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Executive Summary
The results of this vulnerability assessment show that the Italian banking sector is
fairly positioned to take on the pandemic-induced stress impact, but capital
depletion in this scenario could be material especially for Retail Lenders and Small
Domestic banks that have the greatest CET1 impact and need a capital increase
between 2021 and 2022 to comply with the prudential capital ratios set by the
Supervisor. The most significant effects on banks’ capital requirements are given by
the credit component, since the effect of the credit support measures (moratoria
and loan guarantees) reveal partially the real risk of credit exposures thus
increasing the risk of “cliff effect”.
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Vulnerability Analysis on Italian
Banks during the Covid-19
Pandemic
Dario Esposito

Matteo Cecchin

A

s everyone know the global economy is facing unprecedented challenges due to the outbreak
of Covid-19, which has hit the world very hard sanitarily and economically speaking.
Countries’ gross domestic product (GDP) has contracted significantly in all over the world
and the extent of this contraction will depend not only on the effectiveness of the actions taken to
support the economy, but also on the ability of each country in preventing and limiting contagion
and in implementing adequate vaccination plan. All these factors and the remaining uncertainty
about the severity of the crisis, the length of the recession and the speed of the recovery make it
difficult to assess the potential impact of the crisis on the banking sector.
The financial sector’s authorities responded by implementing support measures and adopting
expansionary monetary and fiscal policies, with the aim of maintaining an adequate flow of credit
to the real economy, while preserving financial stability. During the first phase of the pandemic,
the economic policy authorities intervened quickly to counteract its economic effects: they ordered
increases in spending, reductions in the tax levy, measures to support credit. At the same time, the
ECB intervened with interest rate cuts, measures to support bank credit, purchases of public and
private securities.
Regarding banks sector, Covid-19 pandemic has, first of all, severely tested their operational
capabilities. The banks had to immediately activate their emergency plans, with the establishment
of ad-hoc crisis and remote units and the extension of smart-working, thanks to which the core
functions of banks continued to operate largely unaltered. Increasing number of branches have been
or remain temporarily closed, while the use of digital channels has grown.
But the biggest impact of the pandemic on banking sector is on asset quality. The increasing
exposure made by banks, in recent years, into potentially riskier portfolio, such as small and mediumsized enterprises (SMEs) or consumer finance, together with this crisis’ effects, put themselves
in front of the risk of rising volumes of NPLs and rising cost of risk due to the macroeconomic
deterioration [11]. The financial sector authorities interventions support the bank’s activity of
expanding funding to corporate and retail, in particular thanks to moratoria and loan guarantees.
Moreover, the large volumes of debt moratoria and secured loans also brought further pressure on
banks’ operational capacities. Although, by stabilizing the financial conditions of corporate and
retail, the support measures have, at least temporarily, strongly slowed down new insolvencies.
The crisis, however, has begun affecting bank balance sheets and in particular in increasing loan
provisions. This anticipation of a possible increase in insolvencies together with other factors led to
a significant reduction in the return on capital and reserves. Despite comfortable capital-liquidity
buffers and pandemic responsive measures, the profound economic impact of the pandemic is likely
to undermine banks’ solvency.

1.

