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BANKING SECTOR UNDER STRESS —
THE ROLE OF TRANSPARENCY

When financial stability is under threat, economic policy measures of two different kinds are
applied with various consequences for public finances. After the experience of the global financial
crisis a new reflection on the optimal path to financial stability is needed. We analyze the measure
that might be more effective in the future since traditional bail-outs turned out to be costly. We out-
line the role and importance of transparency in reporting and disclosures in the banking sector. We
argue that transparency is measurable and can give policy makers an insight into the state of the
banking sector. We show an example of the application to the national banking sectors in Slovenia
and Austria.

Keywords: transparency; disclosure; banking sector; financial crisis; state aid and interventions.
JEL: GO1, G18, G21.

Timoreii Srpiu, Cinbeis Xenpmpaiix, Marbsim 2KyHko
BAHKIBCBKA TAJIY3b B YMOBAX CTPECY — POJIb ITPO30OPOCTI

Y cmammi nokazano, wo koau inancoéa cmabitvhicmv 3HAX00UMbCA NIO 3a2pP0o30F0,
3acmocogyroms 3axo0u eKOHOMIuHOI noaimuxku 080x 6uoie, i3 pizHUMU HACAIOKAMU 045
depucasnux pinancie. Ilicas ceimoeoi pinancoeoi kpuzu HeobOXioHum € Hoeuil nioxio do
ONMUMAIbHO20 3a0e3nevenns ginancosoi cmabdiavrocmi. Ilpoanaaizoeano 3axoou, aKi Moxcymo
Oymu egexkmuenimumu 6 MalOymuHooMy, OCKiabKu mpaouyitini memoou 6uxody 3 Kpusu
sussuuca oywce xouwmosnumu. Iliokpecaeno poav i eaxcausicmo nposopocmi y 3eimuocmi i
HaoauHi 004iK08071 inghopmauii 6 6anKIECHKIl 2aay3i, Ha6edeHo NPUKAAO 3ACMOCYBAHHA MEMOOY y
HayionaavHux Oankiecorux eaysax Caoeenii i Ascmpii.

Karouosi caoea: nposopicmv; Hadanus o04ikoeoi ingopmayii; baunkiecvka eanry3s; iHancosa
Kpusa; depacaeni domauyii i empyHaHHs.

Tumoreii Srpuy, CunbBug Xeasmpaiix, Marbsm 2KyHko

BAHKOBCKA{ OTPACJIb B YCJIOBUAX CTPECCA —
POJIb ITPO3PAYHOCTU

B cmamve noxazano, umo xozda punancosas cmabuibHoCmb HAXOOUMCA NOO Y2po30il,
NPUMEHAIOMCA MePblL IKOHOMUMECKOU NOAUMUKYU 08YX 81008, C PABAUMHBIMU NOCACOCMEUAMU 0451
2ocyoapcmeennvix unarncos. Ilocae muposozo gpunarncosozo kpusuca neob6xo0um Ho8wvLii N00X00
K onmumaavHomy obecnewenuro unancoeoii cmabuavrocmu. Ilpoanaauzupoeanvt mepol,
Komopvie mozym Ovimb 6oaee hpexmuenvimu 6 6yoyuiem, NOCKOAbKY mMpaoutuoHHbLe Memoobl
6b1X00a U3 KPU3NUCA OKA3AAUCH caumkom dopozocmosugumu. Iloduepknyma poav u easxncrocno
npo3paMHOCMuU 6 OMm4emHOCHmU U npedoCmasieHuu ywemuoi ungopmayuu 6 GaAHKOGCKOU
ompacau, npueeden npumep NPUMEHEHUS Memood 6 HAUUOHAAbHBIX OAHKOECKUX OMPACAAX
Caoeenuu u Ascmpuu.

Karouesnvie caoea: npospaunocms; npedocmasieHue yuyemHol uHgopmauyuu; O6aHKo8ckas
ompacns,; GUHAHCOBbII KPULUC, 20CYO0apCmeeHHble OOMAayuy U 6Meuamenscmeo.

