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CHAPTER 10

Credit Risk Disclosure Practices
in the Annual Financial Reporting
of Large Italian Banks

Enzo Scannella and Salvatore Polizzi

1 INTRODUCTION

Lending represents the most important business of a commercial bank,
and the credit risk of a loan portfolio has a strong impact on bank financial
statements in terms of economic performance, liquidity, funding, capital
requirements, and the overall solvency and stability (Mottura 2011,
2014a, 2016; Onado 2004; Rutigliano 2011, 2016; Sironi and Resti
2008; Tutino 2013, 2015). It has become increasingly important to

Although this chapter has been written jointly by the two authors, it is possible to
identify the contribution of each one as follows. Abstract and Sects. 1, 2, 5, and 6
have been written by Enzo Scannella. Sections 3 and 4 have been written jointly
by Enzo Scannella and Salvatore Polizzi. The data were analyzed jointly by the
two authors. All the figures and tables were prepared jointly by the two authors.

E. Scannella (<) o S. Polizzi

Department of Economics, Business, and Statistics,
University of Palermo, Palermo, Italy

e-mail: enzo.scannella@unipa.it; salvatore.polizzi@unipa.it

© The Author(s) 2019 245
E. Gualandri et al. (eds.), Frontier Topics in Banking,

Palgrave Macmillan Studies in Banking and Financial Institutions,
https://doi.org,/10.1007 /978-3-030-16295-5_10


http://crossmark.crossref.org/dialog/?doi=10.1007/978-3-030-16295-5_10&domain=pdf
mailto:enzo.scannella@unipa.it
mailto:salvatore.polizzi@unipa.it
https://doi.org/10.1007/978-3-030-16295-5_10#DOI

246  E.SCANNELLA AND S. POLIZZI

measure, manage, assess, and disclose the impact of credit risk in the eco-
nomics and management of banking institutions (Bessis 2015; Hull 2018;
Masera 2005, 2009; Onado 2017).

Credit risk is one of the most relevant kinds of risk in banking. It is one
of the main risks in commercial banks, and the ability to manage it affects
meaningfully banks’ stability and profitability. “Credit risk is the risk of
loss resulting from an obligor’s inability to meet its obligations” (Bessis
2015). It arises from the possibility that borrowers, bond issucrs, and
counterparties in derivative transactions may default.

The topic of this chapter is the assessment of credit risk disclosure prac-
tices in the annual financial reporting of large Italian banks. The authors
carry out an empirical study on a sample of the ten largest Italian banks.
In this research, the authors employ content analysis as a “research tech-
nique for making replicable and valid inferences from texts to the contexts
of their use” (Krippendorft 2004), and as “a research technique for the
objective, systematic and quantitative description of the manifest content
of communication” (Berelson 1952).

The structure of this chapter is as follows. Section 2 introduces credit
risk disclosure in banking. It aims to frame the specific nature of credit risk
and provides a regulatory and accounting perspective on credit risk in
banking. Section 3 provides an innovative metric based on the analytical
grids of key credit risk disclosure parameters to evaluate credit risk disclo-
sure in banking. Section 4 analyses the main results of the empirical
research on credit risk disclosure in banking and discusses the research
findings. Section 5 provides a brief overview of the research findings.
Section 6 concludes.

2 CREDIT Risk DISCLOSURE IN BANKING: DEFINITION
AND REGULATORY FRAMEWORK

The main purpose of this research is to evaluate credit risk disclosure prac-
tices in banking, with reference to credit risk on loan portfolio. It refers to
the risk that a borrower (either retail, corporate, or institutional) defaults
on payment obligations in terms of principal and/or interest. This risk
stems from the possibility to make losses on loans if the debtors are not
able to repay the credits.

The risk factors or components of credit risk can be distinguished into
transaction and portfolio levels. At the transaction level, such credit risk
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components are the following: default risk, exposure risk, recovery risk,
and migration risk. The first three risk components characterize the cur-
rent credit state of a borrower and are mandatory with the capital ade-
quacy regulation (Basel Committee on Banking Supervision 2006). The
migration risk refers to the potential deterioration of the creditworthiness
of a borrower. At the portfolio level, the credit risk components are the
following: concentration and correlation risk.

A bank’s exposure to credit risk through a loan implies that only the
lending bank faces the risk of loss. The assessment of credit risk on loans
has to take into account the repayment of both principal and interest.

In 1988, the Basel Committee on Banking Supervision (1988) issued
the first regulatory framework directed toward assessing capital in relation
to credit risk (the risk of counterparty failure). This framework takes into
account the credit risk on on- and off-balance sheet exposures by applying
credit conversion factors to different types of off-balance sheet transactions.

The New Bank Capital Accord (Basel Committee on Banking
Supervision 2006) defines “credit risk components” as the factors that
have an incidence on the potential loss from credit risk. Within the New
Bank Capital Accord, banks may rely on their own internal estimates of
credit risk components in determining the minimum capital requirement
for credit exposures. Risk components include probability of default (PD),
loss given default (LGD), and exposure at default (EAD). Such credit risk
components are significant information inputs of risk-weighted functions
that have been developed to determine bank capital requirements and to
discriminate among different credit asset classes.

Credit risk disclosure provides market participants and other stakehold-
ers the information they need to make meaningful assessments of a bank’s
credit risk profile and investment decisions. Overall, the disclosure of reli-
able, understandable, accurate, and updated qualitative and quantitative
information on banking risk, and credit risk particularly, is the prerequisite
to trigger the sequence of conditions that allows financial markets to fulfill
their role of effective discipline, in the sense that market prices banking
risks more efficiently (Scannella 2018). In a wider perspective, credit risk
disclosure strengthens confidence in a banking system by reducing uncer-
tainty in bank assessment and bank performance (Acharya and Richardson
2009; Acharya and Ryan 2016; Crockett 2002; Financial Stability Board
2012; Kissing 2016; Morgan 2002; Nier and Baumann 2006; Onado
2000, 2016). In addition, well-informed creditors and other bank coun-
terparties may provide a bank with strong incentives to maintain sound
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risk management systems and practices and to conduct a prudent banking
business (Basel Committee on Banking Supervision 2000; Maftei 2017;
Malinconico 2007). Hence, the Basel Committee considers the disclosure
of banks’ activities and risks inherent in those activities to be a key element
of an effectively supervised, safe and sound banking system.

Credit risk disclosure reduces asymmetric information in financial mar-
kets and contributes to financial stability and to remove obstacles that
prevent market discipline by providing investors and other market partici-
pants a better understanding of banks’ risk exposures and risk manage-
ment practices. On the other hand, banks cannot disclose all the
information about their risk exposure and management, because they may
want to hide strategic information their competitors might be interested in.!
Thus, there is essentially a trade-off problem between transparency and
opacity in banking. This is one of the main reasons that support the
introduction and imposition of some minimum disclosure standards and
transparency constraints in an attempt to balance such trade-off. The reg-
ulatory framework concerning credit risk disclosure in banking can be
identified as follows: International Accounting Standards/International
Financial Reporting Standards (IAS/IFRS), bank capital requirements
regulation, and national regulation of annual financial statements of bank-
ing institutions.

The adoption of IAS/TFRS aims to enhance the comparability across
space and over time of banks’ financial statements. Accounting standards
for loans are mainly covered by IFRS 7 (financial instruments: disclosures)
and IAS 39 (financial instruments: recognition and measurement). The
latter has been largely amended by IFRS 9 (financial instruments) in
January 2018. At initial recognition, loans are evaluated at fair value.
Subsequently, loans are measured at amortized cost using the effective
interest method. IAS 39 permits banks to designate, at the time of acquisi-
tion, any loan as available for sale, in which case it is measured at fair value
with changes in fair value recognized in equity. In addition, loans are
impaired, and impairment losses are recognized, only if there is objective
evidence as a result of one or more events that occurred after the initial
recognition. IFRS 7 requires disclosure of information about the signifi-
cance of financial instruments to a bank, and the nature and extent of risks
arising from those financial instruments, both in qualitative and quantitative

!'For further information see Beattie and Liao (2014), Freixas and Laux (2012), Gaetano
(1996), Polizzi (2017), and Scannella (2018).
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terms. Specific disclosures are required in relation to transferred financial
assets and a number of other matters. In particular, IFRS 7 adds new dis-
closure requirements about financial instruments to those previously
required by IAS 32 and replaces the disclosures previously required
by IAS 30.

The Basel Capital Adequacy regulation provides a set of requirements
for banks.? Its main goal is making the event of a bank bankruptcy less
likely. In order to achieve this aim, the Basel Committee for Banking
Supervision (20006) has created a three-pillar regulatory framework. Pillar
3 represents a crucial regulatory requirement for risk reporting. This pillar
requires banks to prepare a Pillar 3 disclosure report, which gives banks
the possibility to disclose a wide range of information on risk exposures
and capital adequacy, both from a quantitative and a qualitative point of
view. The Basel Committee on Banking Supervision has recently expanded
risk disclosure requirements in order to enhance the consistency of report-
ing and comparability across banks and enhance market discipline (Basel
Committee on Banking Supervision 2015, 2017).

At the national level, with particular reference to Italy, the regulatory
framework regards the Legislative Decree n. 38,/2005 and the Circular n.
262 /2005 of the Bank of Italy, that provide detailed rules that must be fol-
lowed by Italian banks in order to prepare their financial statements.? These
rules are consistent with the IAS/IFRS (international accounting princi-
ples). Banks disclose several measurements of risk and useful pieces of infor-
mation about credit risk in their financial statements, and particularly in the
Notes, that integrate and complete a bank’s statement of financial position
and profit and loss statement. The most valuable pieces of information on
credit risk are disclosed in the following parts: part “A” (accounting policy),

2A brief overview of the recent history of the bank capital requirements regulation, that
has an impact on risk disclosure, follows: Basel Committee on Banking Supervision (2006,
2011, 2015, 2017); Capital Requirements Directives (Directive 2006,/48 /EC relating to
the taking up and pursuit of the business of credit institution; Directive 2006,/49 /EC on the
capital adequacy of investment firms and credit institutions); Regulation n. 575,/2013 of the
European Parliament and of the Council on prudential requirements for credit institutions
and investment firms; Directive 2013 /36 of the European Parliament and of the Council on
access to the activity of credit institutions and the prudential supervision of credit institutions
and investment firms. For more detailed information at the national level, see: Bank of Italy
(20006, 2013).

3For more details see Bastianini et al. (2005 ); Bisoni (1988); Bisoni et al. (2012); De Laurentis
(2004); Dell’Atti (2009); Mazzeo et al. (2005); Nadotti (1995, 2004 ); Ossola (2005 ); Paolucci
and Menicucci (2008); Rutigliano (2011, 2012, 2016); Tutino (2009, 2015).
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part “B” (information on balance sheet), part “C” (information on income
statement), and part “E” (information on banking risks). In particular, part
“E” provides information concerning different risk categories, methodolo-
gies, and models used to measure banks’ risk exposures, hedging practices,
and so on.