Vulnerability Analysis during the Covid-19 Pandemic

The analysis carried out by Iason in this document aims to assess the vulnerability of the Italian
banking sector (a sample of the 11 Italian banks under SSM was used), using the approach adopted
by the ECB (“ECB - COVID-19 Vulnerability Analysis” [12]) and EBA (“The EU Banking Sector:
www.iasonltd.com
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First Insights into the Covid-19 Impacts” [11] and “EBA Report on the implementation of selected
Covid-19 Policies” [8]).
The analyses mentioned above are the results of ad hoc exercise carried out by the authorities,
that in the normal condition conduct stress test, to assess the vulnerability of banking sector. These
exercises can be useful to authorities in the short term as a tool for analyzing and communicating
how the pandemic can affect the entire banking sector. Taking into account the above, the analyses
carried out by Iason offer an overview of the aggregate results and the impact on the capital positions
of Italian banks (divided into 3 different groups) based on the pandemic scenario considered, in
order to analyse how the pandemic can affect the banking sector. The main objectives of this
vulnerability analysis are:
• To assess the impact of the Covid-19 pandemic on the financial and prudential position of
banks in the Italian area;
• To identify potential vulnerabilities at an early stage.
1.1 Some Methodological Notes
There are several challenges in conducting a vulnerability exercise during a crisis, such as the
Covid-19 pandemic, compared to normal times. First, the initial shock has already materialized.
Secondly the impact of the Covid-19 shock on banks is particular, given that it originated outside
the economy and financial system and its transmission channels are not well known or have not yet
materialized.
The baseline scenario has to be revised for a vulnerability exercise, due to the significantly
different nature of the shock. To reflect the macroeconomic impact of the Covid-19 pandemic it
is necessary to incorporate some new metrics, as relating infection/mortality rates and economic
activity indicators in the sectors most affected by the needs of social distancing. We may conduct,
in the most affected economic sectors, some form of sensitivity analysis on a traditional adverse
scenario modified to increase the level of stress. or we could design a new baseline scenario that
incorporates the already visible deep economic contraction of the early 2020, and then create a stress
scenario on that basis. Basically, the initial scenario must incorporate an assumption about how
deep and prolonged the economic impact of the Covid-19 shock will be. In this specific case, the
analysis takes into consideration the latter approach, using forecasts on the Italian economic history
made by the Bank of Italy and the European Commission, which take into account the effects of
the first and partially of the second wave of infections in Italy (as explained in detail in the next
chapter).
Another issue should be to break down the results by year since those in subsequent years could
be particularly inaccurate. A further dimension that complicates scenario design is the need to
decide whether or not to include policy responses. Typically, analysis exclude policy measures
taken in response to the initial shock, as the exercise has the aim of providing a quantification of
the impact of the shock before any policy measures are taken. Nevertheless, in the case of the
Covid-19 pandemic, these measures, because immediately introduced after the onset of the crisis,
on a large scale and in all policy areas, must be included. The introduction of these measures into
the scenario, also if it recognizes the extraordinary political effort made to alleviate the risk of a
deep recession, including the broad absorption of borrowers’ credit risk by governments by means
of public guarantees, it requires to formulate hypotheses on the effectiveness of the measures, on
their possible extensions and on the situation once these measures have been withdrawn or expired.
Separately, the implementation of vulnerability analysis is also affected by the fact that the Covid-19
pandemic presents new types of risks and transmission channels, different from the usual ones. For
example, the shock could have prolonged and non-reversible effects on the vitality of some sectors,
such as tourism, aviation and hospitality. Generally, the results of this analysis are always subject to
a certain degree of approximation, but due to the high uncertainty in times of Covid-19 this can be
even greater, especially in the first phase of such exercises [2].
The “ECB - Covid-19 Vulnerability Analysis” [12] analysis data together with the one obtained
by the “EBA - The EU Banking Sector: First Insights into the Covid-19 Impacts” [11] document are
taken in consideration for the definition of the impacts in P&L and RWAs. These analyses carried
out by the authorities on the European context were subsequently reclassified and adapted for the
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various clusters of Italian banks, taking into due consideration the Italian pre-pandemic context, the
effects that the pandemic had on the economy of the country, the political choices implemented and
future forecasts on economic and social recovery. Furthermore, as is carried out by the authorities
that regularly carry out this type of test, the hypothesis of a static balance sheet in the period in
question (2019-2022) was made.
In addition, for the assessments and analyses, data as at 31/12/19 provided by the “EBA - EU wide transparency exercise - Spring 2020”[5] exercise were used. The data at the end of 2019 were
chosen in order to be able to evaluate the effect of Covid-19 in its entirety and for this purpose these
were the most recent official data available. The results obtained by the analysis carried out, were
then further confirmed by the data at 30/06/20 provided by “EBA - EU - wide transparency exercise
- Autumn 2020 exercise” [4].

2.

