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How are the rapidly changing needs of clients,
regulators and the nancial industry generally being
met?
Paolo Sironi (PS): At CAPITECTS we believe that intuitive nancial
intelligence can be provided to distribution networks and investors to
compensate for the complexity of rapidly changing nancial markets.
Investors protection can be fostered by means of transparent decision-
making, which contributes to running nancial businesses in ethical and
sustainable ways as a driver of reputational risk mitigation.
However, under the current regulatory regime, a healthy balance
has not yet been achieved between the provision of all the necessary
information for investors to make informed decisions and, at the same
time, ensuring that the prospectus is comprehensible and user-friendly .
To achieve this objective, the Markets and Financial Instruments
Directive and its implementing regulation are undertaking a revision of
the requirements for the prospectuses of nancial instruments, among
which are structured products.

How have client valuation and/or transparency
requirements changed? Has the marketing
proposition of distribution networks for nancial
products evolved, and what is the focus today?

PS: Principles-based regulation has failed to provide an effective common
playing eld where banks can thrive and clients are protected from
excessive speculation. Therefore, the current regulatory framework shall be
amended to achieve effective harmonisation across markets, legislations,

products and intermediaries. The experienced drawbacks of persisting
segmentation in regulatory principles and approaches highlights the
relevance of ensuring, at the point of sale, a consistent level of information
concerning any nancial product, the risks associated with the investment
opportunities and the relevant costs and charges for the clients.

Distribution networks will, therefore, be required to enhance
marketing propositions with coherent and intuitive representation of all

nancial products characteristics in the context of real portfolios and real
investors pro les.

Effective transparency is a fundamental principle that is currently
holding a central spot in the debates of many regulators and policy-
makers worldwide.

Just as US President Barack Obama stated when he addressed the
key principles for transforming the US regulatory system: Supervise

nancial products based on actual data on how actual people make
nancial decisions.

How have traditional risk management techniques
fared though the recent turmoil?
PS: The industry has widely underestimated the difference between
effective risk management and sophisticated risk measurement.
Traditional risk management techniques widely based on value-at-risk
(VAR) are, by themselves, not adequate to facilitate effective decision-
making. This can be seen, among other factors, from de cits in liquidity
management, where severe stress-test scenarios become reality. VAR
is not a panacea and works as a measure only under normal market
conditions, where breaches in capital limits, as well as deviations from
medium-term levels, might indicate excessive risk-taking or improper
portfolio hedging. However, even under normal market conditions, VAR
cannot measure all risk factors underlying innovative nancial products.
Most of all, VAR is not capable of facilitating what-if decision-making
under extreme market conditions, such as those observed during the
current nancial crisis.

Just as former US President Dwight D. Eisenhower said: The planis
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useless, it is the planning that isimportant , VAR is essential in planning
before the battle. However, once the battle has commenced it becomes
of little use.

We at CAPITECTS believe that risk management is about enabling
management to run nancial businesses in sustainable and pro table
ways, even under severe stress conditions. Business pro tability is
fostered by timely and transparent decision-making that only scenario-
based approaches can facilitate.

What is so important about scenario-based risk
management?

PS: Scenario-based risk-return management is fundamental to
anticipate the potential impacts of periods of nancial turmoil. This
approach compensates for de cienciesin nancial and portfolio models,
because it allows to stress test economic capital conditions and hedging
strategies under shifted market conditions and changes in the structure
of correlations. Risk management purely derived from historical data will
always fail to describe the full range of future uncertainty.

Individuals are more likely to buy house insurance to cover against

re if they or their neighbours have experienced it in the past. However,
the lack of past occurrence does not mitigate the negative effects of a
potential rein the future.

Going back to strategic military thinking, traditional models can
handle with approximation-only known-known, known-unknown and
unknown-known events. Unknown-unknown situations instead, like
black-swan events, can only be handled by intuitive scenario-based risk
management, which enables understanding their potential impact on
business sustainability.

What are the bene ts of scenario-based decision-

making? Why are forward-looking scenarios integral

to decision-making?

PS: Scenario-based decision-making places intuitive nancial

intelligence at the centre of investment advisory since it fosters

transparency and simple communication. Based on our ndings,

meaningful investment advisory can only be achieved by complying

with the following guidelines:

[I'Assessment of the time horizon underlying new investments to
disclose potential liquidity concerns induced by individual products.

[rAlignment of the risk pro les (at given time horizons) of nancial
products with those of non-professional clients.

[0 Simulation through time of product and portfolio potential returns,

comparing cost-bene trelationships at appropriate investment horizons.

These guidelines can be ful lled simply via the utilisation of an easy-
to-use yardstick that is able to match the nature of investors and the
nancial characteristics of retail products.
This yardstick is mark-to-future scenario-based risk management, since
it allows individuals of widely different backgrounds and perspectives
to engage in meaningful discussions about risks and potential returns.
Moreover, scenario-based techniques allow comparison of complex

products on a single scale by accurately describing the potential
future returns without overly simpli ed representations of complex
mathematical characteristics into standardised asset classes.

Why is transparency fundamental to simplifying
investors decision-making? How important is
transparency in nancial planning and how can it be
achieved?
PS: Notwithstanding the strengthening of the regulation in recent years,
clients do not seem to read or fully understand nancial prospectuses.
The current crisis of con dence has induced many investors to hold back,
but this can only be temporary. Therefore, highly reputable and ethical
nancial businesses will gain back the trust of their respective and potential
clients by making transparency a driver of the nancial planning process.
Transparency goes well beyond compliance to documentation: it will
entail the delivery to the distribution networks of the most appropriate
tools in order to simplify investors decision-making. Distribution
networks will be asked to compete on effective transparency and ef cient
solutions. This will foster market competition and will deleverage the
placing power of networks if not supported by easy-to-use architectures.
CAPITECTS is therefore committed to providing the most appropriate
solutions for delivering nancial intelligence via intuitive and graphical
representation of the complex characteristics of nancial planning tasks.

Comparative to traditional risk management
techniques, what are the advantages of the scenario- @
based framework that CAPITECTS has adopted?

PS: CAPITECTS provides nancial institutions with inexpensive managed
service solutions for nancial intelligence. This creates the intuitive
communication layer supporting consistent actions along the organisational
chain.The resulting alignment of internal and external stakeholders interests
is also a key element of the lesson learned from the current nancial crisis,
being paramount to strengthening nancial institutions and enabling

them to not only thrive under normal market conditions but also to sustain
pro tability during periods of nancial turmoil.

What does the future hold for the structured products
industry?

PS: Structured products are still a fundamental opportunity for
institutional and non-professional investors. They can ef ciently achieve
a desired mix among risks and return opportunities over time. Due to the
current market conditions, there is a trend of simpli cation in the banks
offerings. At the same time, the nancial industry and the regulators are
calling for the deployment of solutions to support transparent, intuitive
and simple decision-making. This has certainly been a missing element
in the extraordinary but disorderly evolution of nancial markets in
recent years.

The solution to an excess in nancial fantasy is not the denial of the
innovation bene ts but the strengthening of the clients intuition of
the products risk-return costs characteristics when discussing
investment opportunities.
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