Briefly, even in light of such recent changes, the legal framework gov-
erning risk reporting in banking is extremely fragmented. In the next sec-
tion we describe the research design of the empirical study.

3 METHODOLOGY AND RESEARCH DESIGN

The purpose of this section is to analyze the methodology we employ to
investigate credit risk disclosure practices in banking. The sample of this
research consists of the ten largest Italian banks based on the book value
of total assets, and the zime horizon runs from 2012 to 2017 (Table 10.1).*

Data collection derives from the analysis and evaluation of the three
aforementioned most important risk disclosure reports: the Notes and the

Table 10.1 Sample description

Bank Total assets (2017) (in million euro)

Unicredit 836.790

Intesa Sanpaolo 796.861

Monte dei Paschi di Siena 139.154

Banco Popolare? 117.411 (year 2016)
161.207 (BPM: year 2017)

UBI Banca 127.376

Banca Nazionale del Lavoro 78.934

Mediobanca® 70.446

BPER Banca 71.339

Banca Popolare di Milano? 51.131 (year 2016)

Banca Popolare di Vicenza® 34.424 (year 2016)

*On 1 January 2017, the two former banks Banco Popolare and Banca Popolare di Milano merged to

become Banco BPM
In June 2017, Banca Popolare di Vicenza was wound up under insolvency procedure (compulsory

liguidation)
“The financial statements of Mediobanca as on 30 June 2017

*The same sample has been used by Scannella (2018) with reference to market risk

reporting.
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Management Commentary of the Annual Report and the Basel Capital
Accord’s Pillar 3 report. We downloaded them from the banks’ official
websites. As a whole, we read and analyzed 31,780 pages of disclosure
reports from 2012 to 2017 (Table 10.2).

Data were collected through the application of content analysis on the
annual balance sheets and Pillar 3 reports of the banks in the sample. A
scoring model based on analytical grids was used.® The scoring model is
divided into two parts. The first part is based on 30 credit risk disclosure
indicators that are evaluated through the application of the following rule:
score “1” if a bank discloses the information and score “0” if a bank does
not disclose the information (Table 10.3). We identified the most relevant
pieces of information that banks should include in their financial reports
for credit risk disclosure purposes and we constructed the first part of the
metric accordingly. In order to detect this kind of information, we adopted
the following approach. First, we reviewed the scientific literature on
banks’ risk reporting to identify all the crucial pieces of information that
banks should disclose in their financial reports from a theoretical point of
view. Second, we reviewed the risk reporting practices of the banks of the
sample and chose the most useful pieces of information to be represented
by a credit risk disclosure indicator. Furthermore, we carefully checked the
regulatory requirements in terms of mandatory disclosure in order to be
sure to not include any piece of mandatory information as a disclosure
indicator in the first part of the metric. After this process, we identified 30
disclosure indicators for the first part of the scoring rule. These disclosure
indicators are indexes that show the presence or the absence of the infor-
mation described by the name/description of the indicator itself.

The second part of the scoring model is based on a judgment approach
that takes into account 47 key disclosure parameters (Table 10.4). As
shown in Table 10.4, these parameters are grouped into the following 11
subcategories: key aspects of credit risk management in banking, credit risk
management decision disclosure, credit risk components, information on
credit risk exposures, loan losses and measurement models, credit risk miti-
gation/transfer instruments, other key elements of bank credit risk, bank
loan portfolio disclosure, credit rating disclosure issues, bank credit risk
capital requirements disclosure, and general credit risk disclosure issues.

5See Scannella and Polizzi (2018) and Scannella (2018) for other scoring models based on
analytical grids. See Holsti (1969) and Weber (1990) for further information on content
analysis.
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Table 10.3 First part of the scoring model: the analytical grid of credit risk dis-
closure indicators

Section 1: Definitions

Credit risk definition

Expected loan loss definition

Unexpected loan loss definition

Credit risk components definition (PD, LGD, EAD)
Credit risk-weighted assets definition

Back-testing definition

Nonperforming loans definition

Section 2: Calculations and limitations

Amount of expected loan loss

Amount of unexpected loan loss

Amount of credit risk-weighted assets

Limitations of expected loan loss calculation
Limitations of unexpected loan loss calculation
Limitations of the internal credit rating system
Limitations of loan loss provisioning methodologies
Potential credit risk exposures (on-balance sheet)
Potential credit risk exposures (off-balance sheet)

Section 3: Explanations

Explanation of expected loan loss models used
Explanation of unexpected loan loss models used
Explanation of provisioning for loan losses

Explanation of credit risk-weighted assets calculation
Explanation of back-testing models used

Qualitative disclosure on nonperforming loans portfolio
Explanation of credit risk mitigation /transfer instruments

Section 4: Other key disclosure parameters

Presence of graphs about expected and unexpected loan loss
Stress test explanations

Stress test results®

Credit risk aggregation reported®

Risk-adjusted performance indicators

Credit risk exposure limits and tolerance

Scenario analysis

It is mandatory for credit internal stress test models only

*This indicator will return a score “1” if at least three of the following credit risk levels of aggregation will
be reported: aggregation for the type of loan; aggregation at the portfolio level; aggregation at the coun-
try level; aggregation for the type of credit borrower; aggregation for the companies of the bank group
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Table 10.4 Seccond part of the scoring model: the analytical grid of credit risk
disclosure indicators (score 0-5)

Section A: Key aspects of credit risk management in banking

Explanation of credit risk management strategies

Explanation of credit risk management goals, procedures, processes, and policies
Explanation of credit risk measurements

Explanation of credit risk control systems

Section B: Credit visk management decision disclosure
Information on credit risk assumption and retention
Information on credit risk prevention and protection
Information on credit risk transfer

Information on credit risk elimination and avoidance

Section C: Credit risk components
Insolvency risk

Migration risk

Recovery risk

Section D: Information on credit visk exposures
Current credit risk exposures (on-balance sheet)
Potential credit risk exposures (on-balance sheet)
Current credit risk exposures (off-balance sheet)
Potential credit risk exposures (off-balance sheet)
Accuracy of potential credit risk exposures assessment

Section E: Loan losses and measurement models
Credit risk: expected loss

Credit risk: unexpected loss

Measurement models for expected loss
Measurement models for unexpected loss
Model risk

Section F: Credit visk mitigation/transfer instruments
Information on collateral

Information on personal guarantees

Information on insurance contracts

Information on credit derivatives

Information on loan securitization

Section G: Other key elements of bank credit risk
Provisioning for loan losses

Analysis of nonperforming loans

Information on specialized lending

Credit risk: balance sheet ratios

Section H: Bank loan portfolio disclosure
Loan portfolio composition

Loan portfolio correlation

Loan portfolio concentration

Credit risk aggregation and methodologies

(continued)
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Table 10.4 (continued)

Section I: Credit vating disclosure issues

Information on internal /external credit rating

Rating assignment

Rating quantification

Rating validation

Information on the accuracy of internal /external credit rating models
Implications of internal /external credit rating for bank management

Section L: Bank credit risk capital requivements disclosure

Credit risk-weighted assets (on- and off-balance sheet)

Measurement models for credit risk capital requirements

Capital adequacy for credit risk (7egulatory perspective)

Economic capital for credit risk (internal and managerial perspective)
Section M: General credit visk disclosure issues

Backward-looking information on bank credit risk

Forward-looking information on bank credit risk

Provision of an integrated perspective on bank credit risk

We assign a score from “0” to “5” after taking into account the follow-
ing qualitative features of the disclosure: understandability, relevance,
comparability, and reliability. These qualitative characteristics are outlined
in the Conceptual Framework for IAS/IFRS by the International
Accounting Standard Board (2010). Score “0” means that we find a severe
lack of information disclosure; score “5” means that we find an excellent
information disclosure. We assume that these qualitative features are
extremely important for credit risk reporting purposes.

The process we adopted to identify these key disclosure parameters is
similar to the one adopted for the first section of our metric. Thus, both
the disclosure parameters and the subcategories were identified looking at
the scientific literature, the risk reporting practices of the banks of the
sample, and the regulatory requirements. As a result, we identified the
information that banks should disclose from a theoretical and practical
viewpoint. The decision of splitting each subcategory into different disclo-
sure parameters relies on the willingness of making our evaluation as verifi-
able and as objective as possible, even though it is impossible to eliminate
totally the subjectivity. After this process, we identified 11 subcategories/
sections that include 3 to 6 key disclosure parameters.

With reference to the first part of the scoring model, the maximum
score a bank can obtain is 30. As for the second part of the scoring model,
the maximum score is 235. We assigned equal weight to each section of
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the first and second part of the scoring model because we assume that each
section is equally important in determining the quality of banks’ risk dis-
closure. Lastly, we rescaled the summed scores in order to express the final
score (disclosure quality index) on a 0—100-point scale. These normalized
scores equate raw scoring gathered through different measurement tech-
niques. A more detailed discussion of the research findings is provided in
the section which follows.

4  RESEARCH FINDINGS: DISCUSSION

The following subsections focus on the results of this empirical study. As
stated previously, the overall objective of this work was to connect qualita-
tive and quantitative data through a scoring model in order to assess credit
risk disclosure in banking institutions, add new academic insights, and
provide practical implications. Details of the research findings from each
bank in the sample will be presented in the subsections that follow.

4.1  Unicredit®

Unicredit risk reporting shows a significant information overlap between
Notes to the account and Pillar 3 disclosure report. The Management
Commentary of the annual report does not contain any additional infor-
mation on credit risk, and it attenuates the provision of an integrated per-
spective on bank credit risk. There is also a better balance between
backward-looking and forward-looking information on credit risk in com-
parison to market risk (Scannella 2018; Scannella and Polizzi 2018).

In particular, in 2012, Unicredit provided a useful glossary and expla-
nation of credit risk determinants. The qualitative description of credit risk
mitigation techniques is informative enough, as well as the distinction
between expected and actual credit losses. A detailed description of stress
tests is provided in both Notes to the account and Pillar 3 report. The
Notes to the account also provide a measure of Rarorac (risk-adjusted
return on risk-adjusted capital) and the Management Commentary shows
two balance sheet ratios with reference to credit risk without providing
any comments. Moreover, there are few pieces of information on internal
credit rating in comparison to 2016 risk reporting.