! PhD, Associate Professor, Department of Finance and Banking, Slovenia, Faculty of Economics and Business,
University of Maribor, Slovenia.
MSc Econ., Director of Studies "Quantitative Asset and Risk Management", Vienna, Austria.
Research Assistant, Department of Finance and Banking, Slovenia, Faculty of Economics and Business, University of
Maribor, Slovenia.

© Timotej Jagric, Silvia Helmreich, Matjaz Zunko, 2012



HOBUHU CBITOBOI HAYKU 557

Introduction. A negative shock that affects bank's capital has direct impact on
bank lending (Peek and Rosengren, 1995 and Valencia, 2008). Maintaining financial
stability is essential as it ensures smooth functioning of the real economy, and there-
by maintains prosperity. Following the experience of the global financial crisis 2007-
2009 there is a need for new reflections on the optimal path to financial stability. We
propose measures of economic policy makers, which would be the most appropriate
for future intervention in banking sectors in two separated groups.

The first group consists of the measures that represent the creation of funds for
future preventive interventions (e.g., in the form of taxation). A disadvantage of addi-
tional tax is that the burden would at least to some degree be passed from financial
intermediaries to their customers, while for banks' owners there wouldn't be provided
incentives for more prudent risk taking. Also, we can never be sure that funds collect-
ed in this way would ever be sufficient in size for future interventions. Moral hazard
would therefore continue to be present. From the governmental point of view it rep-
resents a solution that at least partially mitigates the strong pressure on the state budg-
et in the intervention period, and certainly serves in favor of fiscal stabilization. In the
case where such a tax would be spent for current expenses, future banking interven-
tions would again bring about fiscal burden.

The second group is represented by actions that interfere into the functioning of
banking and broader financial system by regulating it in order to provide greater sta-
bility. According to already present regulation role of the state, this group of measures
represent the incentive to strengthen regulator's authority and power in order to force
owners to adequately care for a risk taken by a bank. Those measures might be cheap-
er for taxpayers, but it raises further complex issues, such as attractiveness of banking
sector for investors when regulation raises rules which might affect competitiveness
when compared to non-banks and causes the costs of compliance to regulation rise
above other sectors'. The supervisor can never fully prevent the chance of bank failure
in the occurrence of a capital shock. Such a possibility is apparent from the nature of
banking business which essentially remains risk taking. However, the supervisor can
affect the reduction of moral hazard and limit the potential for undermining financial
stability to the admittedly the most extreme (and primarily) external factors. In this
sense, the supervisor is not only the body which formally regulates the banks, but (as
has already been raised in Basel II-1I1) the role of market participants coincides with
the role of supervisor. This brings up a path of prudent self-regulation when taking
financial risk.

We will devote our study to the second group of measures, and outline the role and
importance of transparency in reporting and disclosures in banking. In the second
chapter we present a link between transparency and disclosure in reporting to financial
system stability. Based on the research (see Zunko and Jagric, 2012) we show a possi-
ble way to measure transparency. Conclusions are given in the final chapter.

2. Financial reporting and stability of banking system.

The current financial crisis places greater emphasis on the importance of public
disclosure and transparency of financial institutions. In particular, disclosures about
financial institutions' risk exposures have frequently been cited as an important con-
tributor to market discipline (Hirtle, 2003). A number of initiatives have sought to
increase the transparency of financial institutions, among which a push toward more
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disclosure of information in published accounts has been prominent (Baumann and
Nier, 2004). Such objectives has, for instance, the Pillar Three in the Basel 11 legisla-
tion (Alexandre et al., 2010).

Baumann and Nier (2004) argue whether such initiatives are beneficial, as "banks
are inherently opaque institutions and increase in disclosure may not be able to mate-
rially change this". They alert that an increase in quantitative disclosure may not nec-
essarily increase transparency since, Greenspan as states (2003), public disclosure and
transparency are not interchangeable. Transparency challenges market participants to
place provided information into the context that makes them meaningful. They state
also that disclosure is costly, both directly at producing and disseminating information
and also indirectly at costs that might arise from competitors' possibility to exploit pub-
licly provided information. Diamond and Dybvig (1983) stated that certain informa-
tion on the financial situation of a bank, especially its liquidity, may result in a bank
run and thus may destabilize the banking sector (Diamond and Dybvig, 1983).

