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ABSTRACT

This paper investigates the role of banking supervision in the recognition and disclosure
of impairment of financial assets. Specifically, disclosure practices are compared between
countries whose supervisors present different approaches to loan loss provisioning and
related with the recognized level of loan loss allowances. The sample includes 60 banks
from 15 European Union countries. The respective supervisors were categorized as
interventionist or non-interventionist to loan loss provisioning according to their
interference with loan loss provisions’ disclosures. Financial data and disclosure
practices were hand collected from the financial statements available in English for the
financial years between 2012 and 2015 and indexes of disclosure were constructed. The
results of univariate analysis and regression model show that banks whose supervisors
have an interventionist approach to loan loss provisioning are the most compliant with
IFRS 7 and provide additional impairment disclosures that are required by their national
supervisor. However, these banks present a lower compliance with Pillar 3 in comparison
with banks whose supervisors have a non-interventionist approach to loan loss
provisioning. Country differences are persistent even after the taking over of European
Union’s banking supervision by the European Central Bank, despite signs of
improvement and harmonization of disclosures. Finally, recognition of loan loss

provisions is found to be positively related with the level of disclosure.

Keywords: banks, impairment, loan loss provisions, loan loss allowances, supervisors,

disclosure.
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RESUMO

O presente estudo investiga o papel da supervisdo bancaria no reconhecimento e
divulgagdo das perdas por imparidade de ativos financeiros. Em concreto, é feita uma
comparacdo das praticas de divulgacdo entre paises cujos supervisores bancarios
apresentam diferentes abordagens a imparidade do crédito e estabelecida uma relacédo
com o grau de reconhecimento destas perdas. A amostra € constituida por 60 bancos de
15 paises da Unido Europeia. Os respetivos supervisores nacionais foram classificados
como intervencionistas/ndo intervencionistas no processo de imparidade do crédito
considerando a sua interferéncia nas divulgaces destas perdas. Dados financeiros e
praticas de divulgacdo foram recolhidas manualmente dos Relatérios e Contas
disponiveis em inglés para os exercicios de 2012 a 2015, tendo sido construidos indices
de divulgacdo. Os resultados das analises univariadas e das regressdes lineares revelam
que bancos cujo supervisor tem uma abordagem intervencionista ao processo de
imparidade do crédito apresentam um maior cumprimento com a IFRS 7 e s&o sujeitos a
divulgac6es adicionais exigidas pelos respetivos supervisores nacionais. Esses bancos,
contudo, apresentam um menor cumprimento com o Pilar 3 comparativamente com
bancos cujo supervisor apresenta uma abordagem nao-intervencionista ao processo de
imparidade do crédito. As diferencas entre paises sdo persistentes, mesmo apds o Banco
Central Europeu assumir a responsabilidade pela supervisao bancéria na Unido Europeia,
ndo obstante dos sinais de melhoria e harmonizacao das divulgacdes. Por Gltimo, conclui-
se que o reconhecimento das perdas por imparidade no crédito estd positivamente

relacionado com o seu nivel de divulgagéo.
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1. INTRODUCTION

Loans to customers are the main asset in commercial banks’ balance sheets. As such,
loan loss provisions (LLPs) are the most important accrual item of commercial banks’
financial statements. The losses inherent to credit granted should be recognized in an
accurate and timely manner in order not to overestimate the receivables from customers.

Both the accounting and prudential frameworks regulate banks’ loan loss
provisioning process. The two regimes are different but exert equal influence in shaping
banks provisioning practices. International Financial Reporting Standard (IFRS) 7 —
Financial Instruments requires disclosure of information within the scope of LLPs and,
until the 31% of December of 2017, International Accounting Standards (IAS) 39 —
Financial Instruments: Recognition and Measurement prescribed the measurement and
recognition of LLPs. The standard was mandatorily superseded by IFRS 9 — Financial
Instruments in the 1% of January of 2018 for all listed banks in the European Union (EU).
There has been much debate concerning IAS 39 and its role on the banking financial crisis
of 2008, which ultimately led to its replacement. More specifically, there has been fierce
criticism on how it allowed banks to under provision LLPs and, therefore, to conceal
losses from shareholders and regulators until the borrower defaulted. On the prudential
sphere, LLPs are regulated by the Basel Committee on Banking Supervision (BCBS)
pillars, the European Banking Authority’s (EBA) guidelines and by each country’s
supervisory rules. The divergence in the treatment of expected and unexpected credit
losses is the main source of conflict between accounting and supervision. Under the
prudential rules all expected credit losses should be covered by LLPs as banks’ regulatory
capital should only reflect the banks’ ability to absorb unexpected losses (Gaston and
Song, 2014; Gebhardt and Novotny-Farkas, 2016; Ozili and Outa, 2017). However,
according to 1AS 39, credit losses could only be recognized if there was objective
evidence of their occurrence, creating a gap between the LLPs that were registered in the
financial statements and those considered for prudential calculations.

Despite the diverging objectives of regulation and accounting and the fact that the
timeliness of loan loss recognition under IAS 39 magnified such differences, bank
supervision plays a major role in the accounting quality of banks. Prior literature (Bikker
and Metzemakers, 2005; Fonseca and Gonzalez, 2008; Bischof, 2009; and Gebhardt and
Novotny-Farkas, 2011, 2016) studies bank supervisors’ influence in accounting quality

and how country-specific circumstances with respect to the regulatory and supervisory
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environment affect the provisioning of banks. Two approaches of supervisory
intervention in the measurement and treatment of LLPs are explored in the previous
studies: the interventionist and the non-interventionist approaches. In interventionist
supervisory regimes, supervisors were reported to require higher allowances beyond IAS
39 incurred losses to counteract its “too little, too late” issue. On the contrary, non-
interventionist supervisors did not interfere with the loan loss provisioning process.
Despite the intention to narrow differences between accounting and supervision, the
different approaches pursued across the EU hindered the comparison of financial
institutions performance and risks across jurisdictions. The Single Supervisory
Mechanism (SSM) came as a response to the global financial crisis in 2014 and aims to
unify and improve banking supervision in Europe and, thus, to resolve the heterogeneity
in supervisory practices across the EU.

Literature on the relationship between LLPs’ recognition and the supervisory
environment is broad. This study is motivated by the lack of empirical literature of bank
disclosure on LLPs and its link with the supervisory framework. Specifically, literature
on compliance with IFRS 7 is scarce. Bischof (2009) analyzes the effect of the standard’s
first-time adoption and how it varied across countries that presented differences in the
enforcement and interpretation of IFRS 7 by national banking supervisors. The author
concludes that disclosure quality is not only dependent on the content of the accounting
standard but also on its enforcement.

Banks are, by the very nature of its business, averse to disclosure. However, the public
availability of timely and reliable information is needed because not all relevant financial
information can be communicated through the amounts shown on the face of the financial
statements. Disclosure of significant accounting policies and additional notes containing
the details of the different items is needed to give users of financial statements an
understanding of banks’ financial performance and exposures to risk. Banks are obliged
to provide accounting disclosures on LLPs under the rules prescribed in IFRS 7.
Additionally, for regulatory purposes, the disclosure requirement that allows for the
assessment of risk exposures, and specifically, for the assessment of the details on LLPs
and past due loans is comprised in the third and last pillar that constitutes the Basel
frameworks. The accounting and regulatory norms are compulsory, but banks are also
encouraged to consider the guidelines issued by the EBA as these assist in the
convergence of supervisory practices. Interventionist supervisors request additional LLPs
disclosures on financial assets beyond these frameworks as well.

2
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Therefore, the objective of this paper is to investigate if the level of disclosure on
LLPs is influenced by the supervisors’ intervention in the loan loss provisioning process.
Supervisors are classified as interventionists if they require additional disclosure
requirements beyond the accounting and the international prudential frameworks.

To that end, information is hand collected from consolidated financial statements for
the period of 2012-2015. Disclosure indexes are constructed to analyze compliance with
IFRS 7, Pillar 3 and the EBA’s guidelines, to assess if differences exist among countries
and whether those differences remained after the entry into force of the SSM. Additional
supervisory disclosure requirements are identified and described. Furthermore, this paper
investigates the relationship between a bank’s disclosure level and its LLPs. Previous
studies (Ahmed et. al., 2006; Frederickson et al., 2006; Libby et al., 2006; Clor-Proell and
Maines, 2014; Muller et al., 2015) elaborate on the issue of recognition versus disclosure
and find that these two accounting treatments are regarded as substitutes and are assigned
different levels of reliability. Yet, recognition and disclosure are not substitutes in the
accounting treatment of LLPs as it is prescribed in two standards — IAS 39 for recognition,
until the end of 2017, and IFRS 7 for disclosure.

The sample comprises 60 banks from 15 different EU countries. Countries were
grouped taking into consideration their supervisory approach to loan loss provisioning.

The main findings of the study are that banks from interventionist supervisory regimes
are not only significantly more compliant with IFRS 7 disclosure requirements, but are
also subject to extensive additional disclosure requirements on LLPs and past due loans
by their national supervisors. Banks with non-interventionist supervisors present a higher
compliance with the Pillar 3 disclosure requirements and with the EBA guidelines.
However, group differences are only statistically significant for the IFRS disclosures.
Further, the multivariate analysis reveals that banks that present higher disclosures also
recognize more LLPs.

This study is useful for bank supervisors as it raises awareness about their influence
in the recognition and disclosure of LLPs and for users of financial statements as insights
are provided about the relationship between disclosure and the recognition of loan losses.
Additionally, a contribution is made to the debate about EU-wide inconsistency in the
application of IFRS 7 and of Pillar 3 disclosure requirements that hinders comparability
of institutions’ level of risk.

The remainder of the paper is structured as follows. In Section 2 the literature review
is subdivided into four parts: the first discusses loan losses under IAS 39, the second

3
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presents prior research on the role of bank supervisors in the loan loss provisioning
process, the third part elaborates on the role of disclosures as a market disciplining tool
and the fourth presents the relationship between disclosure and recognition. Section 3
describes the research design and the sample. Section 4 presents the research results.
Section 5 concludes.

2. LITERATURE REVIEW AND HYPOTHESES DEVELOPMENT
2.1. 1AS 39, loan loss provisioning and the financial crisis of 2008

Loans to customers constitute the greatest asset in commercial banks’ balance sheets.
As such, correct and timely provisioning of the related credit losses are of utmost
importance so that banks’ assets are not overvalued. One of the main accrual items of
banks’ financial statements are the LLPs given their significant impact on bank
performance and regulatory capital (Balla, Rose and Romero, 2012; Curcio, Simone and
Gallo, 2017) and, thus, on bank stability (Fonseca and Gonzalez, 2008). Gaston and Song
(2014) state that even after the global financial crisis and all the regulatory reforms and
rounds of organized stress testing, deleveraging, and balance sheet repair exercises, loan
loss provisioning and asset quality remain key issues for banks.

IAS 39 Financial Instruments: Recognition & Measurement was an accounting
standard issued by the International Accounting Standard Board, effective for all listed
companies in EU countries for annual periods beginning on or after the 1%t of January of
2005 until the 31% of December of 2017, which outlined the specific requirements for the
recognition and measurement of financial assets and financial liabilities. Under IAS 39,
loans to customers were measured on an amortized cost basis, whose impairment losses
affect the income statement.

