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Introduction

Introduction

The New Regulations for the Prudential
Supervision of banks and banking groups
entered into force as of 1 January 2014.
The regulations aim to align national
requirements with the changes introduced
to the International regulatory framework,
following reforms in the Basel Committee
agreements (Basel 3), particularly the
European Union’s New Regulatory and
Institutional ~ Framework for Banking
Supervision.
In particular, the contents of the “Basel 3
framework” have been adopted within the
EU through two capital requirement rules:
v/ CRR-Capital Requirements Regulation
(EU) 575/2013 of the European
Parliament and Council of 26 June
2013 regarding prudential requirements
for credit institutions and investment
firms, which amends Regulation (EU)
648/2012;
v CRD IV - Capital Requirements of the
European Parliament and Council of
26 June 2013 on access to the activity
of credit institutions and the prudential
supervision of credit institutions and
investment firms, amending Directive
2002/87/EC and repealing Directives
2006/48/EC and 2006/49/EC.
The current regulatory package includes
application criteria, set out in the Regulatory
Technical Standards (RTS) and Implementing
Technical Standards (ITS) adopted by the

European Commission, upon the proposal

of the European Supervisory Authorities.

At national level, the new harmonized
framework has been implemented by Bank
of Italy with circular No 285 of 17 December
2013 and subsequent updates — Supervisory
Banks, which

Provisions for contains

the prudental supervision regulations
applicable to Italian banks and banking
groups, reviewed and updated to adjust the
internal regulations to the new elements of
the international regulatory framework, with
special reference to the new regulatory and
institutional structure of banking supervision
of the European Union and taking into
account the needs detected while supervising
banks and other intermediaries.

The current regulatory framework aims
to improve the ability of banks to absorb
shocks arising from financial and economic
stress, whatever the source, improve risk
management and governance and strengthen
the bank’s transparency and disclosures,
while taking into account developments
from the financial crisis.

The Basel Committee has maintained a
three Pillars-based approach which was
at the basis of the previous capital accord
known as “Basel 2” but has integrated and
strengthened it to increase the quantity and
quality of banks’ capital base and introduce
countercyclical supervisory tools as well as
new standards for liquidity risk management
and financial deleveraging.

More specifically, Pillar 3 was designed on

the notion that Market Discipline can be

harnessed to reinforce capital regulation to
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promote stability and soundness in banks
and financial systems.

Pillar 3, therefore, aims to complement the
minimum capital requirements (Pillar 1)
and supervisory review process (Pillar 2) by
developing a set of transparent disclosure
requirements which will allow market
participants to have access to key, fully
comprehensive and reliable information
on capital adequacy, risk exposures and
risk  identification, ~measurement and
management processes.

Public Disclosure (Pillar3) is now governed
directly by European Regulation no.
575/2013 of 26 June 2013 of the European
Parliament and Council, Part 8 and Part 10,
Title I, Chapter 3 (hereinafter referred to as
“The Regulations” or “CRR”).
433

to Article

According of CRR,
institutions shall publish information at
least on an annual basis along with their
financial statements and to evaluate the
need to publish some or all disclosures more
frequently than once a year depending on
their specific activities. Institutions are to
assess the possible need for more frequent
disclosure of items of information laid down
in Article 437 (Own Funds), and Article 438
(Capital Requirements), and information on
risk exposure and other items prone to rapid
change.

The EBA (European Banking Authority)
subsequently issued, in accordance with
Article 16 of Regulation EU n. 1093/2010,
its guidelines (EBA/GL/2014/14 of 23
December 2014), on the need to publish

information more frequently than once a

year. In view of the above regulations and in
the interest of transparency and continuity,
the Group publishes summary information
on its Own Funds, Capital Requirements and
Leverage in its quarterly reports, providing
further information on exposures subject to
internal models in its half-year report.

This document provides a full update as
of 31 December 2020 and presents the
disclosure templates provided for by the
current regulatory framework.

In December 2016, the EBA published a
first version of the “Guidelines on disclosure

requirements under Part Eight of Regulation

(EU)  575/2013” (EBA/GL/2016/11),
subsequently updated in June 2017,
providing  financial  institutions  with

specifications on the information requested
in specific articles of Part Eight of the CRR.
This document was supplemented with the
information schemes of such Guidelines, the
placement of which within the document is
summarised in Appendix 2. The information
was also supplemented on the basis of the
EBA orientations.

Information must be both qualitative and
quantitative in nature and be structured
so as to provide a comprehensive overview
of the risks assumed, the features of the
management and control system and the

capital adequacy of the Montepaschi Group.

The EBA also supplemented the
abovementioned  guidelines  with  the
publication, in June 2017, of the
“Guidelines on LCR disclosure under

Article 435 of Regulation (EU) 575/2013”
(EBA/GL/2017/01), containing additional




Introduction

disclosure requirements for liquidity risk
measured through the Liquidity Coverage
Ratio.

In January 2018, the EBA issued the
“Guidelines on uniform disclosures under
Article 473a of Regulation (EU) 575/2013 as
regards the transitional period for mitigating
the impact of the introduction of IFRS 9
on own funds” (EBA/GL/2018/01) on
transitional arrangements aimed at lessening
the impact of the introduction of the IFRS9
on own funds, by introducing additional
informational requisites.

In December 2018, the EBA - at the end
of the public consultation process launched
in April - published the final version of the
document “Guidelines on disclosures of non-
performing and forborne exposures” (EBA/
GL/2018/10), applicable from 31 December
2019 and aimed at promoting uniformity
in the disclosure requirements for NPLs,
published by the ECB in March 2017 aimed
at promoting uniformity in the disclosure
requirements for NPLs.

On 2 June 2020, the EBA published
guidelines for reporting and disclosure of
exposures subject to the measures applied
in response to the COVID-19 crisis EBA/
GL/2020/07), whose first-time application,
for disclosure purposes, starts on 30 June
2020.