¢Sources: Unicredit (2012-2017) Relazioni e bilancio. Unicredit (2012-2017) Terzo
pilastro di Basilea 2. Informativa al Pubblico.
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The disclosure on insolvency risk is better than other risk components.
There are useful comparisons between internal and external credit ratings.
The disclosure on personal guarantees and insurance contracts is not
informative enough and mainly description-based. In contrast, the disclo-
sure on credit derivatives is better from the quantitative instead of the
qualitative point of view. In a wider perspective, the disclosure on unex-
pected losses is better than the disclosure on expected losses.

There are no explanations of methodologies that are used for loan loss
provisioning. The rating assignment and rating validation (both internal
and external) disclosures are quite informative and mainly descriptive.
Both the Notes and the Pillar 3 report provide a high level of detail on
measurement models for credit risk capital requirement and capital ade-
quacy for credit risk (regulatory perspective). The disclosure on the eco-
nomic capital is less informative than the regulatory capital. However, the
methodologies that are used to evaluate the economic capital and its role
in credit risk management are described appropriately.

In 2013, Unicredit’s credit risk disclosure did not show relevant
improvements in comparison to the previous year. In brief, there is just a
higher level of details with reference to EAD and recovery risk, mainly in
the Pillar 3 report. The disclosure on model risk is much better, but still
not satisfactory. The information on nonperforming loans improved in the
Notes due to the implementation of the EBA’s Technical Standards in
October 2013.

In 2014, credit risk disclosure was similar to the previous year. The
disclosure on recovery risk and credit risk expected loss improved slightly,
mainly in the Pillar 3 report. It is curious to mention that in the glossary
the definition of “risk-weighted assets” is omitted.

In 2015, credit risk disclosure was almost identical to that of the previ-
ous year. There were just more details on nonperforming exposures, and
the definition of “risk-weighted assets” is included in the glossary.

Credit risk disclosure in 2016 was characterized by some improvements
in comparison to the previous year, particularly with reference to loan
securitization, management of nonperforming loans, governance struc-
ture of the credit risk management, regulatory capital requirements,
assignment and validation of bank credit rating systems, and complemen-
tarity and coherence of the Annual report and Pillar 3 report. In brief, the
glossary provides comprehensible definitions of the most important
aspects/terms of credit risk. Information on stress test is provided both in
the Notes and the Pillar 3 report: mainly qualitative and descriptive in the
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Notes and analytical and quantitative in the Pillar 3 report. The results of
the stress test are reported without an adequate level of details. In the
Pillar 3 report the distinction between expected and actual credit losses is
quite informative.

The disclosure on current and potential on-balance sheet exposures is
better than the one related to off-balance sheet exposures. At the same
time, the disclosure on unexpected credit losses is more informative than
the one related to expected credit losses. In addition, the disclosure on
model risk is not satisfactory and only qualitative and descriptive.

With reference to recovery risk, the disclosure is not satisfactory. The
information on personal guarantees is scarce, as well as the information on
insurance contracts on credit risk and credit derivatives. Unicredit pro-
vides useful information on internal economic capital (in 2016 Unicredit
introduced the migration risk as a component of the economic capital),
although it contains fewer details in comparison to the disclosure on regu-
latory capital. In the Pillar 3 report there are some pieces of information
on specialized lending and it provides more details on regulatory capital in
comparison to the Notes.

In brief, in 2016, there was still an information overlap between the
Notes and the Pillar 3 report (e.g. expected credit risk losses, credit risk
provisioning, etc.) and a good balance between backward and forward-
looking information on credit risk (e.g. lifetime expected losses tech-
niques, calculation of probabilities of default, use of migration matrixes,
etc.). This balance is much better than Unicredit market risk disclosure
(Scannella 2018). In addition, the Management Commentary does not
provide any relevant information on credit risk in banking.

In 2017, credit risk reporting improved in various aspects, mainly in the
Pillar 3 report, with the introduction of new tables and the provision of
new pieces of information. In detail, the Pillar 3 report provides more
information on back-testing PD for exposure classes and recovery risk,
which increases the disclosure on the accuracy of potential credit risk
exposures assessment, the accuracy of internal credit rating models, and
the explanation of credit risk measurements. In addition, disclosure
improvements have been made with reference to the analysis of nonper-
forming loans, credit risk-weighted assets (on- and off-balance sheet), and
credit derivatives (with the introduction of the section “EU CR7: IRB
method. Effects on RWA of credit derivatives that are used to hedge credit
risk”). Lastly, some useful tables on current credit risk exposures (on- and
off-balance sheet) are missing in the Pillar 3 report; the Management
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Commentary does not provide any relevant information on credit risk in
banking. The information overlap between Notes to the account and
Pillar 3 report attenuates the provision of an integrated view on bank
credit risk.

4.2 Intesa Sanpaolo’

Intesa Sanpaolo’s credit risk reporting shows higher forward-looking
information and an integrated perspective in comparison to Unicredit
credit risk reporting. Pillar 3 disclosure report provides information that is
not disclosed in the Notes; the Management Commentary sheds some
light on bank risk and provides cross-references to the Pillar 3 disclosure
report and the Notes.

In particular, in 2012 Intesa Sanpaolo provided a useful glossary in the
Pillar 3 report to easily understand key terms in credit risk reporting. The
disclosure on stress test is mainly qualitative; it does not provide any details
on future scenarios or their impacts on the economics and management of
the bank. There are just few and low informative pieces of information on
scenario analysis only in the Pillar 3 report.

The Management Commentary focuses mainly on the macroeconomic
context and provides an integrated perspective on some critical aspects of
bank risk, with particular reference to credit risk in banking, such as quali-
tative and quantitative analyses of loan portfolios, information on sover-
eign credit risk exposures and regulatory capital, and so on. Even though
on this aspect the Management Commentary is better than Unicredit, the
section “the expected development of the bank management” could
be improved.

Disclosure on rating assignment and validation is slightly better than
Unicredit. It is useful the table that compares internal rating classes and
external agency rating classes as well as are the paragraph that analyses
credit risk migration techniques and the description of the limitations of
unexpected loan loss calculation. The methods of credit risk rating assess-
ment are explained appropriately.

Credit risk disclosure provides useful information on potential
exposures, with reference to categories of exposures and their maturities.

7Sources: Intesa Sanpaolo (2012-2017) Relazione ¢ bilancio. Intesa Sanpaolo
(2012-2017) Terzo pilastro di Basilea 2. Informativa al pubblico.
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The disclosure on bank loan portfolio concentration provides some useful
details, mainly qualitative, but ultimately it is not satisfactory enough.

Loan securitization operations are well analyzed and reported. The dis-
closure provides information on the most important aspects of loan secu-
ritization operations that are performed by Intesa Sanpaolo. It provides an
integrated and comprehensible view of bank loan securitization, although
Unicredit seeks to delve deeper into the topic. It is probably related to the
fact that Unicredit manages more loan securitization operations than
Intesa Sanpaolo does.

In credit risk disclosure, the composition of the regulatory capital is
well described and detailed. It also provides a good analysis of nonper-
forming exposures and credit risk provisioning methodologies. In addi-
tion, it provides information on specialized lending and its rating
assessment methods, although some key details on the current credit risk
of specialized exposures are not disclosed.

The information on off-balance sheet exposures seems slightly better
than Unicredit. For example, the off-balance sheet exposure rating is well
explained, and there are tables that support qualitative and descriptive
analyses. In addition, the information gap between current and potential
credit risk exposures is less evident than the one of Unicredit.

The disclosure on credit derivatives is strictly compliant with the
Circular n. 262 of Bank of Italy (2005). An additional piece of informa-
tion is provided in the Pillar 3 report which discloses the creditworthiness
of credit derivative counterparties. With reference to personal guarantees,
the disclosure is better than the one of Unicredit, mainly in the Pillar 3
report (e.g. types of guarantors, types of guarantor rating classes, etc.). In
addition, the disclosure on collaterals and model risks seems more detailed
than the one of Unicredit.

The disclosure on the bank economic capital for credit risk, within a
managerial perspective, is slightly less detailed than the one of Unicredit,
but it is quite effective and easy to understand.

Generally speaking, Intesa Sanpaolo risk disclosure does not provide
enough tables and graphs that could primarily summarize descriptive
information on credit risk. Consequently, it affects the comprehensibility
of risk disclosure documents. However, a forward-looking perspective
reflects an important focus on future credit risk exposures.

In 2013, there were no significant improvements in credit risk disclo-
sure. It seems the same as the previous year. In particular, in the Notes and
the Pillar 3 report, the risk appetite framework and the credit risk
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management strategies and policies are described better than in the ones
of the previous year. The information on the economic capital in the Notes
is slightly improved (e.g. economic capital absorption for types of business
units). The content of the Management Commentary is similar to that of
the previous year.

In 2014, credit risk disclosure was also similar to the one of the previ-
ous year. There were no relevant improvements. With reference to stress
test results, they added a new paragraph “Comprehensive Assessment of
the European Central Bank” in the Management Commentary. The lack
of a summary table does not help the reader to obtain a quick view of it.
In addition, it is curious to mention that credit risk reporting discloses the
key term “unexpected loss” inside inverted commas, and it is used only
twice in the Notes and seven times in the Pillar 3 report (it does not pro-
vide any definition of unexpected loss).

In 2015, Intesa Sanpaolo did not provide a higher level of credit risk
disclosure in comparison to the previous year. It is important to notice a
slight improvement in the description of nonperforming exposures, as
well as expected credit risk losses. Even though in 2015 the forward-
looking information is slightly improved, the lack of stress test results
affects the final score of section M of the scoring model.

In 2016, Intesa Sanpaolo credit risk disclosure showed some improve-
ments, particularly with reference to economic capital (e.g. the use of
internal stress tests to evaluate the adequateness of economic capital), cur-
rent off-balance sheet credit risk exposures, credit risk provisioning, and
nonperforming loans. In addition, in the Pillar 3 report, there was a useful
comparison between internal approach-based probabilities of default and
actual default rates by types of economic sectors. Forward-looking infor-
mation improved with reference to IFRS 9 and its future impacts on the
bank balance sheet (e.g. lifetime probability of default and underlying
methodologies). In 2016, there were more pieces of information on stress
test results in comparison to the previous year. The Notes also provide a
glossary. The same credit risk ratios are disclosed in the Pillar 3 report and
Management Commentary. Finally, it is curious to mention that the infor-
mation on specialized lending has diminished both in the Pillar 3 report
and Notes.

In 2017, Intesa Sanpaolo credit risk disclosure showed almost the same
improvements we noticed in Unicredit mainly because of the recently
expanded risk disclosure requirements of the Pillar 3 report (Basel
Committee on Banking Supervision 2017). In addition, Intesa Sanpaolo
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improved the disclosure on the expected qualitative and quantitative
effects of the new IFRS 9 on the bank balance sheet. They provide more
details on expected credit losses that help to better understand measure-
ment models for expected losses and loan loss provisioning. We also found
more information on credit risk-weighted assets (on- and off-balance
sheet), credit risk aggregation and methodologies, and credit derivatives,
with positive effects on the accuracy of both internal credit rating models
and potential credit risk exposures assessment. Lastly, it slightly improved
the disclosure on the explanation of credit risk management goals, proce-
dures, processes, and policies, as well as the disclosure on nonperforming
loan securitization.