The impairment losses of financial assets were based on incurred losses only,
completely disregarding losses as a result of events expected to occur after the balance
sheet date regardless of their likelihood (IAS 39.AG90 [2004]). Gebhardt and Novotny-
Farkas (2011, 2016) justify this strict limitation to incurred losses only with the findings
that loan loss accounting is a favored tool for earnings management but argue that less
discretion also prevents banks from reporting “known losses” that are inherent to loan
portfolios. This delay in loss recognition led to “too little” provisioning during good
times, overvaluing banks’ assets, and magnified losses during cyclical downturns as these
were recognized “too late”. The incurred-loss provisioning has, thus, a procyclical nature

(Laeven and Majnoni, 2003; Bikker and Metzemakers, 2005; Bouvatier and Lepetit,
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2008; Gebhardt and Novotny-Farkas, 2011; Balla, Rose and Romero, 2012). In favorable
macroeconomic conditions, banks did not recognize LLPs for the higher expected credit
risk related to the increasing lending volume because the probability of triggers events,
which are a precondition for recognizing an impairment under IAS 39 rules, was low.
This supported the delay in the recognition of losses, enabling banks to extend more
credit. However, in the downturn, there was a culmination of trigger events with higher
default rates, leading to increased LLPs. The contraction of capital and the increased
riskiness of loans forced banks to cut lending and decreased financial stability (Gebhardt
and Novotny-Farkas, 2011; Balla, Rose and Romero, 2012).

The standard, however, could be subjectively interpreted in a number of important
areas — such as what were the impairment triggers for each loan portfolio, the inputs used
in the loan loss provisioning calculations and, overall, how quickly impaired loans must
had been written off. This gave banks wide latitude in selecting relevant objective
evidence (Central Bank of Ireland, 2013; Gaston and Song, 2014), that is, despite the
requisite for objective evidence, banks could have recognized LLPs in a more timely
manner had they been sufficiently conservative in their provisioning practices. Thus, the
adequacy of the IAS 39 is questionable as it left substantial room for judgement that
resulted in insufficient provisions (Ryzhenkova, 2013; Gaston and Song, 2014).

2.2. The role of banking supervision in loan loss provisioning

Bank supervision and regulation are critical to accounting quality (Bikker and
Metzemakers, 2005; Bischof, 2009; Gebhardt and Novotny-Farkas, 2011). Fonseca and
Gonzalez (2008) point out that bank regulation and supervision are intended to enhance
financial stability by making financial statements more reliable. Gaston and Song (2014)
defend that supervisors should be endowed with the authority to evaluate banks’ risk
management practices, to step in to impose additional provisions when those are deemed
insufficient, setting additional resources aside for the loan loss reserve and seek adequate
disclosure of the information in the banks’ financial reports.

For EU countries implementing the IFRSs, banks’ loan loss provisioning practices
were not influenced by IAS 39 alone. The national bank regulators must also follow the
rules of the EU Capital Adequacy Directives, which are based on the recommendations
of the BCBS. These two regimes were different but exerted equal weights in shaping
banks’ loan loss provisioning practices. The Basel frameworks are a set of banking
regulations which level the international regulation field with uniform rules and

guidelines. The Basel 1l Accord was created with the intention to safeguard
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banks’ solvency and stability by establishing risk and capital requirements that ensure a
bank has adequate capital for the risk it exposes itself to through its lending, investment
and trading activities. Basel Il is based on three main pillars: minimal capital
requirements, regulatory supervision and market discipline. The Basel 1l standards were
implemented in the EU in the form of Directives 2006/48/EC and 2006/49/EC and all
member states were required to transpose these directives into national legislation.

Despite supervisors’ reliance on reported accounting numbers for regulatory
purposes, financial reporting and bank supervision pursue different objectives, which
were reflected in the differences in the measurement and supervisory treatment of LLPs
(Novotny-Farkas, 2016). Contrary to IAS 39, bank regulation adopted a forward-looking
approach to loan loss provisioning. The reasoning was that banks should hold a minimum
amount of regulatory capital that reflected the banks’ ability to absorb unexpected losses,
as expected losses should be covered by the individual and general LLPs that are
explicitly tied to the exposures they cover (Gaston and Song, 2014; Gebhardt and
Novotny-Farkas, 2016; Ozili and Outa, 2017). Oppositely to the view of IAS 39, these
expected losses implied that loan losses should be anticipated before they materialized.
The requisite for objective evidence for impairment loss recognition under IAS 39 created
a greater gap between accounting and the prudential rules regarding the loan loss
provisioning process.
2.2.1. Banking supervisory approaches to loan loss provisioning

There is a lack of consistent and up-to-date information on the regulatory and
supervisory approaches pursued in countries around the world and the changes brought
about by the crisis (Cihak, Demirgiic-Kunt, Peria and Mohseni-Cheraghlou, 2012).
However, bank regulators were aware of the cyclical pattern of bank lending and
provisioning and that is why some supervisors in the EU advocated a forward-looking
provisioning regime to reduce the procyclicality of banks’ regulatory capital and to reduce
the gap between accounting and prudential rules. A few studies investigate supervisory
practices in some EU countries and find that some supervisors interfere with banks’ loan
loss provisioning and required banks to maintain higher allowances beyond incurred
losses, keeping LLPs closer to the provisioning rules of bank regulators. These countries
are classified by Gebhardt and Novotny-Farkas (2016) as interventionist regimes.

Gebhardt and Novotny-Farkas (2011, 2016), Bischof (2009) and Gaston and Song

(2014) elaborate on LLPs recognition and disclosure practices of representative countries
of the interventionist regime such as Portugal, Spain and Italy. The authors find evidence
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that these countries were reluctant to accept the incurred loss approach and required banks
to maintain more prudent provisioning practices even under IFRS by means of
comprehensive instructions. These classifications are further supported by the 2012 Bank
Regulation and Supervision Survey carried out by the World Bank!. The authors also
elaborate on the non-interventionist approach to loan loss provisioning in which the
supervisor does not interfere with banks’ loan loss accounting, but rather judges the
overall compliance with the IFRSs. Ireland is identified as a representative country of this
approach. However, Gaston and Song (2014) report that after the recent global financial
crisis, supervisory intervention on LLPs has become more common in Ireland.

2.2.2. Banking supervision in the EU after the crisis

The National Bank of Serbia expressed, in their website, that the financial crisis of

2008 highlighted the uneven national implementation and regulatory arbitrage allowed
by the international regulatory framework, the need to respond to the crisis
homogeneously and to redesign the global regulatory and supervisory architecture.
As a response to the institutional problems exposed by the global financial crisis, a single
banking supervisory framework was decided in 2012, which is expected to implement a
substantial shift in banking supervisory powers from EU national competent authorities
(NCAs) to the European Central Bank (ECB). The SSM is the mechanism that grants
the ECB the supervisory role to monitor the financial stability of banks based in
participating nation states. Within the Eurozone, the ECB is responsible for roughly 130
financial institutions with holdings of 85% of the banking assets and began its supervisory
role on the 4™ November of 2014.

Prior to the operational start of the SSM, the ECB conducted a comprehensive
assessment of the accuracy of the carrying value of banks’ assets, jointly with NCAs,
participating banks and the EBAZ2. This comprehensive assessment, denominated by Asset
Quality Review (AQR), sought to maintain a level playing field across the participating
banks by providing guidance on a range of important inputs such as non-performing

exposure definition, impairment triggers and provisioning approaches. The

! Portugal and Spain have minimum levels of specific provisions for loans and receivables set by the
regulator, regulatory requirements for general provisions on loans, the supervisor has the power to require
banks to apply specific provisioning and/or write-off policies and to require banks to constitute provisions
to cover actual or potential losses.

2 The EBA is an independent EU authority established on 1 January 2011 to ensure effective and consistent
prudential regulation and supervision across the EU banking sector by providing a single set of harmonized
prudential rules. This entity is also mandated to assess risks and vulnerabilities in the EU banking sector
and plays a special role in the implementation of regulations pertaining to Basel standards. The EBA
guidelines on Forbearance and NPLs started being applied in 2014.

7
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harmonization in key areas of banks’ supervisory and regulatory treatment across the euro
area resulted in aggregate adjustments to participating banks’ asset carrying values. Some
of these adjustments stemmed directly from adjustments in which the previous practice
of participating banks was explicitly non-compliant with accounting practice (European
Central Bank, 2014). In the report of the first AQR, the ECB acknowledged that this
adjustments differed by jurisdiction as consistent standards have been applied where
previous approaches diverged.

Thus, the structural shortcomings of European institutions revealed by the crisis are
expected to be address in a united way by ensuring consistency and efficiency of
supervision across the Eurozone (Deloitte, 2014). In fact, the German Federal Ministry
of Finance published an article in January of 2018 praising the SSM for its work over the
past three years in harmonizing supervisory practices and smoothly and effectively
bringing Europe closer to its objective of using consistent, high standards to supervise
euro area banks. The article adds that the ECB and the NCAs agreed to uniform how
national options and discretions are exercised throughout the entire Euro area.

However, some critics point out that the actual transfer of responsibilities between
NCAs and the ECB has been a lengthy transition and the result of the new regime
approach has been rather heterogeneous across the Eurozone, failing to deliver an
integrated supervisory approach (Deloitte; 2014, 2015). The supervision of individual
significant institutions is conducted by the Joint Supervisory Teams that are composed of
staff both from the ECB and the respective NCA. Even though the ECB is the ultimate
responsible for the supervision, there is a reliance on the knowledge and established
practices of national supervisors. NCAs still advise national representatives on the ECB
Supervisory Board in the preparation and implementation of supervisory decisions,
transpose EU Directive into national law and adopt guidelines and standards issued by
the ECB or by the EBA. NCAs can even propose draft decisions on their own initiative.
It is also claimed that the roles of the NCAs will certainly not completely disappear but
the ECB will also want to deliver on its objective to harmonize the supervisory approach
across the Eurozone. The way the directly applicable EU rules or the local prudential
regulations apply is driven by the ECB and differences in supervisory approach should
be removed (Deloitte, 2014).
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2.3. The role of disclosures
2.3.1. Disclosures as a market disciplining tool

Previous literature examines the relevance of disclosure as a way to increase
transparency and to reduce information asymmetries among bank management,
depositors, and regulators. Disclosure became a topic of greater interest as investors’
limited information on the risks held by financial intermediaries is generally understood
as having amplified the financial crisis of 2008. Opacity in banks contributed to a general
mispricing of risk, as investors badly misunderstood the risks inherent in structured
products (llknur, 2015). Tadasse (2006) defends that banking systems are less vulnerable
to crisis if supported by financial reporting regimes characterized by more comprehensive
disclosure, more timely financial reporting, more informative reporting and more credible
financial disclosure.

All financial instruments’ disclosure requirements are consolidated in IFRS 7,
which became effective in Europe for financial years beginning in 1% of January of 2007.
Appendix A presents the IFRS 7 impairment disclosure requirements applicable for loans
to customers under IAS 39. The application guidance of IFRS 7, presented in its Appendix
B, provides that the level of disclosure — the detail in satisfying the requirements of IFRS
7, how much emphasis it places on different aspects and how it aggregates the information
displayed - is decided by the reporting entities. The application guidance also outlines the
need to balance overburden financial statements with excessive detail and obscuring
important information as a result of too much aggregation.

Literature about bank disclosure and compliance with IFRS 7 is scarce. Bischof
(2009) presents theories that support the usefulness of disclosures and points out that bank
disclosure is found to have been incomplete until today. The reluctance to disclose private
information is particularly true for the banking industry given that one critical, and costly,
aspect of banking is the utilization of private information to make credit decisions
(Frolov, 2007). Part of banks value added is its ability to monitor and evaluate difficult-
to-value assets (Rosengren, 1998; Frolov, 2007). This justifies the caution to go beyond
minimal disclosure requirements or banks’ regular disclosure practices. Mandatory
disclosure requirements are of importance given this lack of incentives to voluntary
disclose information in the banking industry.