In the context of the aforementioned crisis,
was published with an accelerated approval
procedure (the “gquick fix”), Regulation
(EU) 2020/873 of 24 June 2020, amending
Regulations (EU) 575/2013 and Regulation
(EU) 2019/876

containing temporary

support provisions in terms of capital and
liquidity. The Regulation establishes that
institutions thatdecide to apply the provisions
of the new transitional IFRS 9 rules relating
to adjustments to loans after 31 December
2019, amending the rules introduced by
Regulation (EU) 2017/2395, and/or the
temporary treatment of unrealised gains
and losses measured at fair value through
other comprehensive income in view of
the COVID-19 pandemic (the prudential
filter for exposures to central governments
classified as FVTOCI) in addition to
disclosing the information required in Part
Eight of the CRR, are required to disclose
the amounts of own funds, Common Equity
Tier 1 capital and Tier 1 capital, the total
capital ratio, the Common Equity Tier 1
capital ratio, the Tier 1 capital ratio, and the
leverage ratio they would have in case they
were not to apply that treatment.

Lastly, the Pillar 3 disclosure as of 31
December 2020 has been prepared taking
into account the provisions contained in
Circular no. 262 of 22 December 2005
issued by the Bank of Italy “Bank financial
statements: layout and rules for compilation”,
as amended by the sixth update issued on 30
November 2018 and integrated by the notice
issued on 15 December 2020 by the Bank of
Italy concerning the impact of COVID-19
and the measures in support of the economy

and the IAS/IFRS amendments.

Pillar 3 Disclosure is prepared at consolidated
level by the Parent Company.

Unless otherwise indicated, all the amounts
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in this report are stated in TEUR (thousand
Euros).

As an aid to understanding and clarifying
certain terms and abbreviations used in this
report, please refer to the Glossary provided
at the end of the document.

The Board of Directors, vested with strategic
and management supervision functions:

* defines the process of Public disclosure;

s approves the policies, procedures,
organizational supervision as well as the
Group’s guidelines on the content of the
Public disclosure;

* approves the regular updates of the Public
disclosure Pillar 3.

With regards the process of preparing the
Pillar 3 disclosure, the Management Body
(CEO/GM):
* defines the guidelines, roles and
responsibilities of the functions involved;
* assesses whether the Pillar 3 disclosure
provides a comprehensive description
of the Group’s profile to market
participants;

s issues the declaration provided for
in Article 435 of Regulation (EU) n.
57512013 (“CRR”);

* submits periodic updates of the Pillar 3
disclosure to the Board of Directors.
The Basel 3 Pillar 3 disclosure of Montepaschi
Group is accompanied by the certification by
the Manager responsible for preparing the
Company’s financial reports, in accordance
with paragraph 2 of the already mentioned
Art. 154-bis of the Consolidated Law on

Finance. The document is submitted for

approval by the Board of Directors and

subsequently published on the Montepaschi
Group’s website.
The Montepaschi Group regularly publishes

its Pillar 3 disclosure on its website at:

www.gruppomps.it/investor-relations.

Additional information required under the
CRR is published in the Annual Report
as at 31 December 2020, the Corporate
Governance Report and the Remuneration
Report. Based on art. 434 of the CRR, which
provides for the possibility to refer to other
public disclosure documents, the Group
makes use of this opportunity to complete
the information, appropriately stating the
reference to other documents. In particular,
the different types of risk to which the
Banking Group is exposed are also reported
in Part E of the Notes to the Consolidated
Financial Statements based on the provisions
of IFRS 7 and related instructions issued
by the Bank of Italy (Circular 262 and its
updates). Part E reports on:

- credit risk (Part E — Information on risks
and hedging policies: Section 2 — Risks of
Consolidated Financial Statements: 1.1
Credit risk);

- market risk (Part E — Information on risks
and hedging policies: Section 2 — Risks of
Consolidated Financial Statements: 1.2
Market risk);

- Banking Group Liquidity risk (Part E —
Information on risks and hedging policies:
Section 2 — Risks of Consolidated Financial
Statements: 1.4 Liquidity risk).

The Montepaschi Group does not publish

the information required by art. 455 of
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the CRR on the use of internal models for
market risk as it adopts the standardized
approach to calculate capital requirements

for market risk.

The Corporate  Governance  Report,

published under the Corporate Governance

section of the Group’s website, Corporate
the

Governance Reports, contains all

information required by paragraph 2 of art.

435 of the CRR:

1. the number of directorships held by
members of the management body;

2. the recruitment policy for the selection
of members of the management body
and their actual knowledge, skills and
expertise;

3. the policy on diversity regarding selection
of members of the management body, its
objectives and any relevant targets set out
in that policy, and the extent to which
these objectives and targets have been
achieved;

4. whether or not the institution has set up
a separate risk committee and the number
of times the risk committee has met;

5. the description of the information flow on
risk to the management body.

Starting from the last week of February

2020, the health emergency induced by the

ongoing pandemic affected both market

performance and commercial operations,
the latter penalized by increasingly stringent
containment measures imposed, which led
to the interruption of many production
activities in Iraly and in the world. The
recovery path will inevitably depend on the

correct exploitation of the resources made

available by European countries. The risk
remains that, once the phase of exceptional
support of economic policies is over, growth
will not be sufficiently sustained to allow
the management of public (and private)
debts that have considerably increased in
the meantime. The serious situation caused
by the pandemic is strongly contrasted by
the measures of the budget policy in direct
support to demand, included for Italy in
particular in the “Cura Italia” and “Rilancio”
law decrees. Measures such as the credit
moratorium and public guarantees on new
loans were in fact fundamental in preventing
further negative effects from materializing,
avoiding liquidity crises in companies.