According to Basel (BCBS 1998), more transparent public disclosure allows a
more accurate assessment of a bank's financial strength and performance and increas-
es the credibility of information disclosed by a bank. It demonstrates the bank's abil-
ity to monitor and manage its exposures and reduces the uncertainty of market par-
ticipants (Ng and Rusticus, 2011).

A lack of transparency is regarded as a key reason for turmoil after prominent
events such as Enron's December 2001 collapse and the financial crisis that erupted
in 2008 (Ng and Rusticus, 2011). This crisis places the importance of information
about all banking activities center stage in any debate (Alexandre et al., 2010). In this
context important is the finding by Morgan (2002) who basing on the evidence of
greater ratings disagreement between bond rates concludes that the banking industry
is more opaque than other industries.

Following numerous banking crises, the regulators (IMF and Basel Committee)
wanted to increase the reporting transparency in banks (e.g., with the Third Pillar in
Basel II). Bank transparency should improve the effectiveness of market discipline
that could replace regulatory discipline to solve the problems of moral hazards and
efficiency in banks (Alexandre et al., 2010). According to Landskroner and Paroush
(2008), market discipline should have a direct effect on the risk of the bank's assets
and its capital structure on the cost of its funds. They show that increase in market
discipline will result in lower government regulation that is introduced via deposit
insurance provided to some of depositors.

On other hand, market discipline may have limited strength because of presence
of moral hazard (if depositors have their deposits insured or if investors have their
portfolios diversified) or because banks may provide information that is favorable to
them (Alexandre et al., 2010). In such circumstances, increase in disclosure level is
not necessarily beneficial as it cannot contribute to market discipline.

Perignon and Smith (2010a) investigate the level and quality of market risk dis-
closure at commercial banks with value-at-risk method. To measure the level of dis-
closure they construct a disclosure index that summarizes the level of information
about value-at-risk disclosed in annual reports. They find an overall upward trend in
the quantity of information released to public while quality of value-at-risk disclosure
shows no sign of improvement over time.

AKTYAJIbHI NTPOBJIEMW EKOHOMIKW, Ne12 (138), 2012



HOBUHU CBITOBOI HAYKU 559

With similar disclosure index Hirtle (2007) investigates the relationship between
the amount of information disclosed by bank holding companies and their subsequent
risk profile and performance. She finds that more disclosure is associated with lower
risk, especially idiosyncratic risk, and in turn with higher risk-adjusted returns. Her
findings suggest that greater disclosure is associated with more efficient risk taking,
although the direction of causation is unclear.

3. Comparing the level of value-at-risk disclosure. In the following section we will
present some results from broader analysis of transparency and stability of Slovenian
and Austrian banking sector. In doing so, we will assume that we can, based on the
presented model for the analysis of the disclosure of the exposure to market risk, con-
clude about the general level of disclosure and transparency of banks.

Similar as in other European countries, Slovenian and Austrian commercial
banks are obligated to report quantitative information about their exposure to market
risk. One of the possible measures is the value-at-risk method that summarizes infor-
mation about the potential loss in portfolio value within a specified holding period at
the chosen confidence level.

Following the lead from both regulators and large international banks during the
mid-1990s, almost all financial institutions now use some form of value-at-risk as a
risk metrics, although it is a subject to some critics (many quants and academics argue
against it because it is not necessarily sub-additive) (Alexander, 2008). The Basel
Committee's 2001 disclosure survey shows that 89% of banks were using value-at-risk
for providing summary quantitative information on market risk exposure (BCBS,
2003). Woods et al. (2008) states that value-at-risk is one of the most notable quanti-
tative risk measures. He states that a key development of value-at-risk disclosure was
a joint 1995 report by the Basel Committee (BCBS), International Organisation of
Securities Commissions (IOSCO) and Technical Committee (BCBS, 1995) that
included a suggestion that financial institutions should provide information about
their value-at-risk models to their supervisors.

Amendment to the capital accord to incorporate market risk (BCBS, 1996) has
listed value-at-risk within the internal model as possible approach to calculation of
the capital requirement for market risk. As possibility besides standardized approach
for the capital requirement calculation it was also listed in the Basel II directive
(BCBS, 2006). This framework has in the Pillar Three attempted to increase the
importance of market discipline that seeks to achieve with enhanced disclosure and
transparency. Thus the value-at-risk disclosures among other disclosures should ben-
efit to market participants (BCBS, 2006). Value-at-risk is also one of the three report-
ing methods for market risk disclosure in the US, described in Reporting release
number 48 (Securities and Exchange Commission, 1997).