Further, disclosure is pointed out as a powerful market disciplining tool as it
allows market participants to have better insights into the risk exposures of a bank by

impounding banks’ risks in its market price, ultimately deterring banks’ insiders from
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engaging in excessive risk taking (Goldstein and Sapra, 2013). The third pillar of the
Basel I1/111 framework codified supervisory disclosure requirements for the first time and
mandates extensive disclosure obligations for banks operating under this framework,
emphasizing market discipline as a tool to increase bank stability, as timely informed
rational actors are capable to also act as supervisors and enforcers of prudential regulation
rules (Frolov, 2007; Fonseca and Gonzalez, 2008; Deutsche Bundesbank, 2010; Novotny-
Farkas, 2016). Rosengren (1998) points out the impossibility for outsiders with no access
to loan files and no ability to monitor financial contracts to accurately evaluate a bank
and Ozili and Outa (2017) identify LLPs as related to the informativeness of accounting
disclosures in financial reports. One of the main building blocks of market discipline is
the public availability of adequate, timely, consistent and reliable information on the
bank’s financial performance and risk exposures, but also the market’s ability to process
it properly (Avgouleas, 2009; Novotny-Farkas, 2016). Disclosure-based market
discipline is a strong supervisory tool only if it is used to supplement the impact of
protective rules, such as dynamic pre-provisioning obligations (Avgouleas, 2009). Better
accounting disclosure, stricter regulations on bank activities, stricter official supervision
and more private monitoring increase the reliability of bank financial statements (Fonseca
and Gonzélez, 2008). The increased emphasis on market discipline as a prudential tool is
exemplified by its codification in Pillar 3 of the Basel 11/111 capital adequacy framework
and in Part 8 of the Capital Requirements Regulation (Novotny-Farkas, 2015).

However, Frolov (2007) and Avgouleas (2009) share the view that the global
financial crisis has exposed the limits of disclosure as an effective regulatory tool in
financial markets. In certain matters, market discipline failed to constrain risk taking by
banks, but in others the markets failed to understand risks that were fully disclosed. In the
case of banks, disclosure-based market discipline failed mainly because of public rescues
and deposit insurance. There was sufficient information about the abundance of easy
credit and rising market prices, but the warning signals were ignored in favor of over-
reliance on credit ratings. On the other hand, an individual banks’ risk exposure cannot
be ascertained by just looking at its financial reports; the nature of the banking industry
creates interconnectedness with other institutions whose monitoring is unfeasible. As a
result, the effectiveness of individual institution monitoring by the market on the basis of
disclosed data becomes of much lesser importance (Avgouleas, 2009).

Nonetheless, as supervisory disclosure under Pillar 3 of Basel Il was first
implemented in the 2008 financial year, it was unable to exert any market-disciplining
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effects either in the run-up or during the outbreak of the crisis, justifying the focus of
crisis resolution measures on disclosure as well (Deutsche Bundesbank, 2010; Basel
Committee on Banking Supervision, 2015).

2.3.2. Bank supervisors’ influence in the level of disclosure

Bischof (2009) finds that the effect of IFRS 7 first-time adoption in the EU varied
strongly due to differences in the enforcement and interpretation of the standard by
national banking supervision. Some national authorities try to impose additional
restrictions on banks that exceed or partly contradict the requirements of IFRS 7.
Interventionist banking supervisors favor a uniform accounting practice within a country
by providing detailed guidance on how to interpret the IFRSs. On the contrary, non-
interventionist banking supervisors do not restrict disclosure choices, so the standards are
interpreted at the firm level, considering the economic substance of a bank’s individual
situation, even if this results in a heterogeneous accounting practice within a country. This
again reflects the differences between the objectives of financial reporting and those of
banking regulation and how disclosure choices provided by IAS 39 and IFRS 7 were dealt
with. Therefore, to assess if country differences persisted, the following is conjectured:

H1: The level of disclosure on LLPs is higher in banks from interventionist supervisor
countries.

The referred “level of disclosure on LLPS” comprises all mandatory and encouraged
disclosures for banks of accounting and regulatory nature: IFRS 7, Pillar 3 of the Basel 11
and the EBA guidelines. In 2013, the EBA has provided supervisors with additional tools
to assess on a comparable basis, across the EU, the level of forbearance activities and
non-performing loans (NPLs). These important asset quality indicators that build on the
existing concepts of impairment and default are, according to Gaston and Song (2014),
two examples of inadequate guidance on important issues by the IFRS, which create the
need to adopt supervisory measures to supplement accounting concepts and fill the gaps
to mitigate divergences. Forbearance can be used to delay loss recognition, thereby
masking asset quality deterioration, but it is one key tool available to banks to limit the
impact of NPLs, if properly managed (BCE, 2017). The need for these guidelines arose
from the difficulty to collect comparable data due to differences in national practices and
the lack of harmonized definitions. In fact, a simplified version of the EBA’s final
guidelines was adopted by the ECB to allow for the AQR as participating banks'

definitions of NPLs and forbearance varied materially.
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It is the nature of enforcement and legal institutions at the national level, instead of
the content of accounting standards that determines accounting quality (Bischof, 2009).
Harmonization, and thereby comparability, of bank disclosures cannot be achieved by a
common content of accounting standards alone; it is also necessary to agree on a uniform
approach to the enforcement of those standards. Deutsche Bundesbank (2010) also calls
for a better synchronicity in the form of information disclosure regarding Pillar 3 as
institutions are applying those principles differently. As claimed by Rosengren (1998),
transparency can ameliorate problems, but it cannot prevent them. Therefore, considering
the change in the supervisory framework in 2014 that aimed to unify banking supervision
in the EU, the following is formulated:

H2: The level of disclosure on LLPs increased significantly after the entry into force
of the SSM.

2.4. The relationship between recognition and disclosure

Recognition and disclosure are important issues in accounting. Ahmed et. al (2006),
Frederickson et al. (2006), Libby et at. (2006), Clor-Proell and Maines (2014) and Mdller
et al. (2015) find that there are differences in perceived reliability of recognized versus
disclosed amounts; however, despite users’ preference for the former, the two are not
substitutes. Clor-Proell and Maines (2014) further conclude that managers generally
exhibit less cognitive effort and more bias for disclosure than for recognition, thereby
leading to differential reliability of recognized and disclosed estimates. Ahmed et. al
(2006) provide evidence on how investor valuation of derivative financial instruments
differs depending upon whether the fair value of these instruments is recognized or
disclosed. Similarly, Muller et. al (2015) find a lower association between equity prices
and disclosed relative to recognized investment property fair values. These studies
analyze recognition and disclosure as two alternative accounting treatments. Recognition
and disclosure are not, however, alternatives for the accounting treatment of loans to
customers, as it is prescribed in two standards — one for recognition and other for
disclosure. Considering the lack of timely recognition of LLPs under IAS 39, that collided
with supervisors’ preference for forward-looking provision, and the role of disclosures as
a market discipline tool, it is conjectured that supervisors might have induced banks to
present higher disclosures to compensate for the impossibility of incorporating known
future losses that did not fulfil IAS 39 impairment requirements to allow stakeholders to

assess the banks’ risk exposures. Thus, the third hypothesis is as follows:
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H3: The level of impairment related disclosures is positively associated with LLPs

recognized in the Income Statement.
3. RESEARCH DESIGN AND SAMPLE

3.1. Methodology

To investigate the level of compliance with the mandatory disclosures banks are
subject to — IFRS 7 and Pillar 3 from the Basel framework — and with the EBA guidelines
on NPLs and forbearance, three checklists were constructed (see Appendix A). Two
country groups were formed, building on the prior literature presented above and on
disclosed banks’ subjection to additional supervisory legislation on disclosure, which is
presented in Appendix B. The two groups’ disclosure levels were compared to assess if
the differences were significant and if such differences remained after the entry into force
of the SSM. To verify if the results maintained considering additional variables that also
influence the level of LLPs disclosures, multivariate analyses were further conducted for
H1 and H2, respectively:

Loans

(1) IndDISC i,N = a+ B1+CGROUP i,N + B2« Listedi,N + 53 * i,N+

Assets
B4 * Credit Risk i, N + B5 xSize i, N + B6 % =2 i N+ B7 x AGDPi,N + (8 *

Assets

ForRev
TotalRev

Unemploy i,N + B9 * i,N+ ¢

Loans

(2) IndDISCi,N = a+ B1+CGROUP i,N + B2 Listed i, N + 3 ~——

i,N+

B4 * Credit Risk i, N + B5 xSize i, N + B6 % =2 i N+ B7 x AGDPi,N + S8 *

Assets

ForRev

Unemploy i,N + B9 * TotalRev

i, N+ B10 x DUMMYssy + B11 CGROUP
DUMMYsgy + £

Where the dependent variable IndDISC assumes IndTotal, IndIFRS 7, IndPillar3 or
INdEBA in four regressions. CGROUP is the independent variable in both regressions
that takes the value of 1 if the supervisor is interventionist and O if the supervisor is non-
interventionist. Listed is a dummy variable that is attributed the value of 1 if the bank is
listed and O otherwise. Nichols et al. (2005) find that public banks exercise a greater
degree of accounting conservatism than private banks. Thus, listed banks are expected to
register higher levels of disclosure than private ones. The ratio of loans to total assets
(Loans_Assets) is used as a proxy of portfolio composition and provisions are expected
to be positively related to the loans’ share. Loans to customers’ growth rate (CreditRisk)
is used as a proxy of credit risk exposures and this indicator is expected to be positively

associated with bank risk, given that rapid growth of bank lending is generally associated
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with lower monitoring efforts and a deterioration of the quality of loan portfolios. The
potential size effect is controlled for with the logarithm of total assets (Size), as larger
banks are expected to better manage their risk exposure and therefore to provide higher
disclosures. Banks that presented lower profits before impairments and provisions are
expected to display higher LLPs given the procyclical nature of loan loss provisioning
under IAS 39. Therefore the operating profits before provisions and impairment losses
scaled by total assets (PROF_Assets) were included in the regressions. These control
variables were chosen following Laeven and Majnoni (2003). Year control dummies
(DUM13, DUM 14 and DUM 15) are also included.

The use of changes in GDP to capture changes in a country’s economic activity and
of the unemployment rate is common across the literature (e.g. Bikker and Metzemakers,
2005). Consistent with prior studies, a negative relationship between LLP and changes in
GDP is expected because banks increase provisions during recessionary periods, and keep
fewer provisions during good economic periods (Laeven and Majnoni, 2003; Bikker and
Metzemakers, 2005). Considering that the unemployment rate is higher when GDP is
lower, the predicted correlation between this variable and the level of LLPs is positive.
The ratio of foreign to total revenues is used as an internationalization indicator and is
expected to be positively associated with LLPs. According to Buch et. al (2011)
geographic diversification increases monitoring and information costs and, thus, risk.
Considering the hypothesized positive relationship between LLPs recognition and
disclosure, the last described three control variables are expected to present the same
relationship with LLPs disclosures.

In equation (2), two additional variables were included. DUMMY _SSM is a dummy
variable that takes the value of 1 for the period between 2014 and 2015, indicating the
entry into force of the SSM. The interaction variable CGROUP * DUMMY_SSM is
another independent variable that should determine if after the entry into force of the SSM
the changes in disclosure practices were significantly different between groups.

Finally, the following econometric relationship was estimated to investigate

supervisory influence on the relationship between recognition and disclosure of LLPs:
LLP
(3) Loans

Loans i,N+ [5=* Credit Riski,N + B6x*Sizei,N + 7 * PROF
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Where the ratio of LLPs over loans to customers of bank i at time N is a function of
IndDISC that assumes IndTotal, IndIFRS 7 or IndPillar3 in three regressions.

3.2. Sample selection

The sample was taken from the lists of significant supervised entities by the ECB. On
4 September 2014, the ECB published its final list of significant supervised entities and
less significant institutions for the purposes of the Eurozone’s SSM.