With reference to operational risks, the
modification and/or extension of some
existing processes, such as those relating
to digital services, web collaboration tools
and smart working tools, and the inability
to implement standard business processes,
but to envisage “in derogation” procedures,
for example for the process of formalising
contracts, inevitably exposes the Group to
greater operational risks relative to possible
legal disputes, potential fraud and cyber
attacks. However, the Group believes that
these potential risks can be mitigated in
light of the numerous initiatives adopted,
such as strengthening the control and
monitoring system, and in consideration
of the reasons that prompted the Group to
promptly comply with the provisions issued
in order to support the country during a
health emergency and protect its production

system. Issues related to the impacts of the
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COVID-19 pandemic are discussed in
more detail in the Consolidated Financial
Statement as of 31 December 2020.

On 1 December 2020, the partial non-
proportional partial demerger transaction
with asymmetric option by the Parent
Company in favour of AMCO, a company
controlled by the MEF, became effective.
The transaction resulted in the cancellation
of a total of 134,344,895 shares of MPS
(of which 10,219,550 shares due to the
Asymmetric Option) and an overall net
reduction of the Groups shareholders
"equity of EUR 943.8 mln attributable to the
combined effect of a reduction in the Share
capital of EUR 1,133.6 mln and an increase
in “Reserves-other” of EUR 187.0 mln and
in “Valuation reserves” of EUR 2.8 mln. For

further details, please refer to the comment

at the bottom of the statement of changes
in shareholders ’equity in these consolidated
financial statements.

The Remuneration Report  published

under the section Corporate Governance/
and
of the

Governance  Systems Policies/

Remuneration Policies

Group’s

website, Governance System and Policies,

includes all the information required by art.
450 of the CRR regarding the remuneration
policy and practices of the Group for
those categories of staff whose professional
activities have a material impact on its risk
profile.

Appendix I schematically summarises the
placement of the information published
with reference to Part Eight of the CRR
within this document and the reference to

other documents.
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1. Risk management objectives and policies

Executive Summary

Key Regulatory Metrics
CET 1 Ratio

12.13%  down 259 bp
Dec-19: 14.72%

Overall Capital Requirement

CET I Ratio: 8.82%

Total RWA

€ 499 mld  down -14.8%

Dec-19: € 58.6 mld

Tier 1 Ratio

12.13%
Dec-19: 14.72%

Tier 1 Ratio: 10.88%

Total Capital Ratio

15.75% down -94 bp
Dec-19: 16.69%

down -259 bp

Total Capital Ratio: 13.63%

Credit Risk EAD

€ 142.8 mld » 8.8%
Dec-19: € 131.2 mld

Minimun requirement of LCR NSFR Leverage Ratio
196.7% up 29.1% 123.8% up9.9% 4.39%  down -172 bps
Dec-19: 152.4% Dec-19: 112.6% Dec-19: 6.11%

Net NPL Ratio Coverage Ratio

3.4% 46.2%

Dec-19: 11.27%

Dec-19: 48.7%

The core objective of this disclosure is to
provide a comprehensive description of the
Montepaschi Group’s risk profile as well as
information on capital management and
underlying risk drivers in addition to that
already contained in the Annual Financial
Report. The annual disclosure provides
detailed information on the Montepaschi
Group’s capital adequacy (under Pillar I)
and on the assessment of risk using Risk
Management models. The Group manages
its capital by ensuring that the capital base
and correlated ratios are consistent with the
risk profile assumed and compliant with
regulatory requirements. The assessment
of regulatory capital adequacy is based on
the constant monitoring of own funds and
risk weighted assets (RWAs) as well as on a

comparison with the minimum regulatory

requirements, including the additional
requirements to be maintained over time
and communicated to the Group following
the SREP and the additional capital reserves
introduced by the new regulatory framework.
RWA and asset optimisation is achieved
through the simultaneous monitoring the
trend in volumes and changes in related risk
metrics.

As of 31 December 2014, disclosure
has been prepared on the basis of the
harmonised regulatory framework for banks
and investment firms contained in the CRR
and CRDIV. As mentioned earlier, the two
rules (hereinafter, the regulatory framework)
implement within the EU the “Basel 3

framework which establishes more stringent

criteria for the capital adequacy levels of

banks.
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Capital requirements — 2020

As a result of the conclusion of the SREP
conducted with reference to the figures as at
31 December 2018 and taking into account
the information received after that date, with
the submission on 10 December 2019 of the
2019 SREP Decision, the ECB asked the
Parent Company to maintain, effective on
1 January 2020, a consolidated TSCR level
of 11%, which includes 8% as a minimum
requirement for Own Funds pursuant to art.
92 of the CRR and 3% as Pillar II capital
requirement, fully comprised of CET1.
With regard to Pillar II Capital Guidance,
the ECB expects the Parent Company
to adapt, on a consolidated basis, to a
requirement of 1.3%, to be fully met with
Common Equity Tier 1 capital in addition
to the overall capital requirement (OCR).
Failing to comply with this capital guidance
is not the same as failure to comply with
capital requirements.

In consideration of the potential impacts
on the activities of significant banks linked
to the spread of COVID-19, on 8 April
2020 the ECB communicated to the
Parent Company the modification, effective
from 12 March 2020, of the 2019 SREP
Decision, with reference to the composition
of the additional Pillar 2 capital requirement.
In particular, the additional Pillar II capital
requirement to be held in the form of CET1
must be met at least 56.25% by Common
Equity Tier 1 (CET1) and at least 75% by
Tier 1 Equity (Tier 1).

Lastly, it should be noted that from 1 January

2019 the Capital Conservation Buffer is
2.5%, and effective 1 January 2020 the
Group is required to comply with the O-SII
Buffer of 0.13% (0.19% from 1 January
2021 and 0.25% from 1 January 2022), as it
has been identified for 2020 by the Bank of
Italy as a systemically important institution
authorised in Italy and 0.001% for the
Countercyclical Capital Buffer. Accordingly,
the Group must meet the following

requirements at the consolidated level as at

31 December 2020.

Capital adequacy indicators CET1 Tierl Total

from 31 March 2020 Ratio  Ratio Gapitl
Pillar I'minimum Requirements (art. 92 CRR) 450%  6.00% 8.00%
TSCR (PIR+P2R) 6.19%  8.25% 11.00%
Combined Buffer Requirement (CBR) 2.63% 2.63% 2.63%
OCR (TSCR+CBR) 8.82% 10.88% 13.63%

It should be noted that on 28 December
the ECB 2020 SREP

2020, sent the
Decision to the Parent Company, which
indicates the capital requirements to be met
starting from 1 January 2021. Specifically,
the MPS Group must meet a Total SREP
Capital Requirement (TSCR) of 10.75%
at consolidated level, which includes a
minimum Pillar 1 requirement (“P1R”) of
8% (of which 4.50% in CET1 capital) and
an additional Pillar 2 requirement (“P2R”)
of 2.75% (compared to 3% of the 2019
SERP Decision), which must be satisfied
with CET1 capital for at least 56.25% and
with Tier 1 capital for at least 75%.