Value-at-risk disclosure was subject to several studies. Jorion (2002) has investi-
gated the relation between the trading value-at-risk disclosure on a sample of the US
commercial banks and the subsequent variability of their trading revenues. His results
suggest that value-at-risk disclosures are informative in that they predict the variabil-
ity of trading revenues and can be used to compare the risk profiles of banks' trading
portfolios. This was confirmed by Liu et al. (2004) who state that banks' trading value-
at-risk have predictive power for trading income variability that increases with bank
technical sophistication and over time.
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We will investigate the level of value-at-risk disclosure with the disclosure index.
This approach was used for similar investigation by Hirtle (2007).

Similar disclosure index for investigation of level of value-at-risk disclosure was
used by Perignon and Smith (2010a). They found an overall upward trend in the
quantity of information released to public while quality of value-at-risk disclosure
shows no sign of improvement over time.

Based on these disclosure indices, similar index was used by Fang (2010). He
found that more informative value-at-risk disclosure is associated with more effective
corporate governance characteristics and that it is negatively associated with the cost
of equity capital.

Disclosure of exposure to market risk with value-at-risk method was encouraged
through Basel frameworks, but with the EU directives it became a part of national leg-
islation for both Slovenian and Austrian commercial banks. They are obligated to
report their exposure to market risk but in doing so they are not obliged to use value-
at-risk method. Since empirical studies indicate usefulness of market participants’
disclosure with value-at-risk method, there arises a strong motivation for an investi-
gation, how much Slovenian and Austrian commercial banks use it, how its use has
evolved with time and how much information about used methodology they actually
report. Namely, value-at-risk method includes several parameters (confidence level,
holding period and data period), it can be calculated with several methodologies and
by using it, one should be aware of its weaknesses.

To measure the level of value-at-risk disclosure of exposure to market risk we will
use a disclosure index based on disclosure indices in similar researches (Perignon and
Smith, 2010a; Hirtle, 2007; Fang, 2010) with minor adjustments to information that
can be deduced from the annual reports of Slovenian commercial banks. At this we
will concentrate on market risk and its risk categories as they are specified by
International financial reporting standards (IFRS 7): currency risk, interest rate risk
and other price risk. Namely, banks use different notion and terminology for market
risk and its risk categories, especially in older annual reports. We will concentrate on
trading book.

Disclosure index represents a sum of points that are assigned if it is possible to
deduce criteria from bank's annual report, grouped in 6 facets of value-at-risk disclo-
sure. Disclosure index aggregates points in a single number between 0 and 15. In the
calculation of disclosure index we will consider every item with equal weight, as
Coombs and Tayib (1998) noted that the use of unweighted and weighted scores for
the items disclosed in the annual reports and accounts can make little or no differ-
ence to the findings.

Bank will be evaluated with 15 points if the following pieces of information can
be found in its annual report (Zunko and Jagric, 2012):

Value-at-risk model characteristics:

- statement of confidence level,

- statement of holding period,

- statement of data period,

- statement of calculation methodology,

Summary value-at-risk statistics:

- statement of average value-at-risk,
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- statement of minimum value-at-risk,

- statement of maximum value-at-risk,

- statement of year-end value-at-risk,

- statement of value-at-risk for all three risk categories,

- statement of value-at-risk for summary market risk (with diversification effect),

Comparison with previous year:

- statement of value-at-risk in previous year, explanation of change from previ-
ous year can be deduced,

Graphical presentation:

- inclusion of histogram or plot of value-at-risk values,

- inclusion of histogram or plot of trading revenues,

Awareness of the need for testing the calculation methodology:

- statement of awareness that backtests of models must be performed,

- statement of awareness that stress tests must be performed.

Value-at-risk model characteristics must be verified individually because in sim-
ilar researches it turned out (Perignon and Smith, 2010a) that some banks don't
report them, although they are the integral part of the model. Different calculation
methodologies can on the same data give different results (Woods et al., 2008).
Information about calculation methodology used can thus be very important and
takes its own criterion in disclosure index.