Vulnerability Analysis on Italian Banks

2.1 Sample of Banks
The analysis carried out in this document is aimed at assessing the impact of the economic shock
caused by the Covid-19 pandemic on a pool of Italian banks. For these evaluations it was envisaged
to consider the 11 Italian banks under SSM as a sample.
These banks were subsequently divided into 3 groups on the basis of their homogeneous
characteristics: the related business models and total assets as at 31/12/2019.
• G-SIBs:
– Banca Intesa Sanpaolo;
– UniCredit Banca.
• Retail Lenders and Small Domestic Banks:
– Banca Popolare di Sondrio;
– Banca Monte dei Paschi di Siena (MPS);
– Banco BPM;
– BPER Banca;
– Credito Emiliano (CREDEM);
– UBI Banca1 .
• Other Banks2 :
– Cassa Centrale Banca - Credito Cooperativo Italiano;
– Gruppo MedioBanca;
– ICCREA Banca.
2.2

Stressed Scenario

Scenario based on the expected evolution of the economy after the outbreak of Covid-19. Forecasts
are based on the following data in Table 1, which were provided by:
• Bank of Italy. The scenario considered estimates, after a contraction of GDP in Italy of 9.0 per
cent in 2020, a recovery in the next two years (3.5 per cent on average in 2021, 3.8 per cent in
2022). On the labor market side, unemployment is estimated to grow from 9.2% in 2020 to
10.4 in 2021, with a slight decline in 2022 reaching an unemployment rate of 10% [1].
1 UBI Banca was considered as a separate entity despite the incorporation into Intesa SanPaolo which took place in 2020,
as the pre-pandemic data at 31/12/2019 were considered.
2 Some banks have been included in this group on the basis of: their business model, their governance and their TIER1
level at 31/12/2019.

www.iasonltd.com

7

Research Paper Series

TABLE 1: Scenario forecast 2020-20223

• European Commission. Real GDP is forecasted to drop by 10% in 2020, despite the sizeable
policies support cushioning the impact of the pandemic shock. In 2021, a substantial carryover
effect should support output growth projected at 4%, albeit impaired by the recent sharp
flare-up of the pandemic and the tightening of containment measures. In 2022, growth is
set to slow to 2,8%, which means that the economy’s level of output will remain below
its pre-pandemic level. The extended coverage for wage supplementation schemes (Cassa
Integrazione Guadagni) and a dismissal ban until early next year is likely to prevent major job
losses in 2020. Temporary workers have borne the brunt of the labor market adjustment so far,
but permanent employees are unlikely to remain unscathed, once emergency policy measures
expire. Together with the return of the labor force to pre-pandemic levels, the jobless rate is
set to rise above 11%, with job losses concentrated among service-sector workers[4].
Both the forecasts of the European Commission and the Bank of Italy were considered in the
subsequent analyses as they predicted the trend of GDP in the presence of a second lockdown,
as occurred in March 2020, and considering the unexpected increase in consumption in the third
quarter 2020.
2.3 CET1 Ratio Impact
One of the main consequences of Covid-19 on bank stability can be seen in the drastic worsening
of the CET1. Numerically, the reduction can be represented in two ways either by looking at the
change of CET1 in absolute value or as the delta between two periods. The first method enables
to capture immediately the direction of the change, while the second one allows to quantify the
move from previous year. The impacts, in absolute value terms, on the CET1 ratio of the 3 different
groups of Italian banks in the scenario considered are represented in Table 2.
The greatest impacts on the CET1 ratio will be seen in 2021 (as shown in Table 3) as we can see
in the following chart, where the delta of CET1 is taken for each period. The following results can
be explained because of the end of the effect of the moratoria and other support measures and the
progressive worsening of the credit quality of the exposures.
Consistently with the analysis made and as back testing tool, in Table 4 is presented where
the forecasted CET1 Ratio depletion (2019-2022) is compared with what is foreseen in the severe
scenario of the Covid-19 Vulnerability Analysis carried out by ECB.
The impact on the CET1 Ratio between the different scenarios is very similar. The scenario
considered in this presentation considers the peculiarities and impact of Covid-19 in the Italian
context, while the ECB scenario is generalized to the European banking sector under SSM.