For further details, please refer to chapter 4

of this document.

As of 31 December 2020, the Bank had a
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CET1 ratio of 12.13%, higher than the
minimum requirements set forth in Article
92 of the CRR and higher than the Total
SREP Capital Requirement set by ECB and
higher than the Overall Capital Requirement
for 2020. It should also be noted that as of
31 December 2020 the Bank met the P2G
requirement. Likewise, the Tier 1 ratio and
the Total Capital Ratio are higher than the
requirements established by Article 92 of the
CRR, as shown below.

Gt v G0 Tl 0
as of 31 December 2020 Ratio
Pillar I'minimum Requirements (ar. 92 CRR) 450%  6.00% 8.00%
TSCR (PIR+P2R) 6.19%  8.25% 11.00%
Combined Buffer Requirement (CBR) 263% 2.63% 2.63%
OCR (TSCR+CBR) 8.82% 10.88% 13.63%
Capital Ratios 12.13% 12.13% 15.75%

TSCR - Total SREP Capital requirement
P2R - Pillar 2 Requirement

CBR - Combined Buffer Requirement
OCR - Overall Capital Requirement

At the end of 2020, the Total Capital Ratio
of 15.75%, registered a decrease of 94 bp

compared to the end of 2019 (equal to
16.69%).

Coefficienti patrimoniali
16,69%
1621% 9 16,15%
— % 16,04% o 15,75%
1472%
13,58% 1336%
12,87%
12,13%
dic-19 mar-20 giu-20 set-20 dic-20

=a—CET1 Capital Ratio = ==#==Total Capital Ratio

With regard to Pillar II Capital Guidance, as
at 31 December 2020, the Tier 1 ratio was 5
basis points below the P2G level.

It is noted, however, that on 12 March

2020, the European Central Bank (ECB)

issued a press release entitled “ECB Banking
Supervision provides temporary capital and
operational relief in reaction to coronavirus”,
in which, amongst other things, the ECB, as
also clarified in the subsequently published
FAQs, the

announced

possibility  of
temporarily operating below the capital level
defined by Pillar II Capital Guidance (P2G),
the capital conservation buffer (CCB).
On 28 December 2020, the Parent
Company received the final decision of
the European Central Bank (“ECB”)
regarding the capital requirements that
must be observed effective 1 January 2021,
which includes a an additional Pillar 2
requirement (P2R) of 2.75% (compared to
3% of the SREP Decision 2020), the overall
minimum requirement in terms of Total
Capital ratio, CET1 ratio and Tierl ratio is
13.44%, 8.74%, and 10.75%, respectively.
As of 31 December 2020, the Montepaschi
Group shows a positive buffer with regard
to the minimum requirements established,
including the P2G requirement, equal to
1.3%.

On 28 January 2021, the Parent Company
approved the Capital Plan as required
in the final decision of the ECB of 28
December 2020 regarding the SREP capital
requirements. On 29 January 2021, the
Parent Company sent the Capital Plan to
the ECB, for its approval to the extent of
its competence. Talks with both Authorities
are ongoing. As per the press release of 17
December 2020, BMPS could be below

the combined buffer requirement, affecting

the Capital Conservation Buffer (“CCB”),
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starting from 31 March 2021 and until
the date of completion of the capital
strengthening  transaction envisaged for

3Q21. In any case, the shortfall comes under

the flexibility of use of the CCB made public
by the ECB as part of the temporary capital

relief.
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In accordance with Article 92 of the CRR 2020 and 2019 and related differences are
(Own funds requirements — Pillar 1), the summarized in the table below.

MPS  Group’s capital requirements for

Own Funds and Capital Requirements Summary

Data in thousands of Euro

Delta vs. 31-12-2019

Own Funds dec-20 dec-19 Assolute %
Common Equity Tier 1 6,053,319 8,620,324 -2,567,005 -29.8%
Additional Tier 1 - - - -
Tier 2 1,806,619 1,154,336 652,283 56.5%
Own Funds 7,859,937 9,774,660 -1,914,723 -19.6%

> of which Delta EL* 122,511 169,999 -47,488 -27.9%
Requisiti di Capitale
Rischio di Credito e Controparte 2,832,771 3,618,890 786,119 21.7%
“ of which Standard 1,156,123 1,340,481 -184,358 -13.8%
> of which AIRB 1,676,648 2,278,409 -601,761 -26.4%
Rischio di Mercato 198,994 211,703 -12,709 -6.0%
S of which Standard 198,994 211,703 -12,709 -6.0%
S of which Internal Model - - - -
Rischio Operativo 925,251 825,620 99,631 12.1%
S of which Foundation Approach 6,738 7,743 -1,005 -13.0%
© of which Standardised Approach - - - -
© of which Advanced Approach 918,513 817,877 100,637 12.3%
CVA Risk 35,235 28,515 6,720 23.6%

Concentration Risk = - - -

Settlement Risk = - - _

Regulatory Capital Requirements 3,992,250 4,684,728 -692,478 -14.8%
Risk Weighted Assets 49,903,123 58,559,094 -8,655,971 -14.8%
of which Credit and Counterparty Risk 35,409,632 45236121 -9,826,489 21.7%
of which Market Risk 2,487,420 2,646,285 -158,865 -6.0%
of which Operational Risk 11,565,638 10,320,251 1,245,388 12.1%
of which CVA Risk 440,432 356,437 83,995 23.6%