From the 120 entities presented in the first list of September 2014, subsidiaries of
parent banks located outside the sample countries were eliminated to avoid biases arising
from the impact of their national enforcement institutions. This affected 21 banks.
Subsidiaries of parent banks that were themselves included in the sample (11 banks) were
also excluded in order not to double-count certain disclosure policies. Disclosures of a
subsidiary in a different country are likely to be affected by the supervisory activities in
the home country of the parent bank, biasing observations for the subsidiary’s country if
it were included in the sample. Banks that were removed from the initial list and banks
that were included afterwards were also excluded to guarantee a uniform analysis. Three
German banks and one Dutch bank did not apply the IFRS for the period under analysis
and were consequently not analyzed. Also, some financial statements were not available
in English or not available for the 2011-2015 financial years so their banks’ disclosure
policies or key indicators could not be analyzed due to practical impediments (this
affected 15 banks in total). One bank whose reporting period did not coincide with the
calendar year was not considered, as well as banks founded after 2012. One German bank
was also not included due to its diverging business model. Finally, banks that were or are
currently in liquidation were not subject to examination. A total of 60 banks from 15
different European countries were included in the final sample. Financial data and
disclosure policies were hand collected from the financial statements available in English
for the financial years comprising the 2012-2015 period. A total of 240 financial
statements were thus evaluated in detail.

4, RESULTS
4.1. Group differences before and after the entry into force of the SSM: Descriptive
statistics, means’ differences and multivariate results
Table I provides descriptive statistics for the disclosure indexes. The aggregated
mandatory disclosures — IFRS 7 and Pillar 3 — evolved positively with a significant

increase after the entry into force of the SSM. This overall improvement was mainly
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attributed to the increasing compliance with Pillar 3 whose biggest contributor was the
interventionist group. This group, however, still presented lower indexes for this
disclosure requirement in comparison with the non-interventionist group. In turn, non-
interventionist supervisors’ banks were the main contributors to the increase in the
individual IFRS 7 disclosure index This group, however, still presented lower indexes of
compliance with the accounting standard than the interventionist supervisor group. These
improvements suggest that the change in the supervisory framework might have
pressured banks to improve their disclosure practices to uniform disclosures of EU banks.

Table I — Descriptive Statistics of Disclosure Indexes

IMand. IFRS7 Pillar3 EBA

Standard Standard Standard Standard
Mean Median Deviation Min Max Mean Median Deviation Min Max Mean Median Deviation Min Max Mean Median Deviation Min Max

All banks
Pre SSM| 0.717  0.692 0.131 0.308 1.000 0.842 0875 0.095 0.500 1.000 0518 0.550 0.286 0.000 1.000
PostSSM| 0.755  0.769 0.129 0308 1.000 0871 0875 0.063 0500 1.000 0.565  0.600 0.288 0000 1.000 0621  0.500 0315 0.000  1.000
Interventionist supervisor banks
Pre SSM| 0.718  0.692 0.121 0308 1.000 0870 0875 0.079 0500 1.000 0475  0.400 0.257 0.000  1.000
PostSSM| 0.749  0.769 0.117 0.308 1.000 0.887 0875 0.069 0.500 1000 0525 0.600 0.257 0.000 1.000  0.604 0.500 0.295 0.000 1.000
Non-Interventionist supervisor banks
Pre SSM| 0.716  0.750 0.145 0.385 1.000 0.800  0.750 0.492 0.625 1.000 0583 0.600 0.368 0.000 1.000
PostSSM| 0.764  0.789 0.147 0424 1000 0847 0875 0.875 0688  1.000 0.625  0.700 0.384 0000 1.000 0.646 0.625 0.389 0.000  1.000

The indexes were constructed using dummy variables where the value of 1 was attributed if the bank
complied with the disclosure requirement or guideline for the year analyzed, and 0 otherwise. IMand. is the
index for the aggregated mandatory disclosures. This index is the sum of IFRS 7 and Pillar 3 disclosure
dummies divided by the total number of disclosure requirements of the two standards. IFRS 7 and Pillar 3
individual indexes are the sum of the disclosure dummies for the quantitative disclosure requirements on
LLPs divided by the total number of disclosure requirements of each standard. The EBA guidelines
disclosure index was constructed for 2014 and 2015 only as these were the years of its application that
coincide with the period of analysis of this study. The dummy variables of the disclosure for NPLs and
Forbearance were summed and divided by the two topics. Interventionist supervisor banks comprise Cyprus
(1 bank), France (5 banks), Greece (4 banks), Ireland (3 banks), Italy (9 banks), Malta (1 bank), Portugal
(3 banks), Slovenia (2 banks) and Spain (8 banks). Non-interventionist supervisory banks comprise Austria
(3), Belgium (4), Finland (1), Germany (11), Luxembourg (1) and the Netherlands (4). The results of the
descriptive statistics are presented for the aggregated periods before and after the entry into force of the
SSM.

The EBA disclosure indexes were higher in banks with non-interventionist
supervisors than for banks of the interventionist regime. The justification might be that
banks from the latter group already presented their own indicators of NPLs and of
forbearance, whilst some banks of the former have only introduced those concepts in their
annual reports after the EBA issued the guidelines. While the application of these
definitions constitutes a very important leap forward in terms of harmonization across the
euro area banking sector, the degree of harmonization reached is not completely perfect
due to factors such as different materiality thresholds across countries (European Central
Bank, 2014). However, a solid basis of consistency has been implemented, implying a
very significant improvement in comparability across banks from different jurisdictions.

The results, however, did not reveal full conformity with the compulsory disclosure

requirements. To what concerns the Pillar 3 impairment and associated concepts’
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disclosures, banks were merely disclosing roughly half of the quantitative requirements.
The cross-country differences might be explained by interventionist supervisor banks’
preferred focus on complying with their supervisors’ additional rules. In fact, in some
interventionist regimes, the additional supervisory impairment disclosures not only
overlap with the accounting and regulatory disclosures, but are also more extensive.
However, the divergent compliance degrees with the mandatory disclosures between
banking institutions are explained not only by the different business models and risk
profiles of institutions, but also on the lack of guidance and prescribed formats for
published information (EBA, 2014).

Notwithstanding an incomplete compliance, the fact that IFRS 7 is a binding
accounting norm subject to auditing justifies the high conformity and the minor
differences between groups. Bischof et. al (2011) reveals that sometimes preparers get
away with substantial non-compliance with disclosure requirements, even in Western
European countries with supposedly strong enforcement regimes. The most prevalent
breach concerned paragraph 37b of the standard’s previous version. The common practice
was disclosing generic triggers extracted from IAS 39 instead of concrete impairment
triggers. Appendix D provides insights on banks’ practices in respect to this concrete
impairment disclosure of IFRS 7.

Means’ difference tests were performed to assess if the disclosure practices of the
two groups were significantly different. Table | presents the results. The differences in
IFRS 7 disclosures are statistically significant at a 1% level and confirm that
interventionist supervisors’ banks are significantly more compliant with the accounting
standard than non-interventionist supervisors’ banks. The latter group is, however, at a

5% level, significantly more compliant with the Pillar 3 framework than the former.
Table I Disclosure indexes: Means’ differences between groups

Interventionist Non- Interventionist Means diff. P-value

No. Obs. | 36 24

IMand. | 0,725 0,734 -0,009 0,672
IFRS7 | 0,878 0,823 0,056  0,000%**
Pillar3 | 0,500 0,604 -0,104  0,019**
EBA | 0,601 0,646 -0,045 0,512

A total of 144 observations for the 36 banks from the nine countries classified as interventionist regimes
and 96 observations for the 24 banks from the six countries identified as non-interventionist regimes were
made. The four-year mean of each of the disclosure indexes was calculated and compared between
interventionist and non-interventionist groups. **, *** indicates significance at 5% and 1% level,
respectively.
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To verify if the results are sustained considering additional variables that
influence the level of LLPs, multivariate analyses were further conducted. Four linear
regressions were constructed following equation (1) presented in section 3.1.

Table Il Disclosure indexes: Multivariate results for group differences

e
(5}
Variables % ;')’ IndMand. IndIFRS7  IndPillar3  IndEBA
a
na 0,591*  0,052*** 0,749 0,118
Constant ' (1,960) (2,870) (1,210) (0,130)
L | 0.887*** 0,122%** 0,039 0,021
CGROUP (2,970) (6,340) (0,590) (0,220)
. | -0.461** -0,028** -0,077 -0,069
Listed (-2,200)  (-2,020) (-1,540) (-0,940)
N 0,069 0,142*** -0,046 0,713**
Loans_Assets (0,910) (3,050) (-0,270) (2,590)
N -0,095 -0,089 -0,065 -0,184
CreditRisk (-1,570)  (-1,370) (-0,600) (-0,580)
N 0,010 0,021 -0,012 0,030
Size (0,390) (1,420) (-0,230) (0,390)
-3,441** -1,063 -7,812** -1,257
Prof_Assets i (-2,000) (-0,770) (-2,360) (-0,220)
0,030 0,058 0,012 -0,107
AGDP i (0,008) (0,300) (0,020) (-0,130)
L | -0,064%** -0,627*** -0,671 -1,414*
Unemploy (-2,700) (-3,530) (-1,470) (-1,870)
. | 0,166%**  0,066** 0,334*** -0,183
ForRev_TotalRev (3,820) (2,230) (3,570) (-1,230)
Obs. 240 240 240 120
R-Squared 0,159 0,206 0,129 0,132
F-Test 3,840 5,230 3,820 1,39
P-value 0,000 0,000 0,000 0,1936

*, ** ***indicate significance at a 10%, 5% and 1% level, respectively. T-statistics is within brackets.
Variables: Ind.Mand. Mandatory disclosures — IFRS 7 and Pillar 3; IndIFRS7 individual IFRS 7
disclosures; IndPillar3 individual Pillar 3 disclosures; INndEBA EBA disclosures. CGROUP dummy takes
the value of 1 if supervisor is interventionist and 0 if non-interventionist; Listed dummy takes the value of
1 if the bank is listed and O otherwise; As control variables: Loans_Assets Portfolio composition;
CreditRisk Loan growth; Size The natural logarithm of Assets; Prof_Assets Operating profit before
provisions and impairment losses scaled by total assets; AGDP yearly GDP growth in each bank’s country;
Unemploy the unemployment rate in each bank’s country; ForRev_Total Rev a bank’s ratio of foreign to
total revenues. Year dummies are included but not reported.

Even though the regression results indicate that differences are only statistically
significant for the accounting standard, it is once more confirmed that interventionist
supervisors’ banks present significantly higher disclosures than non-interventionist

supervisors’ banks. Therefore, H1 is confirmed.

18



Daniela Reis Albuquerque  Effect of Supervision on the Recognition and 19
Disclosure of Impairment of Financial Assets

Moreover, these banks are subject to extensive additional disclosures on loan losses
and past due loans. Each country’s additional supervisory disclosure requirements are
described in Appendix B. The findings for the Italian, Portuguese and Spanish banks’
additional disclosures align with previous literature, supporting these countries’
classification as interventionist regimes to loan loss accounting. Irish banks, however,
presented extensive mandatory disclosures, namely about the factors considered in
determining loan losses, as well as additional disclosures recommended by the Central
Bank of Ireland, revealing an effort to be more transparent. Therefore, this country was
considered in the interventionist group.

In order to assess whether the entry into force of the SSM had an effect on banks’
level of disclosure, means’ difference tests were performed. The results are presented in
Table I11. The 2012 and 2013 mean values for each disclosure index were compared with
the 2014 and 2015 mean values. The comparison was made for the whole sample and for
the two groups separately. The results are significant at a 10% level and indicate an
increase in the mandatory disclosure index, aggregately, after the entry into force of the
SSM. The results are explained by changes in the IFRS 7 disclosures — significant at a
10% level — and in the Pillar 3 disclosures — significant at a 5% level.