TABLE 2: CET1 impact 2019-2022
3 U.R.:
4 This

Unemployment Rate
data cannot be compared as the two reference clusters do not present homogeneous data.
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TABLE 3: D CET1 impact 2019-2022

TABLE 4: Comparison of results between Iason and ECB Vulnerability Analysis4

2.4 Focus on the CET1 Results
The impact of Covid-19 on the CET1 ratio cannot be attributed only to a single factor. In fact, the
worsening of CET1 is the sum of the effect of the pandemic on the various and main risks of the
bank, even if the main effect is to be attributed to Credit Risk.
Furthermore, as reported above at the aggregate level, the greatest impacts on the CET1 ratio
will be seen in 2021. This consequence can be explained because of the end of the effect of the
moratoria and other support measures and the progressive worsening of the credit quality of the
exposures. Down here there are three charts illustrating and quantifying, for each group of banks,
how the erosion of CET1 can be split and imputed through different items.

TABLE 5: G-SIBs focus

www.iasonltd.com
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TABLE 6: Retail Lenders and Small Domestic banks focus

TABLE 7: Other banks focus

On the basis of what is explained in the previous Tables (Table 5, 6 and 7), graph 1 has been
reported below that summarises the different impacts on risks and capital of the different groups
considered.
2.5 Focus on Risks and Capital
In recent years, banks have strengthened their capital position, driven mainly by regulatory requirements. In Q4 2019, Italian banks’ average CET1 ratio reached 14,6%, which was well above
regulatory capital requirements.
Banks’ RWA have decreased since the last financial crisis, reflecting banks’ deleveraging strategies
and efforts to focus their business activities on core markets and portfolios. As at Q4 2019, credit
risk represented more than 80% of total RWA, followed by operational risk (10%). Market and
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FIGURE 1: CET1 Ratio 2019-2022 impact (aggregate)

other RWA were less significant, each with a share of around 3% of total RWA. As a result of the
pandemic and economic crisis, the distribution of RWAs will undergo some changes. Credit risk
will represent approximately 83% of RWAs, operational risk will be greater than 10%, market risk
will settle around 4% while the other risks will be around 2-3%.
Below are the results obtained of the impacts on RWA and capital divided by the three groups of
Italian banks.
Credit Risk
For the credit risk RWAs, a progressive worsening of the credit quality of bank exposures was
considered, with increasingly worse effects (also considering analysis carried out in a dedicated
Iason Just in Time [3]). Due to the Covid-19, unsecured exposures could experience particular stress
because of their capability of carry greater risk and faster deterioration in asset quality. In recent
years, banks have significantly increased their exposures to riskier segments, such as SMEs and
consumer credit. The rise in lending in these areas has been driven not only by banks seeking
yields in an environment of low interest rates, but also by the growing demand for loans under
favorable macroeconomic conditions, falling unemployment rates and the strengthening of consumer
confidence. These trends abruptly stopped in the first quarter of 2020 with the outbreak of Covid-19.
A negative impact can also be expected on secured loans. The rising in unemployment rate and
business insolvencies can also have a significant impact on the prices of properties used as collateral
for loans. Leveraged loans could suffer too high pressure due to deteriorating asset quality. The

TABLE 8: Credit Risk impact on RWA 2019-20225

5 These

data are expressed in EUR mln.

www.iasonltd.com
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TABLE 9: Market Risk impact on RWA 2019-20226