Delta vs. 31-12-2019

Coefficienti di capitale in bp in %
CET]1 Capital Ratio 12.13% 14.72% 259 -2.59%
Tier 1 Capital Ratio 12.13% 14.72% 259 -2.59%
Total Capital Ratio 15.75% 16.69% -94 -0.94%

*The value represents the total contribution of the Delta PA, understood as the sum of the positive and deductions, to the
determination of the Own Funds under the Basel3 regulatory framework. The total amount of the Delta PA, prior to the
application of the cap, amounts to 373,101 €/thousand (490,751 €/thousand as at December 2019).
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Compared to 31 December 2019, CET1
rose by a total of EUR -2,567 mln, essentially
due to the following phenomena:

- the loss for the year of EUR 1.689 mln;

- decrease in share capital of EUR -1,134
mln (due to cancellation of shares) and
increase in the item reserve for a total of
EUR +184 mln (of which EUR +187 mln
relating to the adjustment of the differences
in the assets and costs incurred for the
transaction, following the effective date
of 1 December 2020 of the partial non-
proportional demerger with asymmetric

option of a set of non-performing loans by

MPS in favour of AMCO);

improvement in the balance of the Other
Comprehensive Income Reserve, for EUR
+141 mln;

decrease in deductions associated with

DTAs (EUR +198 mln),

deductions
associated with prudendal filters (EUR
+22 mln, primarily due to the prudent
valuation), and deductions associated
to intangible assets (EUR +104, mainly
attributable to the application of the
exemption from the CET1 deduction for
software activities in accordance with EU
Regulation 2020/2176 applicable from 23
December 2020), as well as the increase in
deductions associated on securitisations
(EUR -7 mln) and the increase in non-
exempt deductions relating to significant
financial investments (EUR -440 mln);
- decline in the neutralisation of the impact
of IFRS 9 connected to the first-time

adoption of the accounting standard as

set forth in Regulation (EU) 2017/2935

(inclusive of the positive effect of the
relative DTAs), equal to a total of EUR
-95 mln attributable to the transition of
the filter from 85% to 70%;
- sterilisation  of the capital impacts
associated with the increase in credit value
adjustments recognised in the period as
at 31 December 2020 with respect to 1
January 2020 for stage 1 and 2 portfolios
as set forth in Regulation (EU) 2020/873.
This Regulation calls for the reintroduction
within CETT1 of a progressively decreasing
share of the effect of higher adjustments,
equal to 100% in 2020: as at 31 December
2020, this positive effect amounts to EUR

+192 mln;

negative effect of EUR -44 mln deriving
from the introduction of the prudential
filter relating to the Other Comprehensive
Income Reserve on government securities.
This temporary treatment, applicable from
1 January 2020 to 31 December 2022,
makes it possible to exclude from elements
of CET1 the progressively decreasing
amount (100% in 2020, 70% in 2021,
and 40% in 2022) of unrealised profits
and losses accumulated starting from 31
December 2019, accounted for in the
financial statement item “Changes in the
fair value of debt instruments measured
at fair value through other comprehensive
income”, with reference to exposures to
central administrations, provided such
exposures are classified as performing
financial assets.

Tier 2 marked an increase of EUR 652 mln
compared to the end of December 2019,
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due to the equivalent value of the issues
of subordinated T2 bonds (EUR 400 mln
nominal value concluded in January 2020
and EUR 300 mln nominal value concluded
in September 2020) and the reduction in
the contribution to Tier 2 of the excess value
adjustments over expected losses (EUR -48
mln).

The Total Capital Ratio therefore reflects
an overall decrease in own funds of EURO
-1.915 mln. The RWAs recorded an overall
decrease equal to 8,656 mln di euro. In
particular, there was a reduction in RWAs
relating to credit and counterparty risk
(-9,826 mln di euro), determined by: i) the
deconsolidation of the “Hydra M” portfolio
on 1 December 2020, ii) the application of
the modifications introduced by Regulation
(EU) 2020/873 of 24 June 2020, particularly
with reference to the calculation of the
supporting factor relating to loans to SMEs,
as well as iii) the effect of public guarantees
on new disbursements and of the two
synthetic securitisation transactions. There
was also a reduction in RWAs relating to
market risks (EUR -159 mln) which as of 31
December 2020 accounted for less than 5%
(4.99%), and an increase in RWAs relating
to CVA risk (EUR +84 mln) and operational
risk (EUR +1,245 mln).

Breakdown of RWAs by risk type

CVA 0.88%
(Dec-2019: 0.61%)

Operational 23.18%
(Dec-2019: 17.62%) ‘\

Market 4.98%
(Dec-2019: 4.52%)

Credit 70.96%
(Dec-2019: 77.25%)

The breakdown of RWAs by risk type is
concentrated mainly on Credit Risk (71%)
and are focused mainly on corporate
exposures and retail exposures with AIRB.
approach (39.6% and 19.6%).

RW.A performance Credit Risk by ptf (%)

m31/12/20 wm31/12/19 31/12/18

39,6%
3,9%
44,99

Corporate_Airb

Corporate_Std

19,6%
1 19,0%
17,6%

Retal Aub

Retail_Std

Public Sector and Entities

Other

The Liquidity Coverage Ratio (LCR), was
196.7% as at 31 December 2020, higher
than the minimum regulatory requirement
for 2020 (equal to 152.4%).

The Net Stable Funding Ratio (NSFR), was
123.8% as at 31 December 2019, slightly up
since December 2019.

The Group also determined its overall
internal Risk Appetite Framework (RAF) for
2020 also.

The objective of the RAF is to ensure
alignment between the Group’s actual risk
profile and the risk appetite defined ex-ante by
the Board of Directors, taking into account
pre-established 7isk rolerance levels and in
any event within the maximum admissible
limits (risk capacity) deriving from regulatory
requirements or other restrictions imposed
by the Supervisory Authorities (e.g. the
ECB’s SREP Decisions).