4.3  Monte dei Paschi di Siena®

In 2012, Monte dei Paschi risk disclosure showed a prominent backward-
looking perspective instead of a forward-looking one on credit risk, pri-
marily because of the low level of information on potential credit risk
exposures, stress tests, scenario analysis, sensitivity analysis, and so on.
With reference to the provision of an integrated perspective on bank credit
risk, we noticed that Pillar 3 report provides some additional information
than the Notes do, and the Management Commentary is a useful docu-
ment for the bank risk reporting, providing a unified view on some crucial
aspects of credit risk in banking (with useful tables and graphs).

In comparison to Unicredit, Monte dei Paschi discloses less informa-
tion on capital adequacy for credit risk (regulatory perspective), measure-
ment models for credit risk capital requirements, credit risk-weighted
assets (on- and oft-balance sheet), implications of internal credit rating for
the bank management, and accuracy of internal credit rating models. In
particular, for the rating assignment, they do not disclose properly the
models adopted, and for the rating quantification, there are no compari-
sons among internal rating classes. In contrast, they provide more details
on internal and external rating validation. There is not enough informa-
tion on the comparison between internal and external credit ratings, as
well as on credit risk aggregation and methodologies.

With reference to the analysis of the loan portfolio, we noticed that
there is no information on loan portfolio correlation; the degree of loan

8Sources: Monte dei Paschi di Siena (2012-2017) Relazione ¢ bilancio. Monte dei Paschi
di Siena (2012-2017) Informativa al pubblico. Pillar 3.
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portfolio concentration is explained better than Unicredit, and there is less
information on loan portfolio composition in comparison to Unicredit.
The useful table with the loan portfolio composition in terms of residual
maturity is not disclosed because they perform a sensitivity interest rate
risk analysis on the basis of internal models. However, this sensitivity anal-
ysis is not informative enough for credit risk. In general, there are fewer
details and comments than Unicredit.

The disclosure on loan losses provisioning is affected by the low infor-
mation level on accounting policies. In addition, the Pillar 3 report is not
helpful on this topic. In contrast, the analysis of nonperforming loans is
better than the one of Unicredit. The disclosure on nonperforming loans
has a good level of details (e.g. balance sheet ratios, coverage ratios of
nonperforming exposures, etc.). There are different tables and comments
on the topic in all risk reporting documents.

With reference to loan securitization and its impacts on the economics
and management of the bank, there are fewer details than Unicredit risk
reporting. There is no information on special purpose vehicles and syn-
thetic loan securitization. On this topic, the contribution of the Pillar 3
report is really important.

The information on measurement models for expected and unexpected
credit losses is quite good. The disclosure on expected credit losses is
detailed, comprehensible, and supported by a certain number of useful
graphs and tables. The disclosure on unexpected credit losses is strictly
connected to the disclosure on the bank economic capital. There are no
details on model risk. It is worthwhile to notice that although they dis-
close some useful details on expected credit losses, they do not provide
their total amount.

Monte dei Paschi does not provide a satisfactory disclosure on potential
credit risk exposures (both on- and oft-balance sheet), the accuracy of
potential credit risk exposures assessment, recovery risk, credit risk elimi-
nation and avoidance, migration risk, credit risk mitigation techniques,
and back-testing. The information on credit risk assumption, retention,
and prevention is worse than Unicredit. The information on credit risk
protection is slightly better (in particular in the Pillar 3 report).

With reference to the key aspects of credit risk management in banking,
we noticed that Monte dei Paschi provides more information on the orga-
nizational aspects of credit risk management instead of credit risk strate-
gies and policies.
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The disclosure on risk tolerance is almost identical in the Notes and the
Pillar 3 report. Nevertheless, in general, the information overlap between
those risk reporting documents seems less significant than Unicredit.

Some internal scenario analyses are disclosed, mainly in the Pillar 3
report, with their implications in terms of credit risk, derivatives, and bank
performances. Monte dei Paschi mentions the use of risk-adjusted perfor-
mance indicators for internal risk management purposes, but it does not
disclose any measure or type of such indicators.

The disclosure on stress test is scarce and mainly descriptive. There are
just few details on stress test results and comments. The Pillar 3 report
provides further information, but it is not relevant. In general, the forward-
looking perspective suffers from a low level of detail, which does not help
the reader to obtain a clear and adequate view on credit risk in banking.

It is important to highlight that, on the one hand, the disclosure on
internal economic capital and unexpected credit loss is better than
Unicredit and the comprehensibility is very good. On the other hand, the
disclosure on regulatory capital and credit risk-weighted assets is less
informative than Unicredit.

Generally speaking, we noticed that the distribution of information
among risk reporting documents is different in comparison to Unicredit
and Intesa Sanpaolo. Some aspects are well disclosed, while others are not
disclosed at all. It is worthwhile to mention that in many parts of the
annual report there are a lot of references to section “E” of the Notes,
even though in this case the Pillar 3 report is an important document for
credit risk disclosure. It also provides a useful glossary.

In 2013, Monte dei Paschi risk disclosure showed some improvements,
with particular reference to the explanation of credit risk management
goals, procedures, processes, and policies; credit risk assumption and
retention; credit risk elimination and avoidance; accuracy of potential
credit risk exposures assessment (because of more details on the back-
testing mainly); personal guarantees; and accuracy of internal credit rating
models. In the Management Commentary they introduced a new table
“risk weighted assets—RWA?” that shows also credit risk-weighted assets.
With reference to the amount of unexpected loan loss, there are fewer
details on the bank economic capital than the previous year. The disclo-
sure on stress tests improved, but their results are missing.

In 2014, Monte dei Paschi credit risk disclosure showed some improve-
ments. Briefly, we mention the following: in the Pillar 3 report, there are
more pieces of information on expected and actual credit losses, rating
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back-testing, and a comparison between internal estimates of probabilities
of default and actual defaults for rating classes; new sections of the Pillar 3
report on credit risk management policies and goals, the use of internal
ratings for credit risk, and credit risk-weighted assets. It slightly improved
the disclosure on stress tests in the Management Commentary and on
bank capital adequacy for credit risk, mainly because of the introduction of
a new section on bank regulatory capital in the Pillar 3 report. The geo-
graphical distribution of both on- and oft-balance sheet exposures, that
provided details on nonperforming exposures, is not disclosed anymore.
In conclusion, the forward-looking information is slightly improved in
comparison to the previous year, mainly because of a higher level of infor-
mation on recovery risk and stress test.

In 2015, we noticed that the quality of credit risk disclosure was slightly
reduced, mainly in the Notes. They provided fewer tables and graphs on
internal economic capital and expected credit loss, as well as less informa-
tion on current credit risk exposures (on-balance sheet), regulatory capi-
tal, and stress tests. In contrast, other parts of the risk disclosure showed
some improvements, such as more pieces of information on measurement
models for credit risk capital requirements, credit risk-weighted assets (on-
and off-balance sheet), rating validation, recovery risk, and specialized
lending. The disclosure on internal /external credit rating and credit deriv-
atives showed slight improvements in the Pillar 3 report in comparison to
the previous year.

In 2016, Monte dei Paschi improved the quality of its credit risk disclo-
sure. It provided more details on credit risk prevention and protection,
insolvency risk, collaterals (mainly in the Management Commentary), and
personal guarantees (mainly in the Pillar 3 report, with the introduction of
two new paragraphs on this topic). The disclosure on loan loss provision-
ing and insolvency risk was positively affected by the presence of some
references to the new IFRS 9 and its impacts on migration risk, potential
credit risk exposures, and potential bank risks. The disclosure on stress
tests improved, as well as on credit risk balance sheet ratios, with the intro-
duction of new ratios on the quality of bank loans.

In 2017, Monte dei Paschi credit risk disclosure showed almost the
same improvements we noticed in Unicredit and Intesa Sanpaolo, mainly
because of the recently expanded risk disclosure requirements of Pillar 3
report (Basel Committee on Banking Supervision 2017). In addition, we
noticed some other disclosure improvements with reference to implications
of internal credit rating for bank management, analysis of nonperforming
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loans, loan securitization, provisioning for loan losses, credit risk preven-
tion and protection (it is worthwhile to mention the creation of a new
“chief lending officer” that should improve the early detection of bank
credit risk), accuracy of internal credit rating models, and potential credit
risk exposures assessment. In 2017, the disclosure on stress test and poten-
tial credit risk exposures has been slightly reduced (on-balance sheet).
Lastly, Monte dei Paschi partially adopted the new IFRS 9 in 2017 financial
statement.

4.4 Bawnco Popolave and Banco BPM®

Banco Popolare credit risk reporting shows a higher backward-looking
than a forward-looking disclosure and an acceptable integrated perspec-
tive. The Pillar 3 disclosure report and the Notes are complementary doc-
uments, and the Management Commentary is useful for credit risk
reporting purposes. In a wider perspective, credit risk reporting adopts a
more narrative and qualitative approach instead of a quantitative one.

On closer inspection, in 2012, the explanation of credit risk manage-
ment goals, procedures, processes, and policies is quite informative,
although it contains fewer details than Unicredit. The Pillar 3 disclosure
report provides a useful glossary to support the comprehension of some
key credit risk dimensions. In addition, the definition of credit risk in the
Pillar 3 disclosure report is quite precise and detailed.

With reference to credit rating disclosure issues, we noticed that the
disclosure on internal rating, the comparison between internal and exter-
nal rating, and the implications of internal credit rating for bank manage-
ment is quite good, but there are not so many pieces of information on the
accuracy of internal credit rating models. However, the existence of a
good comparison between expected credit losses and actual credit losses
supports the same score we assigned to Unicredit.

The disclosure on capital adequacy for credit risk (regulatory perspec-
tive), credit risk-weighted assets (on- and off-balance sheet), and measure-
ment models for credit risk capital requirements is less informative than
Unicredit. It also provides few tables and summaries. Although there are
pieces of information on potential exposures, they are mainly related to
the trading portfolio. Banco Popolare pays more attention to the regulatory

“Banco Popolare (2012-2017) Relazione finanziaria annuale. Banco Popolare
(2012-2017) Informativa al pubblico.
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perspective of capital requirements disclosure than internal and managerial
perspective. Stress test results are provided only with reference to regula-
tory capital. The disclosure on sovereign risk is quite informative.

The Management Commentary provides two useful sections for credit
risk reporting: analysis of results in a perspective view and risk manage-
ment. They also provide a good synthesis of some important credit risk
aspects. Other sections of the Management Commentary do not shed
additional light on credit risk.