While interventionist supervisors’ banks presented no substancial changes in the IFRS
7 disclosures, the increase in these disclosures was statistically significant at a 5% level
for the non-interventionist group. The statistics were stronger for the changes in Pillar 3
disclosures, for both groups, as compliance with this framework has a different
enforcement — by being out of auditings’ scope, for example. The increase in Pillar 3
disclosures was significant at a 10% level for the interventionist group and at a 1% level

for the non-interventionist group.
Table 111 Disclosure Indexes Pre and Post SSM entry into force

Before SSM After SSM Means diff.
All Int. Non-Int. All Int. Non-Int. All Int. Non-Int.
IMand.| 0,717 0,718 0,716 0,755 0,749 0,764 0,038* 0,031 0,048**
IFRS7 | 0,842 0,870 0,800 0,871 0,887 0,847 0,029* 0,017 0,047**

Pillar3 | 0,518 0,475 0,583 0,565 0,525 0,625 0,047** 0,050* 0,042***
IMand. is the index for aggregated mandatory disclosures (IFRS 7 and Pillar 3). IFRS 7 and Pillar 3 are the
individual indexes of disclosure. The 2012 and 2013 (before SSM entry) mean values were compared with
the 2014 and 2015 (after SSM entry) mean values. *, **, *** indicate significance at a 10%, 5% and 1%
level, respectively.
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A multivariate analysis was conducted to confirm the above results. Three linear
regressions were constructed in which the dependent variables were the mandatory
disclosure indexes, individually and aggregately, and CGROUP was the independent
variable.

Table IV Disclosure Indexes: Multivariate Results pre and post SSM entry into force

°
(¢}
Variables % (% IndMand. IndIFRS7  IndPillar3
x
Constant n.a 0,5840* 0,508*** 0,755
' (1,930) (2,830) (1,230)
0,103*** 0,143*** 0,040
CGROUP ¥ (2,830) (5,910) (0,500)
Listed + -0,046** -0,028** -0,077
(-2,220) (-2,050) (-1,550)
Loans Assets + 0,070* 0,142*** -0,046
— (0,920) (3,050) (-0,270)
I -0,101 -0,096 -0,070
CreditRisk + (-1700)  (-1530)  (-0,650)
Size + 0,011 0,022 -0,012
(0,410) (1,470) (-0,220)
Prof Assets i -3,338** -0,949 -7,753**
= (-1,970) (-0,690) (-2,370)
0,1320 0,177 0,073
AGDP i (0,380) (0,880) (0,090)
+ -0,625*** -0,606*** -0,654
Unemploy (-2,650) (-3,480) (-1,440)
+ 0,166*** 0,066** 0,333***
ForRev_TotalRev (3,810) (2,250) (3,560)
0,057* 0,052*** 0,055
DUMMY_SSM ¥ (1,820) (2,790) (0,780)
- -0,031 -0,043 -0,005
CGROUP*DUMMY_SSM + (0.760) (1.650) (0,050)
Year Dummies No No No
Obs. 240 240 240
R-Squared 0,158 0,211 0,128
F-Test 4,090 6,050 4,160
P-value 0,000 0,000 0,000

*, ** *** indicate significance at a 10%, 5% and 1% level, respectively. T-statistics is within brackets.
Variables: Ind.Mand. Mandatory disclosures — IFRS 7 and Pillar 3; IndIFRS7 individual IFRS 7
disclosures; IndPillar3 individual Pillar 3 disclosures. CGROUP dummy takes the value of 1 if supervisor
is interventionist and 0 if non-interventionist; Listed dummy takes the value of 1 if the bank is listed and 0
otherwise; As control variables: Loans_Assets Portfolio composition; CreditRisk Loan growth; Size The
natural logarithm of Assets; Prof Operating profit before provisions and impairment losses scaled by total
assets; AGDP yearly GDP growth in each bank’s country; Unemploy the unemployment rate in each bank’s
country; ForRev_Total Rev a bank’s ratio of foreign to total revenues; DUMMY _SSM takes the value of
1 for the 2014 and 2015 financial years and O for the 2012 and 2013 financial years.
CGROUP*DUMMY _SSM is an interaction variable between CGROUP and DUMMY _SSM.
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The results indicate that the change in the supervisory framework had an overall
significant impact in disclosure practices, justified by the significant improvement in
IFRS 7 disclosure practices, thereby partially confirming H2. The improvements,
however, were not statistically different between groups.

4.2. Relationship between disclosure and LLPs recognition

Table V presents some descriptive statistics for the variables used in the
multivariate analyses. The ratio of LLPs to loans to customers was, on average, more than
five times higher in the interventionist group than in the non-interventionist group,
explained by the elevated credit risk of a higher proportion of loans to total assets. These
banks also operated under a more fragile macroeconomic environment, as reflected in

lower GDP growth rates and higher unemployment rates. However, and despite the

smaller dimension and internationalization level, these banks were more profitable.

Table V Descriptive Statistics for the regression variables

2012 | 1,728% 0709 0833 0510 58495% -1,375% 11,172 0826% -1512% 11877%  28,137%
2013 | 2,022% 0726 0850 0527 59,017% -3420% 11,149 0821% -0547% 12717%  26,729%
§ 2014 | 1961% 0732 0867 0560 57,863% 1039% 11159 0874% 1740% 12,205%  26,464%
= 2015 | 1884% 0747 0875 0570 58110% -1,308% 11,133 0986% 2,958% 11457%  27,336%
4;(/2? 1899% 0728 0856 0542 58371% -1,266% 11,153 0877% 0660% 12,086%  27,167%
2012 | 1343% 0134 0104 0290 12776% 7,912% 0476 0541% 1910%  5885%  22,625%
S5 2013 | 1763% 0128 0085 0282 12837% 7394% 0456 0578% 1286%  6123%  21651%
?g 2014 | 2100% 0132 0071 0293 12387% 7,448% 0467 0547% 1309%  5578%  22,189%
& 2015 | 2266% 0123 0054 0282 12369% 7.672% 0460 0492% 2603%  4996%  21,443%
438%” 1,868% 0129 0079 0287  12592% 7,606% 0465 0540% 1777%  5645%  21,977%
Llo_aLnFs’:N 'I'Icr)]t(.:ll | ;227 Pill?:r3 I,_Aosigtss_ CFgfscﬂt Size.  Prof  AGDP*  Unemp® F‘lgortieee\(/_
2012 2500% 0707 0861 0461  63587% -1622% 11111 0901% -2,502% 15,892%  23,033%
2013 2974% 0729 0878 0489  63446% -1478% 11102 0844% -1,156% 17,019%  21,674%
é 2014 2045% 0724 0885 0517 62627% 1579% 11,100 0951% 1717% 16,322%  22,332%
2015 2883% 0739 0889 0533 62337% -2515% 11,070 1088% 3:858% 15061%  23,780%
4a{/egér 2826% 0725 0878 0500 62,999% -1,009% 11,098 0946% 0457% 16,074%  22,705%
2012 1598% 0125 0091 0260 11,259% 9,890% 0515 0584% 1563% 5872%  21,942%
s 2013 2431% 0117 0068 0254 11597% 9161% 0496 0675% 1232%  6,365%  19,482%
% 2014 2887% 0115 0070 0266 11815% 9078% 0515 0555% 1683% 5896%  20,943%
& 2015 0351% 0145 0052 0325 12,383% 4875% 0349 0425% 0322% 1417%  22,153%
4 el 1817% 0126 0070 0276 11,764% 8251% 0469 0560% 1200%  4,888%  21,130%
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Llo_e:_nZ:N 'I'Igtcejil IFIE%Y Pill?:rB I,_Aosasgtss_ CRr?sclj:t Size Prof  AGDP '™P FTogtF;g/_
2012 0,569% 0,712 0,792 0,583 50,857% -1,005% 11,264 0,715% 0,108% 5,854%  35,794%
2013 0,596% 0,721 0,807 0,583 52,372% -6,333% 11,220 0,787% 0,367% 6,263% 34,313%
% 2014 0,486% 0,744 0,839 0,625 50,717% 0,228% 11,234 0,759% 1,775% 6,254% 32,662%
= 2015 0,384% 0,758 0,854 0,625 51,770% 0,503% 11,229 0,834% 1,608% 6,050% 32,672%
4;:/2?" 0,509% 0,734 0,823 0,604 51,429% -1,652% 11,236 0,774% 0,965% 6,105% 33,860%
2012 0,351% 0,146 0,087 0,304 12,125% 4,880% 0,390 0,431% 0,538% 0,736% 21,948%
2 2013 0,430% 0,144 0,083 0,304 12,367% 5871% 0,371  0,427% 0,400% 1,220% 22,453%
?3 2014 0,518% 0,161 0,077 0,325 11,887% 5,204% 0,363 0,496% 0,725% 1,334% 23,157%
§ 2015 0,351% 0,145 0,052 0,325 12,383% 4,875% 0,349 0425% 0,322% 1,417% 22,153%
4%/eDar 0,412% 0,150 0,082 0,311 12,127% 5,318% 0,374  0,452% 0,554% 1,097% 22,519%

Source: (a) European Commission (2018b)

(b) European Commission (2018a)
The dependent variable is the ratio of the LLPs recognized in N divided by loans to customers in the three
regressions. The independent variables are the total disclosure index (IndTotal), the IFRS 7 disclosure
index (IndIFRS7) and the Pillar 3 disclosure index. Indtotal results from the sum of IFRS 7, Pillar 3 and
EBA quantitative impairment disclosures, divided by the number of disclosures required. Loans_Assets
equals gross loans to customers over total assets. CreditRisk represents loan growth. Size is the logarithm
of total assets. PROF equals operating profit before provisions and impairment losses scaled by total assets.
AGDRP represents a bank’s country GDP growth rate between N and N-1. Unemp is each bank’s national
unemployment rate for each year. ForRev_TotalRev is a bank’s ratio of foreign revenues to total revenues
for each year. The global sample comprises a total of 60 banks which were analyzed for four financial
years, corresponding to 240 observations. The interventionist supervisor banks’ group comprises a total of
36 banks from 9 countries, which corresponded to 144 observations for the four financial years analyzed.
The non-interventionist supervisor banks’ group comprises a total of 24 banks from 6 countries, which
corresponded to 96 observations for the four financial years analyzed.

Appendix D provides the correlation matrixes of the regression variables for
equations (1), (2) and (3). The results indicate a significant correlation between the
supervision type and level of disclosure and between LLPs and the level of disclosure.

Table VI presents the regression results for the three regressions of equation (3).
There is a positive and significant relationship between LLPs and the total and the Pillar
3 disclosures at a 1% level and between the IFRS 7 disclosures at a 10% level. Group
differences are statistically significant at a 1% level in the three equations. The
coefficients for the disclosure indexes and for CGROUP are positive, meaning that banks
with interventionist supervisors and banks that present more disclosures also presented,
in proportion, higher LLPs. The results, therefore, confirm H3.

The variables listed, portfolio composition, credit risk, profitability and the
unemployment rate are not statistically significant to explain the level of LLPs and all,
except the last variable, present negative coefficients. The negative correlation between
LLPs and profitability sustains that banks recognize more LLPs in cyclical downswings.

Size is statistically significant at a 1% level and negatively related with the LLPs,
implying that larger banks recognize less loan losses in each period, most likely because
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they are better equipped to manage risk exposures (e.g. risk management and compliance
departments). GDP growth is statistically significant at a 1% level to explain LLPs and
the negative sign sustains that banks increase provisions during bad economic periods
and keep fewer provisions during good economic periods. The ratio of foreign to total
revenues is positively related with LLPs and statistically significant at a 5% level in
regression (2).