commercial real estate (CRE) segment could also be heavily impacted. Shops, hotels or offices could
suffer significantly due to the slowdown in demand. The increase in funding needs will translate
into again higher debt levels of households, businesses and sovereigns in the years to come [11].
The above results of the impact of Covid-19 on credit RWAs consider the impacts of the measures
on legislative and non-legislative moratoria and loan guarantees [6] for the whole of 2020 and
partially for 2021.
The greatest impact in Credit Risk RWA’s will be in 2021 and 2022 (as shown Table 8), when
many exposures will become non-performing, with slightly worse and delayed effects for smaller
banks with standardized credit risk models.
Market Risk
For the definition of the RWAs the market risk was taken into consideration the increasing in RWAs
caused by volatility considered in 2020 and 20217 , while a decline in it in 2022. In Q1 2020, the
financial markets were exposed to extraordinary adverse market conditions, with extreme spikes
in volatility and market stress. In response to this unprecedent scenario the EBA issued, on 22
April 2020, a statement clarifying some aspects of the regulatory framework concerning market risk.
Among these, the EBA provided some clarifications on the computation of the value at risk (VaR)
multiplier and the choice of the stressed value at risk (SVaR) observation period, which apply to
banks using an IMA for market risk. Furthermore, the EBA decided to amend the RTS on prudent
valuation, introducing additional capital relief for banks [11]. Moreover, the impacts of the measures
on market risk RWA with IMA Approach are considered [10].
The greatest impact in Market Risk RWAs will be in 2020 and 2021 (as shown in Table 9), caused
by high level of volatility and with greater effects for Other banks (in particular, banks with business
models focused on investment banking financial markets) than other clusters.
Operational Risk
Undoubtedly the COVID-19 crisis clearly represents an operational risk event, but the possible
consequences in terms of losses for institutions could affect also other different types of risk. In
particular, institutions are also likely to be affected by secondary effects specifically related to market
risk or credit risk, and not necessarily within the limits of operational risk. Therefore, the nature of
such losses should be carefully assessed to ensure their consistent and correct classification. From
the perspective of operational risk only, the following main types of impact of the COVID19 crisis
should be considered:

TABLE 10: Operational Risk impact on RWA 2019-20228
6 These
7 For

data are expressed in EUR mln.
the RWA 2020 calculation of the G-SIBs, the information reported in the “EBA - Thematic Note” [11] was used as a

proxy.
8 These data are expressed in EUR mln.
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TABLE 11: Other Risks impact on RWA 2019-20229

• Impacts of COVID-19 on institutions’ business continuity;
• Impacts of COVID-19 on institutions’ ordinary course of business;
• Impacts of COVID-19 on loss events;
• Impacts of COVID-19 on credit risk and potential consequences on operational risk;
• Impacts of implementing novel legislation in response to COVID-19 [8].
For the definition of Operational Risk RWAs, an impact of operational risk was estimated at around
10-11% for Retail Lenders and Small Domestic and Other banks and around 8-8.5% for G-SIB,
compared to the total of the RWAs. The greatest impact will be for G-SIBs banks also considering
the greater operational complexity (as shown in Table 10).
Other Risks
For the definition of the Other Risks RWAs (as shown in Table 11), an impact of other risks was
estimated at around 2-2,5% for Retail Lenders and Small Domestic and Other banks and around
5-6% for G-SIBs. For Other Risks an identical effect was estimated for the different clusters, with a
more consistent impact on RWAs in 2021, as is the case with most other RWAs.
P&L Impact
Banks entered the COVID-19 crisis with very low levels of profitability. Low margins and pressures
on operating costs have brought Italian banks ’average return on equity (RoE) to 5.6% in the fourth
quarter of 2019. The additional economic downturn due to the pandemic could further affect banks’
profits. The magnitude of the impact will depend not only on the severity of the contraction, but
also on the extent and depth of policy measures taken in each relevant jurisdiction. Given the
scenario considered, it is expected that in the period 2020-2022 the RoE will have values lower than
those found in 2019 and even negative [11].
For the Profit & Loss impact used for the CET1 Capital of Italian banks, the following effects
were assessed:
• Gradual decrease of NII (5-20%), Div. Income (40%), NFCI (5-16%) and Gain/Losses on
Financial Asset (50-130%);
• Strong increase in Impairments (100-150%), considering the end of the effect of the moratoria
in 2021 and the progressive worsening of the credit quality of the exposures.
The greatest impact in P&L will be for Retail Lenders and Small Domestic banks (as shown Table
12) mainly caused by the P&L data as at 31/12/2019, where there were already banks with negative
balances or close to breakeven. For further details on P&L forecasts, please refer to the Annexes of
this document.