Different sections of credit risk reporting show a less informative dis-
closure in comparison to Unicredit: insolvency risk, current credit risk
exposures (off-balance sheet), measurement models for unexpected loss,
loan loss provisioning, analysis of nonperforming loans, and rating assign-
ment. Although the information on loan securitization is less detailed than
Unicredit, the Notes provide informative sections on risks and securitiza-
tion (e.g. rating downgrading paragraph). The disclosure on loan portfo-
lio correlation is not adequate, but Banco Popolare shows more information
than other banks. The disclosure on loan portfolio concentration is char-
acterized by the presence of a table and a narrative structure of the analysis
of large risk exposures. The disclosure on credit risk aggregation and
methodologies is quite qualitative, and the overview is not clear.

In 2013, Banco Popolare credit risk disclosure showed some improve-
ments, with particular reference to rating validation; capital adequacy for
credit risk (regulatory perspective); explanation of credit risk measure-
ments; information on credit risk assumption and retention; and recovery
risk. The information on stress test results is not provided. The increased
volume of the risk disclosure in 2013 is mainly related to the merger by
the incorporation of “Credito Bergamasco S.p.A.” into Banco Popolare.

In 2014, we noticed some improvements in Banco Popolare credit risk
disclosure, with reference to explanation of credit risk management strate-
gies, goals, procedures, processes, and policies; capital adequacy for credit
risk (regulatory perspective); economic capital for credit risk (internal and
managerial perspective); information on specialized lending; information
on internal /external credit rating; and balance sheet ratios for credit risk.
In 2014, the Management Commentary provided stress test results and
more information on loan loss provisioning and nonperforming loans.

In 2015, Banco Popolare credit risk disclosure was almost the same as
the previous year. We noticed some improvements with reference to accu-
racy of internal credit rating models (there are some details on back-
testing, mainly for market risk rather than credit risk); credit risk elimination
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and avoidance (mainly in the accounting policy section); recovery risk and
credit risk expected loss (with the introduction of new tables and qualita-
tive information); and loan securitization. In contrast, the disclosure is
slightly worse with reference to stress test results.

In 2016, better disclosure of the accounting policy (with reference to
the introduction and implementation of the new IFRS 9) and stress test
results (Pillar 3 disclosure report and Management Commentary)
increased a forward-looking perspective on bank credit risk. We also
noticed some disclosure improvements with reference to credit risk trans-
fer (more information on nonperforming loan transferring in the Notes),
insolvency risk (more information on the probability of default and loss
given default), loan loss provisioning, and potential credit risk exposures
(on-balance sheet).

On 1 January 2017, Banco Popolare and Banca Popolare di Milano
merged to become Banco BPM Group. Thus, for 2017 we take into
account Banco BPM credit risk reporting. In 2017, the quality of credit
risk disclosure improved quite a lot with reference to disclosure reports.
The structure of Banco BPM credit risk disclosure is similar to the previ-
ous Banco Popolare credit risk disclosure. Some disclosure improve-
ments could be affected by the merger of the previous two banks into
the new group.

Briefly, we mention the following disclosure improvements: loan loss
provisioning and expected credit loss (mainly in the Notes); accuracy of
internal credit rating models (more information on back-testing of rating
systems in the Notes); credit risk-weighted assets, both on- and oft-balance
sheet (it is worthwhile to notice the introduction in the Notes of two use-
ful tables: EU CR8—risk-weighted assets variations, and EU CR4—
standardized method—credit risk exposures); capital adequacy for credit
risk (regulatory perspective); current credit risk exposures (off-balance
sheet); insolvency risk (to notice the introduction of a new table EU
CR6—IRB method); measurement models for expected loss; model risk;
unexpected loan loss; and economic capital for credit risk (the Pillar 3
disclosure report provides information on the risk appetite framework).
The Management Commentary provides some information on nonper-
forming loans. Stress test results are not disclosed. Information on sce-
nario analysis is provided only in the Notes. In short, backward-looking
information on bank credit risk improved with reference to all credit
risk reports.
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4.5 UBI Banca'®

In 2012, UBI Banca credit risk reporting was characterized by a much
more backward-looking perspective instead of a forward-looking one.
With reference to the provision of an integrated perspective on bank credit
risk, there are some information overlaps between the Notes and the Pillar
3 disclosure report. The Management Commentary provides useful infor-
mation on credit risk, mainly qualitative, and supports the provision of an
integrated view.

With reference to key aspects of credit risk management in banking
(explanation of risk management goals, procedures, processes, policies;
credit risk measurements; credit risk control systems), we observed a good
level of disclosure. In comparison to Unicredit, it seems that the informa-
tion in the Notes is much more qualitative than quantitative. A glossary is
not provided.

In all credit risk reports, the disclosure on credit risk expected loss and
unexpected loss is not adequate. It is not clear how the bank calculates
them and their meaning. There is no explanation on credit risk compo-
nents and risk-weighted assets. It affects negatively the understandability
of credit risk disclosure. The information on value at risk and back-testing
is mainly on market risk instead of credit risk. The analysis of nonperform-
ing loans is quite good: in the Notes there are more details than Unicredit.

UBI Banca risk reporting provides some useful balance sheet ratios on
credit risk with reference to each bank in the group. In contrast, an insuf-
ficient level of information is provided with reference to credit risk poten-
tial exposures, explanation of unexpected loan loss models used,
explanation of credit risk-weighted assets calculation, credit risk aggrega-
tion and methodologies, internal /external credit rating, implications of
internal credit rating for bank management, credit risk-weighted assets
(on- and oft-balance sheet), measurement models for credit risk capital
requirements, and capital adequacy for credit risk (regulatory perspective).
Information on stress test results on trading and banking book and sce-
nario analysis is also provided. With reference to bank credit risk capital
requirements disclosure, we noticed an evident gap between the regula-
tory and the internal /managerial perspective.

The disclosure on loan portfolio concentration and credit risk elimina-
tion/avoidance is slightly better than Unicredit; the Notes provide details

19Sources: UBI Banca (2012-2017) Relazioni e bilanci. UBI Banca (2012-2017)
Informativa al pubblico. Pillar 3.
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on large credit risk exposures. In contrast, the disclosure on insolvency
risk, migration risk, and recovery risk is worse than the one provided by
Unicredit. In general, the disclosure on the current credit risk exposures
(on-balance sheet) is better than the disclosure on potential credit risk
exposures (on- and oft-balance sheet), both qualitative and quantitative.

Credit risk disclosure does not provide an adequate level of information
to evaluate the accuracy of potential credit risk exposures assessment and
measurement models for unexpected losses. The disclosure on measure-
ment models for expected losses, collateral, and personal guarantees is
slightly worse than Unicredit. The disclosure on loan securitization is
adequate and almost similar to Banco Popolare in 2012.

Even though in 2013 the volume of all credit risk reports increased,
there was no significant improvement in credit risk disclosure. It seems the
same as the previous year. We noticed slight improvements with reference
to credit risk prevention and protection, credit risk assumption and reten-
tion, measurement models for expected loss, internal /external credit rat-
ing, implications of internal credit rating for bank management, recovery
risk, analysis of nonperforming loans, and credit risk-weighted assets (on-
and off-balance sheet).

The volume of credit risk reporting increased also in 2014. The struc-
ture of the Pillar 3 disclosure report changed in comparison to that of the
previous year and it attenuates the comparability over time. In the Pillar 3
report, the disclosure on credit risk concentration slightly improved: it
provides a distinction between sector concentration risk and single name
concentration risk. The information is only qualitative and not sufficient
to increase the score.

We noticed a better disclosure in comparison to the previous year with
reference to the following aspects: measurement models for credit risk
capital requirements (in the Pillar 3 report there are more details on risk-
weighted assets); insolvency risk (disaggregation of credit exposures with
reference to their creditworthiness); and explanation of credit risk man-
agement goals, procedures, processes, and policies (both in the Notes and
Pillar 3 report). In addition, the Pillar 3 disclosure report provides more
information on credit risk prevention and protection, credit risk expected
loss, collateral, loan securitization, and credit risk-weighted assets (on-
and off-balance sheet).

In 2015, credit risk disclosure did not improve significantly. Credit risk
reporting provided more details on capital adequacy for credit risk (regu-
latory perspective); explanation of credit risk measurements (mainly with
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reference to the future introduction of the new IFRS 9); model risk;
migration risk; and current credit risk exposures (off-balance sheet).

In 2016, UBI Banca risk disclosure showed some improvements, with
particular reference to current credit risk exposures (on-balance sheet),
mainly in the Management Commentary; measurement models for credit
risk capital requirements (it is worthwhile to notice the introduction of a
new paragraph “EBA Transparency Exercise 2016” and “SREP 20167, as
well as more details on capital conservation buffer); loan loss provisioning
(mainly with reference to nonperforming loans); credit risk expected loss;
and internal /external credit rating (the implementation of the new IFRS
9 affects both aspects).

In 2017, UBI Banca credit risk disclosure showed several improvements,
mainly because of the recently expanded risk disclosure requirements of the
Pillar 3 report (Basel Committee on Banking Supervision 2017) and the
implementation of the new IFRS 9. On closer inspection, we noticed a bet-
ter disclosure with reference to the following aspects: measurement models
for expected loss (that incorporate forward-looking scenarios); credit risk
transfer; loan securitization; credit risk mitigation; credit derivatives (mainly
Over-the-counter (OTC) derivatives); credit risk elimination and avoid-
ance (mainly with reference to the derecognition of credits from the bal-
ance sheet); explanation of credit risk management strategies; rating
assignment; implications of internal credit rating for bank management;
migration risk; potential credit risk exposures (on-balance sheet), mainly
because of the introduction of a new section (sensitivity analysis BCE) in
the Management Commentary; explanation of credit risk control systems;
credit risk prevention and protection; potential credit risk exposures (oft-
balance sheet); and specialized lending. In short, the forward-looking
information on credit risk increased in 2017 because of the implementation
of the new IFRS 9 that affects many aspects of credit risk disclosure.

4.6 Bawnca Nazionale del Lavoro'!

Banca Nazionale del Lavoro is under the control of BNP Paribas. For this
reason, its Pillar 3 disclosure report consists of just few pages. More detailed
Pillar 3 reports are published by the holding bank (BNP Paribas). In order
to take into account the necessary information, we have also analyzed the

"Sources: Banca Nazionale del Lavoro (2012-2013) Bilancio d’esercizio. Banca Nazionale
del Lavoro (2014-2017) Relazione finanziaria. Banca Nazionale del Lavoro (2012-2017)
Pillar 3 report.
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BNP Paribas Pillar 3 disclosure report with particular reference to Banca
Nazionale del Lavoro, but unfortunately, it was not always possible to iso-
late such pieces of information. In addition, BNP Paribas Pillar 3 disclosure
report does not provide appreciable information with reference to our
scoring model. This aspect has a relevant impact on the disclosure quality
index of the scoring model. Overall, we noticed that the volume of all
Banca Nazionale del Lavoro credit risk reports is less than the one of other
banks in the sample. It could be an example of a strategic under-reporting
of bank risk (Begley et al. 2017; Core 2001; Lev 1992).