Because individual values are prone to manipulation (Perignon and Smith,
2010a) we will particularly evaluate disclosures of several value-at-risk statistics (6
points). For scoring, it is important if it is possible to deduce minimum, maximum,
average or year-end value for at least 1 of 3 market risk categories. If there are stated
values in any form for all 3 market risk categories, we will score this particularly.
Another point will be assigned if there is stated value for market risk as a whole with
taking into account the diversification effect that lowers solely summed values from
individual categories (Perignon and Smith, 2010b).

Similar as in reference disclosure indices we will score explanation of change of
value-at-risk from previous year; respectively we will assign a point even if any value
from previous year will be stated.

Numerical presentation of value-at-risk and trading revenues is highly enriched
with graphical presentation. Namely, if we draw on the same plot daily value-at-risk
values and daily revenues, we can easily deduce possible excedances of estimated val-
ues and relevance of calculation methodology (how much the curves fit to each other).
Graphical presentation with histogram is also more meaningful than merely numbers.
Graphical presentations thus represent new items in disclosure index (2 points).

Evaluating the accuracy of the value-at-risk models is a necessary exercise
(Lopez, 1997). It is therefore desirable that banks report results of backtesting proce-
dure. As it turned out Slovenian commercial banks’ detailed reports about backtests
are not found, we will assign a point already if it is possible to deduce awareness of
bank about importance of backtests or if it is only stated that they perform them.

Accuracy of value-at-risk estimate depends on the validity of the assumptions
employed, therefore it is necessary to perform additional stress tests (BSBC, 1996). If
it is possible from an annual report to deduce the awareness that stress tests are inclu-
sive part of value-at-risk methodology, we will assign the last point.
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We calculate disclosure index for 7 largest Slovenian commercial banks by total
assets in 2010. We compare the obtained results with disclosure index for 3 largest
Austrian banks. We calculate the disclosure index based on the review of banks' annu-
al reports, published on banks' web pages. The observation period is from 2000 to
2010 where available or for shorter period, if the reports are not available on banks'
web pages.

The results are presented in Table 1. Our results show that the general level of the
disclosure index augmented in the observed period what corresponds to a strong
upward trend in the level of market risk reporting. The average index for observed
Slovenian banks rose from 0.86 to 11.14 points. Also for the observed Austrian banks
the average index rose, however, the increase is less remarkable, since the index value
is high already in the beginning of the observation period, 8.5 points, while at the end
the index reaches the average level of 13.33 points. The implementation of IFRS as
well as Basel I encouraged banks to improve the disclosure practice in both countries.
However, when disclosure practice in both banking sectors is compared, we see that
Slovenian banks had first to catch up since the gap was bigger at the beginning of the
period. Besides of legislation incentive, Slovenian banking sector experienced the
impacts of the EU financial integration, predominantly in the role of the host country.

Table 1. Disclosure index for large Slovenian and Austrian banks

2000 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010
NLB 6 4 5 8 7] 11 12 12| 12 1 11
NKBM 0 0 3 0 0 0 3 7 7 7 7
ABANKA 0 0 0 0 3 5 9 9 9 9| 13
UNICREDIT 0 0 0 5 5 5 9 9 9| 13| 12
SI | SKB 0 0 0 4 7 7 7/ 10| 10| 10| 14
BANKA
CELJE 0 0 0 0 0 0 0] 12] 12 121 10
BANKA
KOPER 0 0 0 2 2 3 3 8 9] 11 1
BANK
AT AUSTRIA 9 7 9| 14| 14| 14| 14| 14| 14| 14| 15
RZB n/a| 10 11 11 12| 12| 12| 12| 12 121 15
ERSTE BANK 8 8 8 8 5 5 9 9 9/ 10| 10
AVG SI 0,86 0,57 1,14 271| 3,43 443| 6,14 9,57 9,71| 1043| 11,14
AVG AT 8,50 833| 9,33| 11,00/ 10,33 10,33| 11,67 11,67| 11,67| 12,00 13,33

Source: own calculations based on the banks' annual reports.