Table VI Loan loss provisions and the level of total, IFRS 7 and Pillar 3 disclosures

ForRe

Ind Ind Ind CGRO . Loans_  Credit . Prof_A Unempl V_ 2
c Total  IFRS7 Pillarsa  UP U0 Acers Trisk Size s AGPP T g0 R F P
Rev
C
na + + + + + + + + - - + +
0376 0070 0022  -0004 0058 -0002 -0035 -0247 -0221 0047 0008
n woex woex 0031 6330 0,000
@770)  (2.730) (770)  (-0890) (-1590) (-0,110) (-2.980) (-0.850) (-3720) (1,460) (L,160)
0,384 0,059 0021  -0006 -0,058 -0005 -0036 -0434 -0224 003 0015
S Kk * kkk *k Kk *k 0,275 6,520 0,000
(2,690) (1,900) (2800) (-1230) (-1490) (-0230) (-2,820) (-1410) (-4,060) (1,070) (2,120)
0,390 0032 0027 0005 -0048 -0008 -0034 -0247 0220 0021 0008
e e o ex - 0308 6310 0,000
(2,740) (32000 (2790) (-1,090) (-1420) (:0,390) (-2,930) (-0.900) (-3490) (0,590) (1,130)

The dependent variable is the ratio of the LLPs over loans to customers in the three regressions.The
independent variables are the total disclosure index (IndTotal), the IFRS 7 disclosure index (IndIFRS7) and
the Pillar 3 disclosure index. Indtotal results from the sum of IFRS 7, Pillar 3 and EBA disclosure dummies,
divided by total the number of quantitative impairment disclosures required. CGROUP dummy takes the
value of 1 if supervisor is interventionist and 0 if non-interventionist; Listed dummy takes the value of 1 if
the bank is listed and O otherwise. Loans_Assets equals gross loans to customers over total assets.
CreditRisk represents loan growth. Size is the logarithm of total assets. PROF equals operating profit before
provisions and impairment losses scaled by total assets. AGDP represents a bank’s national GDP growth
rate between N and N-1. Unemp is a bank’s national unemployment rate for each year. ForRev_TotalRev
is a bank’s ratio of foreign revenues to total revenues for each year. Year dummies are included but not
reported. C is the constant. The total number of observations is 240, in the three regressions. *, **, ***
indicates significante at a 10%, 5% and 1% level, respectively.

5. CONCLUSIONS, LIMITATIONS AND FUTURE RESEARCH

This study examines the role of supervisors in the recognition and disclosure of
impairment losses on one specific type of financial asset — the loans and receivables from
customers. In a sample of 60 banks from 15 different EU countries, despite the higher
compliance with the Pillar 3 and EBA disclosures from the non-interventionist
supervisors’ banks, IFRS 7 disclosure compliance is found to be significantly higher in
banks with interventionist supervisors. Full compliance was, however, not observed for
neither of the mandatory disclosures. To what concerns Pillar 3, the problem is expected
to be resolved with the guidelines issued by the EBA, applicable since the beginning of

2018, that introduce more specific guidance and formats for disclosures through the use
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of tables and templates, enhancing the consistency and comparability of institutions’
regulatory disclosures in accordance the 2015 revised Pillar 3 Framework in the EU.

The results highlight that concepts related with impairment and default were still not
harmonized across the EU during the period analyzed. However, despite the fact that
differences remained even after the entry into force of the SSM and that national patterns
were still observed, the results indicate that the change in the supervisory framework
indeed impacted banks’ disclosure practices. Group differences, however, were not
reduced. The lengthy convergence is explained by the ECB’s heavily reliance on
established national practices and knowledge.

The study further analyzed the relationship between the recognition of LLPs and
disclosures and found that banks that presented higher disclosures recognized higher
levels of LLPs.

The main limitations of this study are the sample size, the short period analyzed and
the collection method. It would be interesting to analyze all the EU banks in the periods
before, during and after the financial crisis of 2008. Future research could also include
other control variables, i.e., board of directors’ composition. A better understanding of
the relationship between the different entities that require disclosures and their interaction
would also be of interest.

On the other hand, the accounting and regulatory framework are now more aligned
with the new forward looking provisioning model. IFRS 9, the accounting standard that
superseded IAS 39 early this year, requires the incorporation of information about future
expected credit losses in provisioning and an earlier recognition of loan losses. This
implies, in turn, extended disclosure requirements that should contribute to the
transparency of the process of loan loss accounting. Nonetheless, Novotny-Farkas (2015)
alerts that the widen scope for managerial judgement gives a critical role to IFRS 7
regarding market discipline and that it can potentially affect a consistent application of
IFRS 9 across credit institutions and the comparability of credit institutions’ financial
statements. To guarantee the adequacy, relevance and comparability of disclosures, the
EBA issued guidelines on credit risk management best practices and accounting for
expected credit losses in May of 2017, which build on BCBS guidance. All these
transformations in the accounting and regulatory structures are expected to lead to a more
harmonized banking framework in the recognition and disclosure of LLPs. Therefore, it

would be pertinent to study if national differences prevail under IFRS 9, the Pillar 3
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revised version and the continuous ECB’s efforts in guaranteeing a uniform supervisory
approach.

REFERENCES
Ahmed, A. S., Kilic, E. and Lobo, G. J. (2006). ‘Does Disclosure Matter? Evidence from
Value-Relevance of Banks’ Disclosed Recognized and Derivative Financial Instruments’.
The Accounting Review, 81(3), pp. 567-588.
Balla, B. E., Rose, M. J. and Romero, J. (2012). ‘Loan Loss Reserve Accounting and
Bank Behavior’. The Federal Reserve Bank of Richmond publications, (March), pp. 1-4.
Bikker, J. A. and Metzemakers, P. A. J. (2005). ‘Bank provisioning behaviour and
procyclicality’. Journal of International Financial Markets, Institutions and Money,
15(2), pp. 141-157.
Bischof, J. (2009). ‘The Effects of IFRS 7 Adoption on Bank Disclosure in Europe’.
Accounting in Europe, 6(2), pp. 167-194.
Bouvatier, V. and Lepetit, L. (2008). ‘Banks’ procyclical behavior: Does provisioning
matter?’. Journal of International Financial Markets, Institutions and Money, 18(5), pp.
513-526.
Buch, C., Koch, C.T. and Koetter, M. (2012). ‘Do banks benefit from
internationalization? Revisiting the market power-risk nexus?’. Review of Finance, 17.
Central Bank of Ireland (2013). Impairment Provisioning and Disclosure Guidelines.
Available at: https://www.centralbank.ie/regulation/industry-sectors/credit-
institutions/Documents/Impairment Provisioning Guidelines May 2013.pdf. [Accessed
2018/03/05].
Clor-Proell, S. M. and Maines, L. A. (2014). ‘The impact of recognition versus disclosure
on financial information: A preparer’s perspective’. Journal of Accounting Research,
52(3), pp. 671-701.
Curcio, D., De Simone, A. and Gallo, A. (2017). ‘Financial crisis and international
supervision: New evidence on the discretionary use of loan loss provisions at Euro Area
commercial banks’. British Accounting Review, 49(2), pp. 181-193.
Deloitte (2014). The Single Supervisory Mechanism (SSM) Banking in the Banking
Union. Available at:
https://www2.deloitte.com/content/dam/Deloitte/uk/Documents/financial-
services/deloitte-uk-fs-perspectives-ecrs-banking-on-the-banking-union.pdf [Accessed
2018/03/14].

25


https://www.centralbank.ie/regulation/industry-sectors/credit-institutions/Documents/Impairment%20Provisioning%20Guidelines%20May%202013.pdf
https://www.centralbank.ie/regulation/industry-sectors/credit-institutions/Documents/Impairment%20Provisioning%20Guidelines%20May%202013.pdf

Daniela Reis Albuquerque  Effect of Supervision on the Recognition and 26
Disclosure of Impairment of Financial Assets

Deloitte (2015). The Single Supervisory Mechanism Getting to grips with the new regime.
Available at: https://www2.deloitte.com/be/en/pages/financial-services/articles/getting-
to-grisps-with-the-new-regime.html [Accessed 2018/05/03].

Deutsche Bundesbank (2010). ‘Supervisory disclosure under Pillar 3 of Basel II'.
Monthly Report of the Deutsche Bundesbank, 62(9), pp. 69-81.

European Banking Authority (2014). ‘EBA Final Draft Implementing Technical
Standards: On Supervisory Reporting on Forbearance and Non-performing Exposures
Under Article 99 (4) of Regulation (EU) No 575/2013°. European Accounting Review,
20(575), pp. 1-65.

European Central Bank (2014). Aggregate Report on the Comprehensive Assessment.
October 2014. Available at: https://www.ecb.europa.eu [Accessed: 2018/03/26]
European Commission (2018a). Employment and unemployment (LFS). August 2018.
Brussels: Eurostat. Available at: https://ec.europa.eu/eurostat/web/Ifs

European Commission (2018b). Real GDP growth rate. September 2018. Brussels:
Eurostat. Available at: https://ec.europa.eu/eurostat/data/database

Federal Ministry of Finance (2018). ‘The Single Supervisory Mechanism: Lessons
learned after the first three years’. Available at: https://www.bundesfinanzministerium.de
[Accessed 2018/05/13]

Fonseca, A. R. and Gonzalez, F. (2008). ‘Cross-country determinants of bank income
smoothing by managing loan-loss provisions’. Journal of Banking and Finance, 32(2),
pp. 217-228

Frederickson, J., Hodge, F. and Pratt, J. (2006). ‘The Evolution of Stock Option
Accounting: Disclosure, Voluntary Recognition, Mandated Recognition, and
Management Disavowals’. The Accounting Review. 81(5), pp. 1073-1093

Frolov, M. (2007). ‘Why do we need mandated rules of public disclosure for banks?’.
Journal of Banking Regulation, 8(2), pp. 177-191.

Gaston, E. and Song, I. W. (2014). ‘Supervisory roles in loan loss provisioning in
countries implementing IFRS’. IMF Working Paper, pp. 1-41. Available at:
http://www.imf.org/external/pubs/ft/wp/2014/wp14170.pdf.

Gebhardt, G. and Novotny-Farkas, Z. (2011). ‘Mandatory IFRS Adoption and
Accounting Quality of European Banks’. Journal of Business Finance & Accounting, 38
(3-4), 289 — 333.

Gebhardt, G. and Novotny-Farkas, Z. (2016). ‘Comparability and predictive ability of

loan loss provisions — The role of accounting regulation versus bank supervision.’. CFS

26


https://www.ecb.europa.eu/
https://www.bundesfinanzministerium.de/

Daniela Reis Albuquerque  Effect of Supervision on the Recognition and 27
Disclosure of Impairment of Financial Assets

Working Paper, 591. Available at:
http://econ.core.hu/file/download/korosi/2016/novotny.pdf (Accessed: 2017/09/27)
Goldstein, I. and Sapra, H. (2013) 'Should banks’ stress test results be disclosed? An
analysis of the costs and benefits”. Foundations and Trends in Finance, Vol. 8 No. 1, pp.
1-54.

Laeven, L. and Majnoni, G. (2003). ‘Loan loss provisioning and economic slowdown:
too much, too late?’. J. Financial Intermediation, 12(202), pp. 178-197.

Miiller, M. A., Riedl, E. J. and Sellhorn, T. (2015). ‘Recognition versus disclosure of fair
values’. Accounting Review, 90(6), pp. 2411-2447

National Bank of Serbia (n.d.). Implementation of Basel Standards in the European
Union. Available at:
https://www.nbs.rs/internet/english/55/55 2/implementacija_EU/index.html [Accessed
2018/05/10].

Libby, R., Nelson, M. W., & Hunton, J. E. (2006). ‘Recognition v. disclosure, auditor
tolerance for misstatement, and the reliability of stock-compensation and lease
information’. Journal of Accounting Research, 44(3), 533-560.

Nichols, D., Wahlen, J., Wieland, M. (2005). ‘Publicly-Traded versus Privately-Held:
Implications for Bank Profitability, Growth, Risk, and Accounting Conservatism’.
Available at: htt p://dx.doi.org/10.2139/ssrn.591663 (Accessed: 09/12/2018)
Novotny-Farkas, Z. (2015). ‘The Significance of IFRS 9 for Financial Stability and
Supervisory Rules’. European Parliament: Policy Department A Economic and Scientific
Policy, pp. 1-54.

Novotny-Farkas, Z. (2016). ‘The Interaction of the IFRS 9 Expected Loss Approach with
Supervisory Rules and Implications for Financial Stability’. Accounting in Europe, 13(2),
pp. 197-227.