In 2012, Banca Nazionale del Lavoro provided much more backward-
looking information on bank credit risk than forward-looking informa-
tion. It is characterized by fewer details, a lack of useful narrative
explanations and qualitative information, a concise analysis of stress test
results, scarce use of tables and graphs, a lack of a glossary, and use of value
at risk measures almost exclusively for market risk instead of credit risk.
Information on bank credit risk is mainly provided by the Notes. This may
affect the provision of an integrated perspective on bank credit risk.

Credit risk reporting provides a vague disclosure on insolvency risk,
accuracy of internal credit rating models (back-testing is mainly used for
market risk), explanation of credit risk management strategies, explanation
of credit risk measurements, credit risk assumption and retention, credit
risk transfer, credit risk elimination and avoidance, migration risk, and
credit risk prevention and protection. Disclosure on rating validation and
credit risk control systems is quite good, as well as the description of risk
management functions in banking.

Information on credit risk exposures is vague and not adequate to fully
comprehend credit risk expected and unexpected losses, and measurement
models for expected and unexpected losses. An inadequate level of infor-
mation is evident with reference to off-balance sheet credit exposures.

With reference to credit risk mitigation /transfer instruments, the dis-
closure on personal guarantees and credit derivatives is not informative
enough; it is satisfactory for collateral and adequate for loan securitization,
although it offers less information than Unicredit.

Furthermore, the bank loan portfolio disclosure is not adequate to com-
prehend the bank loan portfolio correlation, concentration, and credit risk
aggregation and methodologies. Just few details are mentioned on the anal-
ysis of nonperforming loans and provisioning for loan losses. Credit risk
balance sheet ratios are disclosed only with reference to regulatory capital.

The disclosure on credit rating issues is also scarce, particularly with
reference to the implications of internal credit rating for bank manage-
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ment, internal /external credit rating, and rating quantification. The dis-
closure on rating assignment is slightly better.

The bank credit risk capital requirements disclosure is better with refer-
ence to the regulatory perspective than the internal /managerial perspec-
tive. The information on measurement models for credit risk capital
requirements is scarce, as well as the use of economic capital for internal
purposes. The disclosure on credit risk-weighted assets (on- and oft-
balance sheet) is slightly better.

In 2013, we noticed some improvements. In comparison to the previ-
ous year, the volume of bank risk disclosure increased; however, it had no
significant impact on the comprehension of credit risk. The Pillar 3 disclo-
sure report contains the same tables as the previous year, but with more
details and explanations on credit risk-weighted assets, capital adequacy
for credit risk (regulatory perspective ), and measurement models for credit
risk capital requirements. The Notes provide more information on OTC
credit derivatives and clearing houses (it positively affects the disclosure on
credit risk transfer), provisioning for loan losses (with the introduction of
the shortfall and a better explanation of expected credit loss), internal /
external credit rating, accuracy of internal credit rating models (with refer-
ence to the back-testing procedures for the internal rating system), expla-
nation of credit risk management strategies, and credit risk measurements.
In 2013, there was no information on the economic capital for credit risk
(internal and managerial perspective).

Since 2014, Banca Nazionale del Lavoro has started to publish one
report which is called “Relazione finanziaria” that includes the Notes, the
Management Commentary, and the Pillar 3 disclosure report. We noticed
that the Pillar 3 disclosure report contains more qualitative and quantitative
information than the previous year, particularly with reference to credit
risk expected loss, rating validation, implications of internal credit rating
for bank management, credit risk-weighted assets (on- and off-balance
sheet), measurement models for credit risk capital requirements, and
credit risk prevention and protection.

The disclosures on collateral, loan securitization, credit risk balance
sheet ratios (in the Management Commentary we noticed a higher num-
ber of credit risk ratios), economic capital for credit risk (internal and
managerial perspective), and loan portfolio concentration (with reference
to large exposures) also slightly improved.

In 2015, we noticed a significant reduction in the risk reporting vol-
ume. However, the credit risk disclosure is almost the same as the previous
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year. The reduction of the number of pages of risk disclosure affects the
provision of an integrated perspective on bank credit risk. They started
providing information on the new IFRS 9; consequently, it improved the
disclosure on loan loss provisioning.

In 2016, Banca Nazionale del Lavoro improved the quality of its credit
risk disclosure. It provides more details on credit risk expected loss (in the
Management Commentary there are more pieces of information on
expected loss at maturity for performing loans), accuracy of internal credit
rating models (in the Notes we have some references to back-testing on
PD, LGD, and EAD), explanation of credit risk management strategies,
credit risk elimination and avoidance, insolvency risk, and loan portfolio
concentration. It slightly improved the forward-looking information on
bank credit risk, mainly with reference to the Management Commentary
and the implementation process of IFRS 9.

In 2017, we noticed a lot of improvements in all credit risk reports. The
backward-looking information on bank credit risk improved, as well as the
forward-looking information. In particular, we noticed a better disclosure
with reference to the following aspects: analysis of nonperforming loans;
impacts of the first-time adoption of the IFRS 9; capital adequacy for credit
risk (regulatory perspective); current credit risk exposures (the Notes con-
tain new tables that provide different disaggregation of credit risk expo-
sures); insolvency risk (with more details on the default credit exposures);
credit risk aggregation and methodologies; current credit risk exposures
(oft-balance sheet); recovery risk; measurement models for expected loss;
explanation of expected loan loss models used; explanation of credit risk
management goals, procedures, processes, and policies (the Pillar 3 disclo-
sure report introduces a new paragraph on risk management); and explana-
tion of credit risk measurements and rating quantification. In particular, in
2017, more balance sheet ratios on credit risk were disclosed and compared
to average ratios of the banking system. A glossary is still missing.

4.7  Mediobanca'?

Mediobanca obtains the lowest credit risk disclosure score of the whole
sample, even though it is characterized by the highest increase over the
evaluation period. There is no glossary, the Pillar 3 disclosure report is

12Sources: Mediobanca (2012-2017) Bilanci. Mediobanca (2012-2017) Terzo pilastro di
Basilea 2. Informativa al pubblico.
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only in English (the Italian version is not available on the website), and the
Management Commentary is almost useless for credit risk disclosure. In
2012, Mediobanca had not adopted the internal rating models for regula-
tory purposes yet. Consequently, it affected the credit risk disclosure in
many aspects (rating assignment, quantification, validation, and internal /
external credit rating models).

The information on credit risk determinants is inadequate. The Pillar 3
disclosure report provides some brief useful pieces of information on
credit risk concentrations in connection with credit risk mitigation tech-
niques, capital adequacy, analysis of nonperforming loans, provisioning for
loan losses, and explanation of credit risk mitigation /transfer instruments.
The back-testing is applied only to value at risk for market risk and to
hedging operations. The disclosure on credit risk management strategies,
goals, procedures, processes, policies, credit risk measurements, and credit
risk control systems is less informative than other banks in the sample.
There are just few pieces of information with reference to credit risk
assumption and retention, credit risk prevention and protection, credit
risk elimination and avoidance, insolvency risk, migration risk, and
recovery risk.

Mediobanca disclosure on credit risk exposures is almost similar to Banca
Nazionale del Lavoro. The disclosure on loan losses and measurement mod-
els is affected by a low level of information, with the exception of measure-
ment models for unexpected losses. The level of details on collateral,
personal guarantees, credit derivatives, and loan portfolio concentration is
similar to the credit risk reporting of Unicredit. The Pillar 3 disclosure
report contains useful information on banking book securitization.

A low level of qualitative and quantitative information characterizes the
loan portfolio composition, credit risk aggregation and methodologies,
credit risk-weighted assets (on- and off-balance sheet), measurement
models for credit risk capital requirements, and capital adequacy for credit
risk (regulatory perspective). There are just few balance sheet ratios on
credit risk. There is no information on economic capital for credit risk.
Notwithstanding the low quality of disclosure, credit risk reporting is
quite easy to read (but there are neither tables nor graphs). Consequently,
it affects the provision of an integrated perspective on bank credit risk.

In 2013, credit risk disclosure was the same as in the previous year. We
just noticed a slight reduction in the number of pages and a slight improve-
ment with reference to the explanation of credit risk management strate-
gies (in the Management Commentary) and loan securitization.
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In 2014, credit risk disclosure in the Pillar 3 report and Notes improved
mainly with reference to explanation of credit risk measurements, credit
risk expected loss, credit risk-weighted assets (on- and off-balance sheet),
analysis of nonperforming loans, information on internal /external credit
rating, rating assignment, and measurement models for credit risk capital
requirements.

In 2015, Mediobanca improved significantly the quality of its credit
risk disclosure. It provides more details on provisioning for loan losses,
insolvency risk, recovery risk, credit risk measurements, credit risk assump-
tion and retention, credit risk transfer and securitization, current credit
risk exposures (on- and off-balance sheet), rating validation, and capital
adequacy for credit risk (mainly in the Pillar 3 report). The volume of
credit risk reporting increased a great deal.

In 2016, we noticed better forward-looking information on bank credit
risk mainly because of the disclosure on stress test results and new account-
ing principle of the IFRS 9. The disclosure on IFRS 9 affects many
improvements of credit risk reporting, such as provisioning for loan losses,
measurement models for expected loss, potential credit risk exposures
(on- and oft-balance sheet), insolvency risk, and migration risk. We also
noticed some other improvements with reference to the analysis of non-
performing loans; implications of internal credit rating for bank manage-
ment; explanation of credit risk management goals, procedures, processes,
and policies; and the use of risk-adjusted performance indicators (only for
the management compensation policy). It is strange to notice that the
definition of credit risk is missing in the Pillar 3 disclosure report. Similar
to other banks in the sample, the denomination of “large risks” changed
into “large exposures”.

In 2017, Mediobanca credit risk disclosure improved undoubtedly,
both from the qualitative (with the introduction of a useful and well-
structured glossary) and quantitative points of view (mainly backward-
looking information on bank credit risk). In detail, we found better
description and more data with reference to nonperforming loans; rating
validation; accuracy of internal credit rating models; credit risk-weighted
assets (on- and off-balance sheet); explanation of credit risk management
strategies; explanation of credit risk management goals, procedures, pro-
cesses, and policies; credit risk: expected loss; recovery risk; loan securiti-
zation; rating quantification; and capital adequacy for credit risk (regulatory
perspective).
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4.8 BPER Banca'?