9 These

data are expressed in EUR mln.
data are expressed in EUR mln.
11 These data are expressed in EUR mln.
10 These
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TABLE 12: P&L impact 2019-202210

TABLE 13: Other measures impact 2019-202211

Other Measures Impact
In response to the stressful situation caused by the COVID-19 outbreak, regulators and other
authorities have implemented, in the financial sector, a series of capital-related measures with
the aim of increasing the loss-absorbing capacity of the banking sector in EU and to support the
provision of credit to the economy during this exceptional period of crisis. This framework requires
banks to effectively use capital buffers in times of economic or financial hardship. The CET1 capital
held by banks above the combined reserve requirements is increased thanks to several measures that
increase the available capital or reduce the combined reserve requirement. The combined impact of
these measures in terms of CET1 capital amounts to approximately 1.5% of the RWAs, which can be
decomposed in the following components [11]:
• In line with the EBA recommendation on the use of the flexibility embedded in existing
regulation, the Single Supervisory Mechanism (SSM) announced that it would allow banks to
cover P2R with capital instruments other than CET1. In particular, banks are allowed to reduce
the share of CET1 coverage to as low as 56.25% of P2R, provided they have sufficient Tier 2
and additional Tier 1 capital available. This measure could free up CET1 capital equivalent to
0.3% of RWA.
• The release or reduction of CCyB announced by a number of authorities provides capital relief.
In this way banks can keep the supply of credit to the real economy. The releases of the CCyB
provide a CET1 capital relief equivalent to 0.2% of RWA.
• Some authorities allowed to reduce the systemic risk buffer (SyRB) and the other systemically
important institutions (OâSII) buffer. The actual impact of those measures amounts to a CET1
capital relief represents 0.1% of RWA.
• Banks hold additional capital above their OCR, in accordance with the P2G set by competent
authorities. Banks under the supervision of the ECB are temporarily allowed to operate below
their P2G levels. This helps banks to provide even more financial support to their customers
and/or to withstand additional losses on existing exposures. A full use of P2G capital across
all banks in the EU would provide CET1 capital relief equivalent to around 0.9% of RWA.
To assess the impacts for the following years, a lower impact on CET1 Capital was estimated in 2021
(equal to 50% of the benefit of the previous year) and no benefit was estimated for 2022, with an
identical effect for the different clusters of Italian banks (as shown in Table 13).
Dividend Distribution Impact
For the dividend distribution impact used for the CET1 Capital [9], it has been estimated that the
total impact of this measure in 2020 is equal to the total profit of 2019. It has been assumed that
12 These

data are expressed in EUR mln.
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TABLE 14: Dividend distribution impact 2019-202212

this measure is limited only until September 2021 [14] and it is also conservative assumed that the
dividends for the years 2019-2022 will not be distributed in the future. In any case, even if the
2019 profits were distributed, the impact on 2019-2022 CET1 would be marginal. It is estimated
that the greatest impact of this measure in terms of retention is to be attributed to the G-SIBs, also
considering the low 2019 income level of the other clusters.
It is estimated that the greatest impact of this measure in terms of retention is to be attributed to
the G-SIBs (as shown in Table 14), also considering the low 2019 income level of the other clusters.

3.