The Annual RAF was formalized in a Risk
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Appetite Statement (RAS) approved by the
BoD and designed along a set of Key Risk
Indicators (KRI) defined by Group, Legal
Entity and Business Units, in accordance with
the processes internally approved by the
Board itself.

As regards the Group indicators, in 2020,
the Capital Adequacy, Liquidity Adequacy,
Leverage, Asset Quality, Performance, Internal
Controls and Related Party indicators have
been identified. Indicators for each category
were increased, in particular for Liquidity,
Asset Quality and Performance.

With specific regard to the Risk Appetite

Framework (RAF) 2020, the Group
promptly readjusted its analyses to come to
a revision of the RAS in the second half of
2020 due to the emergence of COVID-19 as
a global pandemic, which radically impacted
the scenario on which the initial economic/
asset projections were based. As part of the
Group’s RAS, the risk management and
measurement systems allow for ongoing
monitoring of the risk profile and periodic
reporting to the Corporate Bodies with
the activation of appropriate escalation

mechanisms in the case of breach of the

Tolerance or Capacity thresholds.
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1.1 Risk Management Approach

Risk governance strategies are defined in line
with the Group business model, medium-
term Restructuring Plan  objectives and
external regulatory and legal requirements.

Policies relating to the assumption,
management, coverage, monitoring and
control of risks are defined by the Board of
Directors of the Parent Company. Specifically,
the Board of Directors periodically defines

and approves strategic risk management

guidelines

the

and quantitatively  expresses

Group’s overall risk appetite, in
accordance with both the annual Budget and
multiannual projections.

The Parent Company’s Board of Directors
defines the overall Risk Appetite Framework
(RAF) for the Group and approves the
“Group Risk Appetite Statement” (RAS) at
least once per year.

The RAS represents an essential element
in defining the Group’s risk strategy. As
part of the RAS, risk objectives/restrictions
are identified (that is, the Risk Appetite
is cascaded down to Business Units/Legal
Entities) in line with missions assigned to
the Business Lines and the Legal Entities’
Business Model. The process, approved by
the Group’s strategic supervision body, is
expressed through and articulated system
of Key Risk Indicators (KRI), which reflect
the Risk tolerance in relation to the Group’s
risk profile within the maximum admissible
limits  (risk  capacity) ~ deriving  from

regulatory requirements or other restrictions

imposed by the Supervisory Authorities.

Subsequently, the Risk Appetite is then
allocated, through specific mandates, to
the CEO/GM, in terms of operating limits
(Risk Limits) for various business segment
and formalised with governance policies and
management processes concerning various
risks.

The RAS reflects the relation between the
Parent Company and its subsidiaries, in
terms of strategies and guidelines.

Equal attention is paid to the monitoring
and controlling of transactions with related
parties, which may have a significant impact
on the Group’s risk profile.

The Risk Appetite Process is structured so
as to ensure consistency with the ICAAP
and ILAAP as well as with Planning and
Budget and Recovery processes, in terms of
governance, roles, responsibilities, metrics,
stress testing methods and monitoring of key
risk indicators.

The overall internal capital and liquidity
adequacy assessment takes place periodically
as part of the strategic ICAAP (Internal
Capital Adequacy Assessment Process) and
ILAAP

(Unternal  Liquidity — Adequacy

Assessment Process) process consisting mainly
of:

* ICAAP/ILAAP Outcomes, or quantitative
(inherent risk) and qualitative (risk
management and controls) assessments
on risk positioning prepared by the
Risk Control function for the Board of
Directors.

* Capital/Liquidity ~Adequacy ~ Statement
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(CAS/LAS), i.e. a summary declaration

prepared by the Board of Directors where

it expresses its vision and awareness

regarding the management of the
liquidity adequacy.

* ICAAP/ILAAP ongoing, which consists
substantially of periodical analyses of
liquidity adequacy which are described
in reports to the corporate bodies.

Stress-test analyses are regularly conducted
on various risk factors. Stress tests are used
to assess the Group’s capacity to absorb large

potential losses in extreme market situations,

so as to identify the measures necessary to

Following the postponement of the 2020
exercise, due to the COVID-19 pandemic,
the EBA launched on 29 January 2021
the 2021 EU-wide stress test to assess the
resilience of the European banking sector.
MPS Group will participate in the exercise
and the EBA expects to publish the results of
the exercise by 31 July 2021.

The Annual report on activities carried out
concerning Risk  Management, approved
annually (by April 30") by the Board of
Directors, highlights checks carried out,
findings and weaknesses that were found,

suggesting any necessary corrective actions

reduce the risk profile and preserve assets as  to be taken.
well as the liquidity position.
P I L L A R 3 D E C E M B E R 2 0 2 0
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1.2 Risk Governance in the Montepaschi Group and organization

of the Risk Management Function

The Chief Risk Officer (CRO) Department
performs activities related to Risk Control,
Anti-money laundering and Counter-
terrorist financing (AML) and Internal
Approval functions.
The Head of the Chief Risk Officer
(CRO) Department, in addition to being
responsible for the risk control function,
has also been responsible for the AML
function. Moreover, the Internal Validation
function reports to the CRO, as set forth in
the Supervisory regulations and as internally
transposed in the Group policy regarding
the internal control system. Risk Manager
of the Parent Company’s Foreign branch
of Shangai as well as the Risk Manager
of Monte Paschi Banque also report to
the CRO. The Divisions autonomy and
independence are ensured as it reports

directly to the Corporate Body (CdA), with

strategic supervisory functions and only

functionally to the Management Body (AD/
DG@). It has direct access to the Body with
control functions (Collegio Sindacale) and
may communicate continuously with no
restriction or intermediation. The CRO
is also entitled at his or her discretion
to participate in Risk and Sustainability
Committee meetings to intervene or propose
discussions on specific topics. In particular,
the Board of Directors appoints and removes
the Chief Risk Officer, upon proposal by the
Risk and Sustainability Committee, with the
assistance of the Appointments Committee,
having consulted the Board of Statutory
Auditors.

