions simultaneously. The AVA increases will not support economic stability; nor will the fact that banks would face difficulty and delay to adapt to the new reality increase the trust in the banks’ reported solvencies. Moreover, the difference in AVA due to the differences in methodology between bank’s will only grow in times of stress. 

The pro-cyclical behavior of the RTS is undesired and therefore we believe that including fair value adjustments in the Fundamental Review of the Trading Book would be more appropriate. By doing so, banks are better prepared to absorb the significant uncertainty in valuations under stress. Such an implementation would for instance be rightfully able to distinguish between two banks that may both have liquid assets in a ‘going concern’ situation, but where there is a major difference in illiquidity (and valuation uncertainty) in times of stress; the bank facing the lower liquidity will have to put aside more capital today, as a cushion to absorb potential stress tomorrow. The current prudent valuation framework makes no distinction between these two banks.

Furthermore, the market risk regulatory capital approach has the advantage that banks do not need to adapt in times of crisis – they are prepared already. Besides, the approach better facilitates a level playing field, as both banks and supervisors will have the opportunity to converge practices across the industry already before a next crisis emerges.

The upcoming Fundamental review of the trading book is an excellent opportunity to include the concept of prudent valuation into the market risk regulatory capital framework. It could be based upon the exact same AVA elements as discussed in the prudent valuation paper, but taking into account stressed circumstances.

Scope of additional valuation adjustments

The scope defined in the consultation paper are all positions at fair value. Positions held in the trading book and in the banking book have a different intent. While positions in the trading book have a short term objective, positions in the banking book have long term objectives such as hedging, liquidity creation and long term investments. Because of this difference, we believe that applying all AVA’s on a position in the banking books is not appropriate. The AVA’s in the consultation paper are not relevant for capital purposes as these positions in the banking book will typically not be closed out in the short term. As an example: positions in the banking book will most likely not be unwound at short term, a prudent close out AVA will not be realized. If the position is concentrated, similarly close out will not apply. Therefore, we believe the AVA’s will typically not materialize in the banking book and hence we request EBA to consider to out-scope banking books.

If EBA is of the opinion that the scope should be broader than the trading book and applies to all positions at fair value, we believe the following elements should be out scoped:

· Except for the risk based approach to determine the AVA’s, level 1 positions should be exempted

· Positions used as hedging instruments in the banking book should be excluded due to the offsetting of risks; 

· In the view of article 33, we believe that EBA should state explicitly that cash flow hedges targeted by the prudential filter in paragraph 1. (a) are also scoped out.

· Prudent valuation should not be applied to all positions on a fair value basis, but should be limited to financial instruments measured at fair value under the accounting framework, resulting in non-financial instruments measured at fair value being out scoped. 

Possible overlap with other (existing) regulatory requirements 

The combined effect of the prudential valuation as proposed in this consultation and the prudential filter mentioned in the discussion paper on possible treatments of unrealized gains measured at fair value under Article 80 of the CRR may result in a double deduction from own funds. 

Article 33 of the CRR states that the gains and losses arising from changes of own credit risk should be deducted from the own funds. Therefore, we believe that the RTS should exclude these from its scope. . 

Furthermore we view that the application of the prudent valuation requirements should be aligned with the phasing of the prudential filter related to the available-for-sale portfolio. We would propose that the simplest approach is to exempt the available-for-sale portfolios during the phasing period.

Subjectivity of calculations

The inclusion of an AVA for investing and funding costs is controversial at this juncture. There is an intensive debate in the industry around funding costs being included in the value of derivatives. We believe that the outcome should  drive the decision for requiring an AVA for investing and funding costs.

While we understand the intention of confidence levels, we question the practical implications. The required confidence level for products based on an expert opinion due to the limited pricing information will create divergence across firms.  We look for further guidance.
Impact on operational requirements and systems

The requirements for the on-going monitoring are operationally very intensive and assume a daily prudent valuation calculation. Financial institutions already have an IPV process and daily P/L explain that could be used to evidence on-going monitoring to comply with the back test requirement. If prices are not sufficiently prudent, a sound P/L explain procedure would make this apparent.
The consultation paper requires substantial investments in IT and staffing. However, given the complexity of what is required, we await the final requirements to fully address these needs.  . Therefore, a full implementation of the RTS in the first quarter of 2015 is deemed more realistic.

We are available to discuss these comments further with you and/or your staff. 

Yours faithfully,
Hubert Schokker


Adviseur Toezicht
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� The Nederlandse Vereniging van Banken (NVB) is the representative voice of the Dutch banking community


with over 90 member firms, large and small, domestic and international, carrying out business in the Dutch


market and overseas. The NVB strives towards a strong, healthy and internationally competitive banking


industry in the Netherlands, whilst working towards wider single market aims in Europe.
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