Ozili, P. K. and Outa, E. (2017). ‘Bank loan loss provisions research: A review’, Borsa
Istanbul Review, 17(3), pp. 144-163.

Rosengren, E. (1998). ‘Will Greater Disclosure and Transparency Prevent the Next
Banking Crisis?’. Federal Reserve Bank of Boston Working Paper, 98-8 (617).
Ryzhenkova, Katerina (2013). The role of International Accounting Standard (IAS) 39
Financial Instruments: Recognition and Measurement in the Ireland’s banking crisis.
Available at: http://hdl.handle.net/10788/1702 (Accessed: 2017/09/27)

World Bank (2012). Research - Bank Regulation and Supervision (updated 2012).
Available at:

27


http://econ.core.hu/file/download/korosi/2016/novotny.pdf
https://dx.doi.org/10.2139/ssrn.591663
http://hdl.handle.net/10788/1702

Daniela Reis Albuquerque  Effect of Supervision on the Recognition and 28
Disclosure of Impairment of Financial Assets

http://econ.worldbank.org/WBSITE/EXTERNAL/EXTDEC/EXTRESEARCH/0,,conte
ntMDK:20345037~pagePK:64214825~piPK:64214943~theSitePK:469382,00.html
[Accessed 2018/02/06]

Tadesse, S. (2006) ‘The Economic Value of Regulated Disclosure: Evidence from the
Banking Sector’. William Davidson Institute Working Paper Number 875.

Zer, Ilknur (2015). ‘Information Disclosures, Default Risk, and Bank Value’, Finance
and Economics Discussion Series, 2015-104. Washington: Board of Governors of the

Federal Reserve System.

28



Daniela Reis Albuquerque  Effect of Supervision on the Recognition and 29
Disclosure of Impairment of Financial Assets

APPENDICES
Appendix A Impaired and Past Due Disclosure Requirements Checklist

IFRS 7 Disclosure Requirements Checklist

Paragraph Disclosure Requirement
8¢ The carrying amount of loans and receivables, either on the balance sheet
or in the notes
16 Reconciliation of changes in the allowance account, if applicable, for

credit losses during the period for each class of financial assets

20e The amount of any impairment loss for each class of financial asset

36d Renegotiated loans

37 Analysis of the age of financial assets that are past due as at the reporting
a LS ! :

date but not impaired, by class of financial asset

Analysis of financial assets that are individually determined to be impaired

37b as at the reporting date

the factors the entity considered in determining that they are impaired

The criteria the entity uses to determine that there is objective evidence

B5f

that an impairment loss has occurred (see paragraph 20e)

Pillar 3 Disclosure Requirements Checklist
Pillar 3: Impaired and past due loans - quantitative disclosures: Directive
2006/48/EC Annex XII Part 3

Impaired loans by geography

Impaired loans by counterparty type
Collective and Specific allowances
Past due loans by geography

Past due loans by counterparty type

EBA Disclosure Requirements Checklist
EBA Disclosures

Forbearance
NPL
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Appendix B Disclosure practices of the interventionist supervisory regime
The case of Cyprus:

In 2014, the Central Bank of Cyprus issued the Directive on Loan Impairment and
Provisioning Procedures whose purpose was to ensure that credit institutions had in place
adequate provisioning policies and procedures for the identification of credit losses and
prudent application of IFRSs in the preparation of their financial statements.
Notwithstanding the requirements of IFRS 7 and of Part 8 of the Regulation (EU) no.
575/2013 of the European Parliament, this Directive imposed minimal disclosure
requirements to be fulfilled in relation to the loan portfolio quality, provisioning policies
and levels of provision. This directive was already applied in financial statements of 2013.

In addition, the directive required the macroeconomic conditions of the markets
to be reflected in the measurement of impairment. The trigger events shall be conservative
and regularly reviewed and updated in order to reflect the current conditions and to ensure
that impairment was identified as early as possible. The credit institutions were advised
to even define mortgage portfolio triggers or commercial real estate portfolio triggers
deemed appropriate.

The case of France:

Regulation of the CRC No. 2002-03 addresses a number of important areas of
credit risk disclosure. Special disclosures are required about standard — recoverable and
non-recoverable - and doubtful loans. The gross values and criteria for standard,
restructured, doubtful and compromised loans are also required to be disclosed. All loans
need to be broken down into categories relative to the most significant sectors within
geographical, economic sector, counterparty and residual maturity. The doubtful and
compromised loans as well as the provisions must be broken down into the same
categories.

The case of Greece:

The Bank of Greece Act 2655/2012 provides on a consolidated basis the Pillar 3
disclosure requirements, namely on troubled assets, and establishes the conceptual
framework within which these public disclosures are met.

The case of Ireland:

In 2011, the Central Bank of Ireland (CBI) identified the need to issue guidelines
on loan loss provisioning and disclosure because it was considered that “the combination
of a sufficiently conservative approach to loan loss provisioning together with
significantly enhanced disclosures on asset quality and credit risk will assist in the
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restoration of investor confidence in the Irish banking sector”. However, these guidelines,
as the name indicates, are not binding.

The CBI admitted provisions under IAS 39 could have been recognized earlier
and measured appropriately had institutions been conservative with loan loss triggers,
estimates and assumptions relating to property prices, the future domestic and
international macroeconomic conditions and in calculating provisions on forborne loans.
Varying impairment triggers were being applied as some institutions applied reasonably
conservative triggers whilst others could have applied conservative triggers much earlier
to reflect the deterioration in the domestic and international economic environment. In
2011, the Financial Measures Programme acknowledged that expected losses in the Irish
banking system greatly exceeded the stock of LLPs institutions held at that time.

Guidelines are given on non-performing, cured, foreclosed, forborne and
renegotiated loans. Special attention is also given to residential mortgages.

The case of Italy:

The Italian banks assessed disclosed their compliance with Circular no. 263 of 27
December 2006 which transposed Directives 2006/48/EC and 2006/49/EC into Italian
law. The Community regulations were transposed with the preparation of tabular
classifications of the quantitative and qualitative information that banks must disclose "in
order to increase transparency and comparability of information, limiting the burden of
identifying the information to be disclosed and ensuring greater competitive equality”.
The Circular specifies the manner with which the disclosures are to be made.

The Circular was also governed by the 1993 Banking Law, namely paragraphs 1
and 3 of article 53, which gives the Bank of Italy the power to issue general regulations
on accounting procedures and disclosure and to adopt specific measures.

Additionally, the Bank of Italy routinely conducts analyses and inspections to
verify that banks have appropriately valued NPLs and set aside the correspondent
provisions. One of the asset quality reviews was made in 2012. Deficiencies in
provisioning policies and practices were revealed and banks were reported to cooperate
by considering the inspectors’ prudential guidelines.

The case of Malta:

Loan loss allowance methodologies for Maltese banks were compliant with the
International Financial Reporting Standards and Banking Rule 09/2008. It aimed to
provide due direction to credit institutions to adopt a more conservative approach to
accounting loan loss provisioning as applicable through IFRS. This approach included
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the implementation of conservative triggers within IAS 39 to identify and recognize
losses as early as possible. It set out impositions regarding doubtful loans, conservative
impairment triggers and rigorous collateral valuation guidance, as collateral is identified
as a determining factor in establishing the extent of impairments that needs to be created
whenever recovery of a credit facility is in serious doubt. It also sets out credit grading
dispositions as it enables the identification of problem loans and thus the determination
of the adequate level for provisioning.

The case of Portugal:

Within the scope of its supervisory action, Banco de Portugal has decided to pay
special attention to banks’ exposure to the construction and real estate sectors, which have
been particularly affected by the deteriorated macroeconomic context. The On-site
Inspections Programme (OIP) was developed with the purpose to assess the adequacy of
LLPs recorded with regard to exposures to the construction and real estate sectors in
Portugal and Spain with reference to 30 June 2012. Reinforcement of the value of LLPs
were recorded so as to reach robust provisioning levels.

In 2011, Banco de Portugal also conducted the Special Inspections Programme
(SIP) for the financial system, in the context of the Economic and Financial Assistance
Programme, with the International Monetary Fund, the European Commission and the
ECB. Assessments to LLPs were also made as at 30 June 2011.

The Portuguese banks analyzed also disclosed their compliance with Instrugdo 23/2011
regarding non-performing and risky loans’ and Instru¢do 32/2013 regarding restructured
loans. In addition, the Portuguese supervisor defines a minimum level of specific and
general risks provisioning for loans and receivables from customers in Aviso n° 3/95, with
amendments laid down in Avisos n° 8/03 and n°® 3/05.

The case of Slovenia:

The Bank of Slovenia has implemented several measures and activities. In 2008
it called on banks for increased creation of LLPs, whereby the banks had to take into
account of the actually disclosed deterioration in the economic conditions of business for
corporates in specific sectors; in 2009 it called on banks to maintain an appropriate level
of LLPs as it noted that certain facts from the examination of the first financial statements
for 2008 suggested that LLPs did not fully reflect the deteriorating macroeconomic
situation; in 2009 it also required monthly reporting on the creation of LLPs and
reclassified assets and requested additional information on collaterals; a new Regulation
on the assessment of credit risk losses was issued on February 2013 in which the
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definition of default that banks used for classifying claims into ratings was brought in line
with the definition of default as set out in EU banking legislation; to encourage banks to
act faster in writing off non-performing financial assets and to take a more active
approach to forbearance and the redemption of collateral, a regulation was issued in 2014
that set out a definition of forborne financial assets to accord with the definition given by
the technical standards for supervisory reporting to the EBA and the ECB. Requirements
were also prescribed for the classification of forborne financial assets into rating
categories and in terms of their documentation or recording in books of account. In
relation to write-offs a framework was put in place for the faster derecognition of non-
performing financial assets from the statement of financial position when the bank judged
that a financial asset would no longer be repaid or the conditions for derecognition under
the IFRS had been met.

The case of Spain:

The Spanish banks reported their compliance with real-estate activities in Spain
disclosures as required by Bank of Spain Circular 5/2011 and Circular 6/2012.
Additionally, Royal Decree-laws 02/2012 and 18/2012 increased regulatory requirements
imposed on Spanish financial entities with the aim of restoring confidence in the Spanish
financial system, which was largely burdened by distressed real estate assets, and
encouraging renewed lending to households and small and medium-sized enterprises.
These Royal Decree-laws establish additional provisions for non-subprime real estate

lending.
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Appendix C Disclosure Index of Paragraph 37b of IFRS 7

All banks Interventionist Non-interventionist

2012 2013 2014 2015 2012 2013 2014 2015 2012 2013 2014 2015
Mean |0,283 0,283 0,300 0,333 0,333 0,333 0,333 0,361 0,208 0,208 0,250 0,292

Median | 0,000 0,000 0,000 0,000 0,000 0,000 0,000 0,000 0,000 0,000 0,000 0,000

SItDaer:/d. 0,406 0,406 0,420 0,444 0,444 0,444 0,444 0,461 0,330 0,330 0,375 0,417