Final Remarks

3.1 Results on Vulnerability Analysis on Italian Banks
Overall, the results show that the Italian banking sector is fairly positioned to take on the pandemicinduced stress impact, but capital depletion in this scenario could be material:
• G-SIBs banks have a lower CET1 impact than the other groups considered, but still require a
capital increase by 2022 to comply with the prudential capital ratios set by the Supervisor;
• Retail Lenders and Small Domestic banks have the greatest CET1 impact and absolutely
need a capital increase between 2021 and 2022 to comply with the prudential capital ratios set
by the Supervisor;
• Other banks have a significant CET1 impact but have a very consistent 2019 CET1 Ratio, also
given their different business model, which allows them to face the pandemic crisis with a
substantial capital buffer. However, it remains desirable that these banks also increase their
capital ratios.
The most significant effects on banks’ capital requirements are given by the credit component, since
the effect of the credit support measures (moratoria and loan guarantees) does not reveal the real
risk of credit exposures thus increasing the risk of “cliff effect”.
3.2 Some Final Thoughts
Regarding the impact of Covid-19 on bank operational and IT risk, banks have successfully moved
most of their staff from physical offices to remote work sites and as soon as employees will
progressively return to their physical offices and banks will go back to a more normal operating
environment, the pressure on banks’ operational capabilities will be reduced.
Covid-19, regardless his impact on banks life, could be the catalyst for many customers to
become digital customers and therefore, for the bank, the beginning of a new challenge that will
have, as final aim, to make further progress to adapt their systems to a challenging technological
environment, which could, in turn, increase their operational and IT risk. Additionally, as many
customers are becoming much more familiar to online banking, branch overcapacity could increase,
prompting banks to undertake even more ambitious digitization strategies: this will lead, moreover,
to a further banking sector consolidation and more competition from FinTech or TechFin.
Regarding the impact of Covid-19 on bank credit risk, as already seen in this vulnerability
analyses, as early as 2021, the asset quality is expected to deteriorate significantly. The cost of risk
has already started to rise and NPLs are expected to rise more consistently. The extent to which
banks will be affected by the crisis is expected to differ widely, depending, for example, on initial
www.iasonltd.com
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capital levels and operational efficiency, as well as levels of exposure to sectors most affected by the
pandemic crisis (i.e. hospitality, retail trade and transport sectors as well as some manufacturing
subsectors).
ECB clarified [13] that banks should continue to identify and report deteriorating asset quality
and the accumulation of NPLs in accordance with existing rules13 , to maintain a clear and accurate
picture of the risks in the banking sector. The capital relief measures adopted early in the pandemic
aim to allow banks to cushion these credit risk developments while continuing to ensure regular
financing of the economy. It is increasingly important for banks to ensure that risk is properly
assessed, classified and measured on their balance sheets. This is to provide adequate solutions to
troubled debtors in a timely manner, helping to contain the build-up of problematic assets at banks,
thereby minimizing and mitigating any cliff effects where possible. In this regard, it is crucial that
institutions strike the right balance between avoiding excessive pro-cyclicality and ensuring that the
risks they are facing are adequately reflected in their internal risk measurement and management
processes, financial statements and regulatory reporting.
In this regard, banks should use well-structured and robust credit assessment procedures so
that they can distinguish, in a timely and effective manner and on a case-by-case basis, profitable
borrowers from unsustainable borrowers [7]. This process should also take into account the expiry
of the public support measures currently in place. Furthermore, from a prudential point of view, in
order to adequately manage and hedge credit risk, it is important that exposures are allocated to the
appropriate phases of IFRS 9 and that all relevant information is used to determine the expected
credit losses.
The ECB therefore expects banks to pay particular attention to what the ECB considers to be
sound credit risk management policies and procedures [13]:
• Predict the most likely impact of the crisis in terms of allocations, provisions and capital;
• Improve procedures so that all contractual changes that qualify as concessions and are provided
to troubled borrowers are correctly classified as “forborne”;
• Regular assessment of debtors’ unlikeliness to paying using all relevant and available information;
• Identify and record any significant increases in credit risk at an early stage;
• Correctly estimate their provisions using realistic parameters and assumptions appropriate to
the current context;
• Collateral valuations on a frequent basis or when is necessary;
• Adequate control by the management bodies and control functions on the critical elements of
credit risk management.

13 Banks have already started posting higher provisions in their 2020 balance sheet (considering data as of 30/06/2020
reported in [4].
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Annex
The P&L forecasts for the period considered for each of the three groups of banks are shown
below. Those forecasts were used to assess the P&L impact explained in Chapter 2.

A.

G-SIBs P&L Forecast

TABLE 15: G-SIBs P&L Forecast 14

B.

Retail Lenders and Small Domestic Banks P&L Forecast

TABLE 16: Retail Lenders and Small Domestic Banks P&L Forecast15

14 These
15 These

data are expressed in EUR mln.
data are expressed in EUR mln.
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C.

Other Banks P&L Forecast

TABLE 17: Other Banks P&L Forecast16

16 These

data are expressed in EUR mln.
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