Over the years in both countries banks reveal more information about their
value-at-risk methodologies. At the beginning of the observation period Slovenian
banks used value-at-risk method more marginally and only indicated the basic char-
acteristics of the model used, which is not consistent with the findings of the Basel
Committee's disclosure survey for that period at large global banks (BCBS, 2003).
The lack of VaR models in regard to capturing extreme market conditions reveals the
importance of the complementary usage of backtests and stress tests. While this
awareness is present in annual reports of all Austrian banks, in Slovenia it is not at all
present at the beginning and is importantly increasing to the end of the observed peri-
od. In case of 3 Slovenian banks the annual reports did not at all report about per-
forming backtests and in case of 2 Slovenian banks they were mentioned in earlier
reports but have disappeared in the subsequent years.
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The catch-up of Slovenian banks becomes evident also while observing the evo-
lution of the VaR reporting structure. Since Austrian banks retain a similar structure
in VaR reporting, the structure is changing in reports of Slovenian banks over the
observed period.

At the end of the observed period, reports for 2010 contain disclosures of
market risk with VaR method are already very rich in Slovenia. An important way
in which they may further improve might be gathered from analyzing the way how
Austrian banks improve the disclosure index in the observed period. This was
mainly achieved by incorporation of graphical VaR representation, which reveals
a lot of information and by separately reporting VaR for different market risk cat-
egories and for market risk as a whole taking into account the diversification
effect.

On the other hand, we observe for some banks a decrease in the level of disclo-
sure, appearing in both countries. In case of Slovenian banks, the disclosure index is
reduced since banks abandoned graphical presentation of value-at-risk and trading
revenues, although they had previously been included in the annual reports. Similar
reason for decrease was at Austrian banks since they had also abandoned graphical or
tabular representations for some years. We see such an inconsistent way of reporting
of these banks as a disadvantage, since annual reports have lost transparency.

During the global financial crisis the level of disclosure of Slovenian or Austrian
commercial banks has not experienced major changes. It should be noted that we
have partially adapted the structure of disclosure index to reasonably scale the infor-
mation contained in Slovenian annual reports. If another scale was applied the dif-
ference in both countries might be larger in absolute terms, but in our perspective this
would not reveal additional information unless all the banks would finally achieve a
similar level.

4. Concluding Remarks. In the crisis 2007-2009 many governments had to apply
different forms of interventions in order to stabilize the financial sector. The most
important might include recapitalization, buyout investments, guarantee schemes
and liquidity support measures (Attinasi, 2010). Direct effect of fiscal consolidation
is one particular. This is necessary in order to tackle with other social and economic
consequences of the crisis. The experience of past crises shows that the costs of inter-
ventions have significant effects on public finances over a longer time period
(Attinasi, 2010).

In response to the negative fiscal impact of the interventions often the idea of an
additional tax burden on the financial sector appears, also in Europe. The idea behind
is that the effect of imposing new taxes would bring immediate fiscal inflows at the
expense of banks and would like it is stated in EC (2011) also ensure that the finan-
cial sector contributes to fiscal consolidation. Consequently, this would also impact
growth and employment. However, these targets might be excluding, since a bank
would less probably strengthen its capital adequacy, lend more and at the same time
pay more taxes. Therefore, the question is whether the introduction of taxes is really
the right measure to ensure financial stability.

The current financial crisis has shown again that the banking sector is a key ele-
ment of the financial system. Therefore, the selection of appropriate measures for sta-
bilizing and preventing future crises is of utmost importance. We are in favor of action
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that would constitute a combination of additional tax burden of the banking sector,
and measures in form of further regulation that would lead to greater transparency in
banking systems. Basing on the published studies and our research results, we believe
that transparency is the cornerstone of the banking system stability. Therefore, in this
paper, we demonstrate this belief on the data from Slovenian banking sector with
measuring its level of transparency through a disclosure index.

The results show that the transparency of Slovenian banking sector differs from
the transparency characteristics of the compared Austrian banks, while an important
catch-up has been noticed for the period. Additionally, we find increasing awareness
of transparency, and we believe that it could be stimulated further. This would ensure
greater stability of the banking system and, indirectly, greater robustness of econom-
ic activity not only in Slovenia but due to banking markets interconnectedness con-
tributing to the stability in the whole CEE region.
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