The index was constructed using a dummy variable where the value of 1 was attributed if the bank complied
with paragraph 37b of the previous version of IFRS 7, and 0 otherwise. The table presents the results for
all the banks and separately for banks from the interventionist and non-interventionist supervisor regimes.
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Appendix D Correlation Matrixes for the Regressions’ Variables
I Correlation Matrixes for H1
IndMand CGROUP  Listed LoanSS—AssetCredit Risk  Size PROF  AGDP  Unemp F“;fé‘;{"‘
IndMand 1,000
CGROUP | 0,238*** 1,000
Listed 0039  0289%** 1,000
Loam Al 0085 03550 0203 1,000
CreditRisk| -0,122* 0,022 0,029 0,096 1,000
Size 0,056 -0,114* 0090  -0,309%**  0,143** 1,000
PROF -0,096 0,112* 0,070 0,053 0087  -0273** 1,000
AGDP | 0136**  -0,069 -0,030 -0,078 -0,038 -0,049 -0,001 1,000
Unemploy | -0029  0,689%**  0216%*  0426%**  0134**  -0034  0,192%%* -0251*** 1000
F“gfé"g{‘“ 0,054  -0207%%% 0178%%% .0308%* 0008  0415%  0141** 0022  -0153* 1,000
IndIFRS7 CGROUP  Listed Loanss—AssetCredit Risk  Size PROF  AGDP  Unemp Forflg‘g"t
IndIFRS7 | 1,000
CGROUP | -0,152** 1,000
Listed 0,096  0,289%** 1,000
Loams AAe] 018200 03550 0,293 1,000
Credit Risk| -0,063 0,022 0,029 0,096 1,000
Size 0126*  -0,114* 0090  -0,309%**  0,143** 1,000
PROF | -0,160**  0,112* 0,070 0,053 0,087  -0273** 1,000
AGDP 0,092 -0,069 -0,030 0,078 -0,038 -0,049 -0,001 1,000
Unemploy | -0,214%**  0,689%** 0216  0426***  0,134**  -0,034  0,192*** -0251*** 1000
Forgg‘gm 0,225%%%  -0,207%%*  0178%** -0,308*** 0008  0415**  0141* 0022  -0,153** 1,000
IndPillar3 CGROUP  Listed LoansS—AssetCreditRisk Size PROF  AGDP  Unemp F“g;‘g{“
IndPillar3 | 1,000
CGROUP | -0,021 1,000
Listed -0,060  0,289%** 1,000
Loanis—Asse 0,110%  0,355%**  0,203*** 1,000
CreditRisk| -0,114* 0,022 0,029 0,096 1,000
Size 0123*  -0,114* 0090  -0,300%**  0,143** 1,000
PROF | -0,160%*  0112* 0,070 0,053 0087  -0273*** 1,000
AGDP | 0132%*  -0,069 -0,030 0,078 -0,038 -0,049 -0,001 1,000
Unemploy | -0,184***  0,689%**  0216***  0426%**  0134**  -0034  0,192*** -0251*** 1000
F”;g‘g;-rm 0,203%**  -0,207%**  0178%** -0,308*** 0008  0415***  0141* 0022  -0,153** 1,000
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INdEBA CGROUP  Listed O3MAScreditRisk  Size PROF  AGDP  Unemp OrRev.T
S otalRev
IndEBA | 1,000
CGROUP | -0,056 1,000
Listed 0081 02897 4400
LoansS_Asset 020gw O35 oeni L1000
CreditRisk| -0,100 0,022 0,029 0,096 1,000
Size 0102  0114” 0000 0309 g 43w 1,000
PROF 0,102 0,112* 0,070 0,053 0087  -0273** 1,000
AGDP 0,069 -0,069 -0,030 -0,078 -0,038 -0,049 -0,091 1,000
Unemploy | 0,120  0,689%**  0216***  0426***  0134**  -0034  0192%** -0251*** 1,000
F“gfé"g{‘“ -0187%%  -0,207%%*  0,178%**  -0308%** 0008  0415%**  0,141**  -0022  -0,53** 1,000

The dependent variables are the disclosure indexes in the four regressions.The independent variable is
CGROUP, a dummy variable that takes the value of 1 if supervisor is interventionist and O if non-
interventionist. As control variables: Listed dummy takes the value of 1 if the bank is listed and 0 otherwise.
Loans_Assets equals gross loans to customers over total assets. CreditRisk represents loan growth. Size is
the logarithm of total assets. PROF equals operating profit before provisions and impairment losses scaled
by total assets. AGDP represents a bank’s national GDP growth rate between N and N-1. Unemp is a bank’s
national unemployment rate for each year. ForRev_TotalRev is a bank’s ratio of foreign revenues to total
revenues for each year. *, **, *** indicates significante at a 10%, 5% and 1% level, respectively.

Correlation Matrixes for H2

CGROU
IndMand CGROUP Listed L°are‘fs—ASS Céies‘lj(it Size  PROF  AGDP  Unemp Fg{;g‘;{ DUS"QMY— 35?8!
M
IndMand 1,000
CGROUP | 0,021 1,000
Listed | 0,060 0,289%* 1,000
Loans Assets| 0,110 0,355+ 0293" 4 599
CreditRisk | -0,114* 0022 0029 0096 1,000
Size | 0123* -0114* 0000 -0309%%* 0,143** 1,000
PROF  |-0,160%* 0112% 0070 0053 0087 -0273** 1,000
aGDP  |0,132%* 0069 0030 -0078  -0038  -0049  -0091 1,000
Unemploy | ;o7 e 0,689 0.216% o gogwsx  0134%% 0,034 0,192%%* 0,251**% 1,000
Fong‘g;T"ta' 0,203%x% 0 207%% 019 g apgune 0008 0415%% 0,141%% 0,022 -0,153%% 1,000
DUMMYSS| 0116 0000 0000 -0024 0078 0012 0069 0460*** -0030 0010 1000
Sﬁ&?}_’;’;a 0051 0535% 0154 giggeex 0036 0,070 0122 0384%* 0333%%* 0102  0,655%%% 1,000
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CGROU
'”d'7FRS CGROUP Listed "°agfs—Ass CF:ieS?(“ Size PROF  AGDP  Unemp Fg{gg‘g{ DUS'\ng— P,\:sijs'\é'
M
IndIFRS7 | 1,000
CGROUP [0.238*** 1,000
Listed | 0,039  0289%** 1000
Loans_ Assets| 0,089 0355+ 029%™ 4 509
CreditRisk | -0,122% 0,022 0020 0096 1,000
Size 0056  -0114* 0,000 -0309%* 0143* 1,000
PROF | -0006 0112¢ 0070 0053 0087 -0273“* 1000
AGDP  |0,136** 0069 -0030 -0078  -0038 0,049 0091 1,000
Unemploy | 0020  0,689%+ 0216™ g gogunx g 134%x 0034  0,102%%% 02510 1,000
F°rR§‘;;T°ta' 0,054 -0207%%% OO gaggwen 0008 0415%%% 0,141%% 0022 -0153** 1,000
DUMMY_SS10.128+ 0000 0000 -0024 0078 0012 0069 0460 -003 0010 1,000
Sﬁmﬂgﬁ 0,177%%% 0535%%* 0,154 0,169%** 0036  -0,070 0,122 0,384** 0333 0102 0,655 1,000
CGROU
'”dpsi"ar CGROUP Listed "°a2fs—ASS CRries‘I’(“ Sizz PROF  AGDP  Unemp Fg{:fg‘;{ DUS"ng— E’BEJS'\Q
M
IndPillar3 | 1,000
CGROUP |-0152%* 1,000
Listed | 0096 0289% 1000
Loans_Assets 0,18_2*** 0,355*** 0’223** 1,000
CreditRisk | 0063 0,022 0020 0096 1,000
Size | 0126% -0114* 0090 -0,300%** 0143** 1000
PROF  |-0160** 0112¢ 0070 0053 0087 -0273“* 1000
AGDP | 0092  -0069 -0030 -0078  -0038 0,049  -0091 1,000
Unemploy |0 51 0,689 0.216%"  gogwws  0134% 0,034 0,192+ -0251%** 1,000
Fong{’&TOta‘ 0,225%x% 0207%%x OLIO™ g anguen 0008 04150 0,141%* 0022 -0153** 1,000
DUMmY—SS 0069 0000 0000 -0024 0078 0012 0069 0460%* 0,030  -0010 1,000
S,\GMF\{A?(L_J:;EA 0,033 0535%% 0,154%* 0,169%** 0036 0,070  0,122¢ 0384%** 0333%** 0102 0655°* 1,000

The dependent variables are the disclosure indexes in the four regressions.The independent variable is
CGROUP, a dummy variable that takes the value of 1 if supervisor is interventionist and O if non-
interventionist. As control variables: Listed dummy takes the value of 1 if the bank is listed and 0 otherwise.
Loans_Assets equals gross loans to customers over total assets. CreditRisk represents loan growth. Size is
the logarithm of total assets. PROF equals operating profit before provisions and impairment losses scaled
by total assets. AGDP represents a bank’s national GDP growth rate between N and N-1. Unemp is a bank’s
national unemployment rate for each year. ForRev_TotalRev is a bank’s ratio of foreign revenues to total
revenues for each year. DUMMY_SSM takes the value of 1 for the 2014 and 2015 financial years and 0
for the 2012 and 2013 financial years. CGROUP*DUMMY_SSM is an interaction variable between
CGROUP and DUMMY_SSM. *, ** *** indicates significante at a 10%, 5% and 1% level, respectively.
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iii. Correlation Matrixes for H3

LLP_Loans_N IndIFRS7 CGROUP Listed Loans_AssetsCredit Risk  Size PROF AGDP Unemp ForRev_TotalRev

LLP_Loans_N 1,000
IndIFRS7 0,157** 1,000
CGROUP 0,255***  0,238*** 1,000
Listed -0,069 0,039  0,289*** 1,000
Loans_Assets 0,021 0,085  0,355*** 0,293*** 1,000
Credit Risk -0,107* -0,122* 0,022 0,029 0,096 1,000
Size -0,376*** 0,056 -0,114* 0,090  -0,309*** 0,143** 1,000
PROF 0,096 -0,096 0,112* 0,070 0,053 0,087 -0,273*** 1,000
AGDP -0,109* 0,136**  -0,069 -0,030 -0,078 -0,038 -0,049 -0,091 1,000
Unemploy 0,141** -0,029  0,689*** 0,216*** 0,426***  0,134**  -0,034 0,192***-0,251*** 1,000
ForRev_TotalRev| -0,114* 0,054  -0,207***0,178*** -0,308*** 0,008  0,415*** 0,141** -0,022 -0,153** 1,000

LLP_Loans_N IndPillar3CGROUP Listed Loans_AssetsCredit Risk Size PROF AGDP Unemp ForRev_TotalRev

LLP_Loans_N 1,000

IndPillar3 0,176*** 1,000

CGROUP 0,255***  -0,152** 1,000

Listed -0,069 -0,096  0,289*** 1,000
Loans_Assets 0,021 -0,182*** (,355*** 0,293*** 1,000

Credit Risk -0,107* -0,063 0,022 0,029 0,096 1,000

Size -0,376***  0,126** -0,114* 0,090 -0,309***  0,143** 1,000

PROF 0,096 -0,160**  0,112* 0,070 0,053 0,087  -0,273*** 1,000

AGDP -0,109* 0,092 -0,069  -0,030 -0,078 -0,038 -0,049 -0,091 1,000
Unemploy 0,141**  -0,214*** 0,689*** 0,216*** 0,426***  0,134**  -0,034 0,192***-0,251*** 1,000

ForRev_TotalRev| -0,114* 0,225*** -0,207***(,178*** -0,308*** 0,008  0,415*** 0,141** -0,022 -0,153** 1,000

The dependent variable is the ratio of the LLPs over loans to customers in the three regressions.The
independent variables are the total disclosure index (IndTotal), the IFRS 7 disclosure index (IndIFRS7) and
the Pillar 3 disclosure index. Indtotal results from the sum of IFRS 7, Pillar 3 and EBA disclosure dummies,
divided by total the number of quantitative impairment disclosures required. CGROUP dummy takes the
value of 1 if supervisor is interventionist and 0 if non-interventionist; Listed dummy takes the value of 1 if
the bank is listed and O otherwise. Loans_Assets equals gross loans to customers over total assets.
CreditRisk represents loan growth. Size is the logarithm of total assets. PROF equals operating profit before
provisions and impairment losses scaled by total assets. AGDP represents a bank’s national GDP growth
rate between N and N-1. Unemp is a bank’s national unemployment rate for each year. ForRev_TotalRev
is a bank’s ratio of foreign revenues to total revenues for each year. *, **, *** indicates significante at a
10%, 5% and 1% level, respectively.
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