The remuneration of the Parent Company’s
Chief Risk Officer is determined and
approved by the Board of Directors upon
proposal by the Remuneration Committee,

having heard the opinion of the Risk

Committee.

CHIEF RISK OFFICER

< > Forcign Risk
CRO Staff < > Managers
Internal Validation . - Anti-Money
Function < > Laundering
Y
Financial Lending Operating
Risk Officer Risk Officer Risk Officer
Area Area Area
Risk Integration Credit Portfolio Operational, IT &
& Reporting. < Models & Controls << Reputational Risk
Financial & < Credit Risk || Wealth Risk
Counterparty Risk Models Management
Liquidity Risk | .
& ALM Rating -
Rating Agencies
G R U P P @) M O N T E P A S C H I
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Specifically, within the Chief Risk Officer
the

Department, risk control function

structures are:

the Financial Risk Officer Area, which
defines the integrated methods of risk
measurement/analysis and ensures they
are constantly monitored, verifying their
consistency with the Risk Appetite Framework
and compliance with the thresholds defined
in terms of adequacy with respect to
capital (ICAAP - Internal Capital Adequacy
Assessment  Process) and liquidity reserves
ILAAP - Internal Liquidity Adequacy
Assessment  Process), participating in the
definition of any mitigating actions required.
It participates in the preparation, draftingand
monitoring of the Recovery Plan. It governs
the development of the proprietary financial
risk measurement and control system in line
with internal and regulatory principles. It
guarantees management risk reporting for the
Corporate Bodies and the Top Management.
Prepares the Public Disclosure (Pillar 3)
and provides support for the preparation
of otherexternal/institutional information
(Financial Disclosure, Consob Prospectuses,
Capital increase, Rating Companies,
Regulators);

the Lending Risk Officer Area) governs
the evolution of the credit risk measurement
system, in line with internal and regulatory
principles, in terms of statistical models as
well as analytical and process assessments,
overseeing the credit risk assessment from
portfolio quality to the single name level. It

conducts second-level controls on the Group’s

credit exposures. Develops and maintains

internal models of credit risk expertise. It
defines the rules and methodologies for
determining each risk measure (estimation of
the AIRB parameters, PD LGD, EAD, and
the macroeconomic models applied to them
for Accounting, RAF, ICAAP and Recovery
Plan purposes);

the Operating Risk Officer Area, which
governs the evolution of the risk measurement
and control system correlated with the
operational application of the Group’s
business model (including operational,
reputational and customer portfolio risks).
Reports directly to the CRO:

* the Internal Validation Function,
which constantly verify the reliability of
the results obtained from the advanced
risk measurements systems as well
as their constant alignment with the
company policies and the regulations of

the Supervisory Authority;.

the AML - CFT Function, which

constantly verify that the company
procedures are consistent with the
objective of preventing and counteracting
the violation of external regulations (laws
and regulatory provisions) and self-
governance regulations regarding money
laundering and financing of terrorism.
The Risk Management Function, as
responsible for second-level controls, is
part of the general structure of the Group
controls, internally governed by the Policy
on Internal Control System, which define,
a set of rules, procedures and organizational

structures which ensure sound and fair

business practices.
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For a more thorough account of the
Group’s Internal Control System, Corporate
Governance, as well as Risk Culture, please
refer to the Corporate Governance Report
available on the Group’s website at:

(https://www.gruppomps.it/corporate-

governance/relazioni-corporate-governance.

html)

Reference can also be made to this document
on the subject of Risk Culture, to which the
Risk Management Function contributes to
increasing it not only through formulation
of the Risk Appetite Statement (RAS) and its
“cascading down” but also through initiatives
regarding corporate bodies (board induction
cycles on specific issues) and the personnel

(online courses).
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1.3 Risk Reporting Flows: main features

The Board of Directors:

* approves theguidelinesand organisational
framework on Integrated Risk Reporting
(Risk Reporting Framework);

*ensures that an accurate, complete,
effective and timely Risk Reporting

system is set up;

evaluates periodic management Risk
Reporting for the Corporate Bodies and
the Top Management;

assesses and approves, at least on an

annual basis, any modification or
integration in the management Risk
Reporting for the Corporate Bodies and
the Top Management (content, format
and frequency of the information) that
allows them to fulfil their roles, relative

to the risks the Group is or could be

exposed to;

ensures that management risk reporting
for the Corporate Bodies and the
Top Management supports decision-
making by Top Management and that
information is disseminated to support
decision-making by employees in day-
to-day activities and their impact on
risks the Group assumes (Risk Culture
promotion).

The Integrated Risk Reporting process is
structured so as to ensure consistency with
the strategic risk management processes
(Risk  Appetite,
Maggior Rilievo, ICAAP-ILAAP, Recovery
Plan, The

Gestione  Operazioni

Remuneration  policies).

Integrated Risk Reporting regulates the ways

in which risk information is represented
to corporate bodies and functions with
strategic, ~decision-making and control
responsibilities, promoting the enhancement
of the different levels of responsibility by
fostering the effectiveness of decision-
making and governance processes.

Risk Reporting can be divided in External
Risk Reporting and External Risk Reporting,
depending on the recipients.

The External Risk Reporting is prepared
and addressed to parties external to the
Group, such as Supervisors, Investors,
analysts and rating agencies.

The Basel 3 Pillar 3 disclosure, as part of the
External Risk Reporting, is governed by the
Group’s Regulation n.1 and a proper Group’s
Directive.