BPER Banca credit risk reporting is characterized by a significant informa-
tion overlap between the Pillar 3 disclosure report and the Notes. The
Pillar 3 report provides few pieces of information in addition to the infor-
mation provided by the Notes.

In 2012, credit risk disclosure is not adequate in all risk reports. It is
worthwhile to notice that the Management Commentary provides a brief
synthesis on banking risks and exposures that helps to provide an inte-
grated perspective on bank credit risk. Like all other banks in the sample,
backward-looking information on bank credit risk is better than forward-
looking information.

We found a low level of qualitative and quantitative information with
reference to the following credit risk aspects: explanation of expected loan
loss models used, credit risk exposures, credit risk management decisions,
credit risk components; loan losses and measurement models; credit risk
mitigation /transfer instruments (with the exception of loan securitiza-
tion); bank loan portfolio; model risk; collaterals; scenario analysis; and
credit risk assumption, retention, prevention and protection. BPER Banca
employs external rating systems, which affects the disclosure on credit rat-
ing. There is no information on stress tests, back-testing, and economic
capital (internal and managerial perspective). A glossary is not provided
and it negatively affects the first part of the disclosure scoring model.

In comparison to the previous year, in 2013, we noticed some slight
improvements in credit risk disclosure. We found more qualitative and
quantitative information with reference to analysis of nonperforming
loans; explanation of credit risk control systems; credit risk assumption
and retention; rating validation; balance sheet ratios on credit risk; and
loan securitization (mainly in the Management Commentary).

In 2014, BPER Banca provided a better credit risk disclosure, particu-
larly with reference to explanation of credit risk measurements; personal
guarantees and collaterals; accuracy of potential credit risk exposures
assessment; explanation of credit risk management strategies; current and
potential credit risk exposures (on-balance sheet); credit risk assumption,
retention, prevention, and protection; credit risk expected loss; specialized
lending; insolvency risk; stress test results; and capital adequacy for credit
risk (regulatory perspective). In addition, it is worthwhile to notice that

13Sources: BPER Banca (2012-2017) Bilancio dell’esercizio. BPER Banca, Informativa al
pubblico. Basilea 2 Pillar 3.



278  E.SCANNELLA AND S. POLIZZI

the denomination of “large risks” changed into “large exposures”, and
many sections of the Notesand Pillar 3 disclosure reportare exactly the same.

In 2015, we noticed some improvements of backward-looking infor-
mation on bank credit risk with reference to rating quantification, rating
validation, rating assignment, recovery risk, loan portfolio concentration,
measurement models for credit risk capital requirements, explanation of
credit risk control systems, and balance sheet ratios on credit risk (they
introduced two new risk ratios). The information on specialized lending is
missing, and stress test results are moved to the Notes.

In 2016, the volume of the Pillar 3 disclosure report increased signifi-
cantly. In this report, we found a better disclosure on the following aspects:
credit risk management goals, procedures, processes, and policies; special-
ized lending; explanation of organizational issues related to the bank lend-
ing activity; implications of internal credit rating for bank management;
internal /external credit rating; accuracy of internal credit rating models;
measurement models for expected loss; explanation of credit risk measure-
ments; credit risk elimination and avoidance; loan portfolio concentration.
The analysis of potential impacts of the IFRS 9 in banking improved the
disclosure on the following aspects: rating quantification; migration risk;
insolvency risk; recovery risk; provisioning for loan losses. It contributes to
enhancing a forward-looking perspective on bank credit risk. Some bal-
ance sheet ratios on credit risk are provided. In addition, in 2016, BPER
Banca started employing the IRB methodology to calculate credit risk. It
affected many aspects of credit risk disclosure.

Like the previous year, in 2017, we observed some important improve-
ments in credit risk disclosure. The volume and complexity of credit risk
reporting increased; however, it does not provide enough tables and
graphs. It affects the integrated view on bank credit risk. In particular, we
noticed disclosure improvements with reference to credit risk-weighted
assets (on- and oft-balance sheet); implications of internal credit rating for
bank management; credit risk transfer and loan securitization; credit risk
elimination and avoidance; and credit risk management goals, procedures,
processes, and policies. In the Management Commentary, the information
on economic capital for credit risk (internal and managerial perspective) is
missing. In conclusion, the implementation process and a forward-looking
approach of the IFRS 9 contributed to improving the disclosure of the
aforementioned credit risk aspects. Although the quantitative disclosure
on credit risk measurements needs to be improved, the qualitative disclo-
sure on key aspects of credit risk management in banking is adequate and,
in some aspects, better than other banks in the sample.
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4.9  Banca Popolare di Milano™

Banca Popolare di Milano credit risk reporting is characterized by a good
balance between qualitative and quantitative information. In some aspects,
it is better than other banks of similar dimensions in the sample. Credit
risk disclosure is much more backward-looking than forward-looking.
They put much more emphasis on forward-looking information on mar-
ket risk instead of credit risk. We also noticed an information overlap
between the Notes and the Pillar 3 disclosure report that affects the provi-
sion of an integrated perspective on bank credit risk. They provide a well-
structured Management Commentary, but they need to exploit better its
communication potentialities. The glossary in the Notes provides useful
definitions that enhance the comprehensibility of credit risk reporting.

In 2012, it is worthwhile to highlight an adequate disclosure on the
following credit risk aspects: explanation of credit risk management goals,
procedures, processes, and policies; explanation of credit risk control sys-
tems; credit risk transfer and loan securitization; organizational structure
of bank risk management; measurement models for credit risk capital
requirements; capital adequacy for credit risk (regulatory perspective);
personal guarantees and collateral, and recovery risk; and analysis of non-
performing loans.

Banca Popolare di Milano does not show a well-detailed disclosure with
reference to credit risk-weighted assets (on- and off-balance sheet); back-
testing (mainly on market risk); internal /external credit rating; scenario
analysis and sensitivity analysis (mainly for market risk); credit risk assump-
tion, retention, prevention, and protection; credit risk elimination and
avoidance (it focuses on accounting issues); insolvency and migration risk;
credit risk expected and unexpected loss; measurement models for
expected and unexpected loss; credit derivatives; rating validation; impli-
cations of internal credit rating for bank management; and accuracy of
internal credit rating models. Disclosure on credit risk exposures is better
for current exposures than potential ones; it is also better for on-balance
rather than oft-balance sheet exposures. Loan portfolio concentration and
provisioning for loan losses have a better disclosure in the Pillar 3 report
than in the Notes.

4Sources: Banca Popolare di Milano (2012-2016) Relazione ¢ Bilancio. Banca Popolare
di Milano (2012-2016) Informativa al pubblico. Pillar 3.
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In 2013, we noticed a significant increase in the number of pages of the
bank’s risk reporting; however, many parts of credit risk reporting are
exactly the same as the previous year. In 2013, slight improvements are
related to the following aspects: explanation of credit risk measurements;
credit risk prevention and protection; explanation of credit risk manage-
ment strategies; accuracy of potential credit risk exposures assessment;
description of model risk; risk-adjusted performance indicators (they pro-
vide the definition and value of the “risk-adjusted return on risk-adjusted
capital”, which is known as Rarorac).

In 2014, the glossary is missing, which negatively affects the final score
of the disclosure scoring model, even though other sections of credit risk
disclosure show some enhancements. In comparison to the previous years,
we noticed more qualitative and quantitative information on the following
aspects: insolvency risk, recovery risk, and migration risk; credit risk
expected loss; provisioning for loan losses; analysis of nonperforming loans;
explanation of credit risk management goals, procedures, processes, and
policies; credit risk assumption and retention; measurement models for
expected loss; credit risk mitigation policy; loan securitization; and rating
validation. It is curious to notice that the risk-adjusted performance indica-
tor is missing and the denomination of “large risks” changed into “large
exposures”, while its disclosure remains the same as the previous year.

In 2015, the volume of the annual reporting increased a lot, but not
with reference to credit risk disclosure. In 2015, credit risk disclosure
showed some improvements mainly in the Pillar 3 report and Notes with
reference to rating assignment; internal /external credit rating; explanation
of credit risk control systems; capital adequacy for credit risk (regulatory
perspective) and credit risk-weighted assets (on- and oft-balance sheet);
recovery risk; analysis of nonperforming loans; and specialized lending.

In 2016, credit risk disclosure improved in both its backward-looking
and forward-looking perspectives because of qualitative and quantitative
improvements in different sections of credit risk reporting, the implementa-
tion process of IFRS 9, the description of stress test results, and the sensitiv-
ity analysis. Notwithstanding the lack of a glossary, the wide use of tables
and summary diagrams helps to provide a good level of understandability of
credit risk reporting. The information on the IFRS 9 implementation pro-
cess positively affects the disclosure on measurement models for expected
loss, potential credit risk exposures (on- and off-balance sheet), rating quan-
tification, and explanation of credit risk measurements. Other disclosure
improvements are related to the explanation of credit risk management
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strategies, stress test, credit risk elimination and avoidance, model risk, and
external and internal rating validation. The Notes show vague information
on economic capital for credit risk (internal and managerial perspective).
Information on specialized lending is missing.

On 1 January 2017, Banco Popolare and Banca Popolare di Milano
merged to become Banco BPM, as already mentioned. Hence, in 2017 we
took into account Banco BPM credit risk disclosure (see Sect. 4.4).

4.10  Banca Popolare di Vicenza'®

In 2012, Banca Popolare di Vicenza credit risk reporting is much more
backward-looking than forward-looking. It provides a good disclosure on
stress test, sensitivity analysis, loan securitization, and rating. The informa-
tion overlap between the Notes and Pillar 3 report is less evident than
Unicredit risk reporting. Although the Management Commentary
provides a meaningful paragraph on credit risk and a brief glossary, it
needs some improvements in terms of credit risk disclosure. The explana-
tion of credit risk control systems and the information on internal /exter-
nal credit rating, rating assignment, and validation is quite informative. In
contrast, the disclosure on credit risk prevention and protection, credit
risk management strategies, goals, procedures, process, policies, credit risk
measurements, and credit risk transfer is insufficient, mainly qualitative,
and less informative than the one of Unicredit.

The disclosure on the credit risk components is mainly focused on PD
instead of LGD and EAD. In addition, the disclosure on insolvency risk is
much better than migration risk. A definition of credit risk-weighted assets
is not provided. Unexpectedly, the Notes provide more information on
credit risk-weighted assets (on- and oft-balance sheet) than the Pillar 3
disclosure report. There is no definition of nonperforming loans, but the
disclosure is quite satisfactory from a qualitative and a quantitative
point of view.

There are no risk-adjusted performance indicators. The Management
Commentary shows some balance sheet ratios on credit risk. The disclo-
sure on credit risk exposures needs some improvements, mainly in terms
of'accuracy. The disclosure on measurement models for expected loss, col-
lateral, and guarantees is similar to the average level of other banks in
the sample.

1*Sources: Banca Popolare di Vicenza (2012-2016) Relazioni ¢ Bilancio. Banca Popolare
di Vicenza (2012-2016) Terzo Pilastro di Basilea 2. Informativa al pubblico.
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The Pillar 3 report and the Notes provide a satisfactory level of infor-
mation with reference to credit risk aggregation and methodologies, as
well as accuracy of internal credit rating models. The low use of internal
rating models affects the disclosure on the implications of internal credit
rating for bank management, measurement models for credit risk capital
requirements, and capital adequacy for credit risk (regulatory perspective).
There is no information on economic capital for credit risk (internal and
managerial perspective). It is also important to notice the inadequate use
of tables and graphs. Oddly, some of them are almost unreadable.

In 2013, Banca Popolare di Vicenza was still involved in the implemen-
tation process of advanced internal rating-based methodologies. Credit
risk disclosure is similar to the previous year but shows some improve-
ments. First, the Pillar 3 report provides a glossary and some abbrevia-
tions. Second, tables and graphs are more readable than those in 2012.
Third, the disclosure on the explanation of credit risk management strate-
gies and internal/external credit rating has slightly improved. Fourth,
with reference to the measurement models for unexpected losses, VaR
models are mainly used for market risk and some methodological issues
are clarified. The disclosure on measurement models for credit risk capital
requirements, sensitivity analysis, and loan portfolio concentration has
also slightly improved.

In 2014, Banca Popolare di Vicenza enhanced credit risk disclosure
with particular reference to insolvency risk, internal rating system, credit
risk control system, measurement models for expected loss, rating quanti-
fication and validation, capital adequacy for credit risk, provisioning for
loan losses, credit risk-weighted assets (on- and oft-balance sheet), credit
risk assumption and retention, migration risk, and balance sheet ratios.
The credit risk disclosure delivers more information on credit risk manage-
ment goals, procedures, processes, and policies. For the first time, the
term “exposure at default, EAD” is used in the annual credit risk reporting.

In 2015, credit risk disclosure is almost the same as the previous year.
We noticed a slight enhancement with reference to the implementation of
an advanced rating-based system. In terms of disclosure it has a positive
effect on the explanation of credit risk management strategies; explanation
of credit risk management goals, procedures, processes, and policies; and
credit risk transfer. In some cases (e.g. collateral and off-balance sheet
exposures), the quantity of information was reduced mainly with reference
to insignificant information on credit risk. Consequently, an improvement
in the quality of credit risk disclosure was observed.
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In 2016, the backward-looking information on bank credit risk
improved with reference to the internal rating system, measurement mod-
els for capital adequacy, the accuracy of internal credit rating models,
recovery risk, credit risk prevention, and protection. The expected imple-
mentation of the new IFRS 9 improved the disclosure on credit risk pre-
vention, protection, elimination and avoidance; credit risk expected and
unexpected loss (with some information on VaR models for credit risk).
Both the Notes and the Pillar 3 report provide more details on loan secu-
ritization, nonperforming loans, and balance sheet ratios. The new pieces
of information on stress tests have no impact on credit risk disclosure.

In June 2017, Banca Popolare di Vicenza was wound up under insol-
vency procedure! (compulsory liquidation). Thus, we took into account
its credit risk disclosure until 2016.

5 REesEARCH FINDINGS: AN OVERVIEW

The research findings show that credit risk disclosure improved from 2012
to 2017 for all banks of the sample (Fig. 10.1 and Table 10.5). Morcover,
the volume and complexity of credit risk disclosure also increased
(Figs. 10.2 and 10.3). Furthermore, the research findings show that there
is room to improve several aspects of credit risk disclosure.

Banks in the sample use graphs and tables in different ways in their
credit risk reporting. An appropriate balance between narrative and
graphic description, in addition to charts and cross-references, would
enhance the understandability of credit risk reporting and help banks to
provide an integrated perspective on credit risk.

Disclosure on risk-adjusted performance is provided in the manage-
ment compensation policy and incentive programs sections of the bank
annual report. Banks do not usually employ any risk-adjusted performance
indicators as important tools in credit risk disclosure. Banks could pay
more attention to risk-adjusted performance indicators and assign them an
important role in credit risk reporting.

The research findings of the empirical research indicate that all banks
in the sample enhanced the quality and quantity of credit risk manage-
ment disclosure. In general, the disclosure on credit risk prevention and
protection is slightly better than the disclosure on credit risk assumption,

1oBank of Italy appointed the liquidators who sold a part of Banca Popolare di Vicenza to
Banca Intesa Sanpaolo.
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Fig. 10.1 An overview of the credit risk disclosure quality indexes

Table 10.5 An overview of the credit risk disclosure quality indexes

2012 2013 2014 2015 2016 2017  Difference

2017-2012
Unicredit 62.29 63.76 64.41 6648 69.93 7140 9.11
Intesa Sanpaolo 60.12 60.12 61.67 61.79 64.23 65.69 5.57
Monte dei Paschi di Siena 51.13 53.17 55.86 55.36 57.30 58.47 7.34
Banco Popolare 53.57 53.62 56.18 5599 57.86 60.61 7.04
UBI Banca 49.06 50.31 51.60 52.42 53.13 55.30 6.23
Banca Nazionale del Lavoro 35.25 36.77 38.39 38.78 39.97 43.49 8.24
Mediobanca 3346 33.76 34.67 3646 3920 45.84 12.38
BPER Banca 39.83 4091 43.75 45.03 48.50 49.24 9.41

Banca Popolare di Milano 4649 48.34 4491 47.14 49.14 N/A 2.65
Banca Popolare di Vicenza  42.97 44.83 47.10 47.60 49.52 N/A 6.55

retention, and credit risk transfer. In contrast, the disclosure on credit risk
elimination and avoidance is mainly related to accounting principles and
rules of recognition and derecognition of assets in a bank balance sheet.
The disclosure on current on-balance sheet credit risk exposures is better
than off-balance sheet credit risk exposures, while the disclosure on cur-
rent credit risk exposures is better than potential credit risk exposures. In
addition, disclosure on potential on-balance sheet credit risk exposures is
better than potential oft-balance sheet credit risk exposures.
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Fig. 10.3 Total number of pages of disclosure reports per year

Moreover, risk disclosure adopts mainly a building-block approach. It
means that the interconnectedness and interactions with other different
risk types (market risk, liquidity risk, and operational risk) are not well
disclosed. Consequently, risk disclosure does not provide an adequately
integrated and unified point of view on banking risks, and particularly on
credit risk.

It is worthwhile to notice that the adoption of a unified view on risk
disclosure might offer the opportunity to integrate accounting-based and
management-based information on banking risks. In addition, it is highly
recommended to avoid moving pieces of information from one report to
another over time continuously. For example, with reference to some
banks in the sample, we noticed that stress test results are moved from the
Pillar 3 report to the Notes or Management Commentary, and vice versa,
over time continuously.
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The Management Commentary has mainly a narrative nature, as it
explains current and future management strategies and prospects, main
trends and factors underlying the development, performance, and com-
petitive position of a bank during the financial year, which are likely to
affect future banks’ performance and development. It provides financial
and nonfinancial information, outlook information, and insights into a
bank’s performance that financial statements cannot provide, mainly
because of their different nature and purposes in bank reporting system.
In brief, the Management Commentary offers an opportunity for bank
management to provide a narrative explanation that accompanies financial
statements to enhance annual disclosure (Bryan 1997; Calandrini et al.
1993). The information that is provided by the Management Commentary
is relevant to understand the long-term development of financial state-
ments. The research findings of this empirical study provide evidence that
banks do not exploitall relevant disclosure potentialities of the Management
Commentary. Banks do not use it in an appropriate way.

While accurate credit risk reporting is crucial for the stability of the
banking system as a whole, there is essentially a fundamental trade-off
problem between transparency and opacity in banking. In this empirical
research, we show that it may create incentives to adopt under-reporting
behaviors in banking, with important consequences in terms of usefulness
of credit risk information and measurements. In this perspective, the
trade-off problem and the under-reporting behavior have relevant regula-
tory and policy implications (Ryan 2012).

It is well argued that risk disclosure is crucial to drive investment deci-
sions. By disclosing reliable and accurate forward-looking information,
stakeholders would be able to assess potential credit risk exposures, poten-
tial credit losses, and bank capital adequacy to absorb not only current
losses but also future expected and unexpected losses on credit risk.
Overall, we show that forward-looking disclosure on credit risk could be
improved for assessing the soundness of banking institutions.

6 CONCLUSION

The ongoing financial crisis, the first established part of the EU banking
union (the Single Supervisory Mechanism), and the recent adoption of a
bail-in regime in the European bank resolution regulation have enhanced
the importance of credit risk disclosure in banking. Banks have to face
increased supervisory pressure and market scrutiny (Masera 2016; Mottura
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2014Db; Tutino 2014; Tutino et al. 2011) that affect the growing impor-
tance of risk disclosure for assessing the soundness and stability of a bank-
ing institution and, in a broader view, of a banking system.

This research focuses on Italian banks and provides empirical evidence
on the significant differences that characterize their credit risk reporting,
even though banks are subject to similar regulatory and accounting frame-
works. While it is important to understand credit risk reporting practices
for a given bank over time, it is also important to compare such practices
and identify the fundamental differences that characterize banks’ credit
risk disclosure. In order to perform this analysis, we propose a hybrid
scoring rule to evaluate banks’ credit risk disclosure practices. Through
this metric, we conducted a content analysis to investigate credit risk
reporting qualitative and quantitative profiles on a sample of large Italian
banks. Although both an entirely objective approach and a judgmental
one are affected by some limitations, we argue that their combination in
the same metric can make this analysis reliable and really useful. The
empirical results of this research show that banks report their credit risk
differently.

Nevertheless, it is important to mention that this empirical research
may suffer from some limitations. The subjectivity of the content analysis
might be a potential limitation of this empirical research, as well as the
difficulties in combining the qualitative features (comprehensibility, rele-
vance, comparability, and reliability) to evaluate credit risk disclosure.
However, the methodology we propose in this research mitigates any con-
cern about the subjective evaluation that affects the content analysis.
Additionally, subjectivity is a necessary feature of any judgment-based
scoring model and cannot be removed entirely.

In conclusion, this empirical study sheds light on how the largest Italian
banks deal with credit risk disclosure in their annual financial reporting. In
this perspective, the implementation of the new IFRS 9 in banking and the
recently expanded risk disclosure requirements under the Pillar 3 of the
Basel Capital Adequacy regulation (Basel Committee on Banking
Supervision 2015, 2017) will stimulate further research in this field.
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