The Internal Risk Reporting is prepared
and addressed so as to support the business
management by the Corporate Bodies and
Management (even if a possible forwarding
to the Supervisors is envisaged), and is in
turn divided into three levels:

*1° level — Reporting to the Group’s
strategic supervision body; these reports
communicate information in a concise
manner, useful to verify, for instances,
compliances with the RAS threhsolds —
Risk Appetite Statement and Recovery, in
line also with the ICAAP/ILAAP;

*2° level — Reporting to the Parent

Body
(CEO/GM) - including reporting to

Company’s Management

management committee — as well as
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reporting to the bodies of the subsidiaries.
The level of detail, greater than that of 1°
level, is consistent with the purpose of
supporting the direction, coordination
and control of the Group’s operational
and risk management strategies, also
in situations of crisis, within the risk
appetite covered by the RAS;

*3° level — Operational Reporting to

Business Units and risk takers (of the

Parent Company and its subsidiaries) for
risk management purposes.
The first two levels jointly define the scope
of Management Risk Reporting, while the
third level defines the scope of Operational
Risk Reporting.
The structure and contents of the Risk
Reporting are periodically updated so as to
meet the needs of direction, coordination

and corporate governance.

R U P P @) M (0]
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1.4 Stress Test: scenarios and methodologies

The Group regularly conducts stress tests
on Risks-to-Capital and Risks-to-Liquidity,
put in place for both individual stand- alone
risks and joint risks.

In terms of Risk-to-Capital, the Group adopts
the Capital Stress Test Framework (CSTF),
which is part of the Capital Adequacy
Framework that analyses vulnerabilities in
exceptional but plausible events.

The Capital Stress Test Framework consists
in a set of methodological approaches and
processes that evaluate exposure to various
risks in situations of market turmoil or stress,
for regulatory or management purposes.
With regard to the 2020 Group’s Internal
Capital Adequacy Assessment Processes
(ICAAP) and Internal Liquidity Adequacy

Assessment Process (ILAAP), the exercise

took place after the emergence of the
COVID-19  pandemic; the underlying
current and prospective scenarios had such
an impact as to be considered comparable
to a systemic stress (as confirmed by the fact
that the Authorities themselves have initiated
exceptional procedures for the revision of
regulatory instrument or their application),
suitable as a stress scenario within ICAAP.

In terms of Risk-to-Liquidity, the Group
adopts the Liquidity Stress Test Framework
(LSTF), which is the part of the Liquidity
Risk Framework that analyses vulnerabilities
in the liquidity position across the different
risk segments. The LSTF consists in a set of
methodological approaches and processes
that evaluate exposure to liquidity risk in

situations of market turmoil or stress.
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1.5 Risk Management strategies and policies

Each risk factor corresponds to a model that
has been developed and is used internally
for operational or regulatory purposes.
For an account of strategies, processes and
management models for the various risks,
please refer to the paragraphs below.

From a regulatory standpoint, in accordance
with the principles contained in the New
accord on capital adequacy (Basel 2) in
relation to First Pillar risks, the Montepaschi
Group’s internal credit and operational
risk models were already authorised in
the first half of 2008. Pursuant to circular
letter 263/2006 of the bank of Italy, on 12
June 2008 the Montepaschi Group was
officially authorised under regulation no.
647555 to use the advanced models for the
measurement and management of credit risk
(AIRB - Advanced Internal Rating Based)
and operational risk (AMA — Advanced
Measurement Approach) as of the first
consolidated report at 30-06-2008.

Over time, these models have been further
developed and their scope of application
extended to Group entities not originally
included in the initial scope of validation.
As at 31-12-2020, the following portfolios/
entities/parameters of the Montepaschi
Group had been validated for regulatory

purposes:
Credit  Risk:  regulatory  treatment
Legal .
. Corporate AIRB Retail AIRB
Entity
Banca MPS PD, LGD PD, LGD
MPS CS PD, LGD PD, LGD
MPS L&F PD, LGD PD, LGD

To calculate capital requirements for
Specialized Lending transactions of more
than EUR 5 mln, the Group was authorised
to adopt the “Slotting Criteria” AIRB
method.

The Group has adopted the standard

approach for the remaining credit risk

exposures/entities for regulatory purposes.

Operational Risk: regulatory treatment

Ei‘fily AMA BIA
Banca MPS v -
MPS CS v

MPS L&F v -
COGMPS v -
Other Entity - v

The Group has adopted the standard
approach to calculate capital requirements
relative to market risk.

Instead, capital requirements relating to
counterparty risk are calculated using the
current market value for OTC derivatives
and long settlement transactions (LST)

as well as the comprehensive method for

securities financing transactions (SFT).
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1.6 Corporate Governance

For a more thorough account of the Group’s
corporate governance structure and detailed
information, please refer to the Corporate
Governance Report available on the Group’s
website at:

(heeps://www.gruppomps.it/corporate-

governance/relazioni-corporate-governance.html )

1.7 Analysis of the Montepaschi

Integration Model

The Overall Internal Capitalis the minimum
amount of capital resources required to cover
economic losses resulting from unforeseen
events caused by the simultaneous exposure
to different types of risk.

All of the types of risk mentioned above are
involved in quantifying the Overall Internal
Capital, with the exception of liquidity
and reputational risk that, instead, are
mitigated through organisational policies
and processes.

The Chief Risk Officer Division regularly
quantifies the Group’s Internal Capital for
each type of risk and periodically reports
these to the Risk Management Committee
and to the Governing Bodies as part of the
reporting flows.

The approach used to quantify and

supplement the risks-to-capital to which the

Group is exposed is known in the literature

For further details on Risk Reporting Flows
(Risk Reporting) to the Board of Directors
and how the Board is involved in defining
its content, please refer to previous section
which describes the Group’s Integrated Risk

Reporting system.

Group’s Internal Capital and Risk

as Pillar 1 Plus. This approach envisages
that the Pillar 1 requirements for Credit
and Counterparty Risk, which already
include those relating to Issuer Risk on the
Banking Book, Equity Investment Risk,
Real Estate Risk and Operational Risk,
be increased by the requirements from
internal models relating to Market Risks,
both Trading Book and Banking Book,
Banking Book Interest Rate Risk (Financial
Risks), Concentration Risk and Business/
Strategic Risk. Overall Internal Capital is
calculated without considering inter-risk
diversification, therefore by directly adding
together the internal capital contributions
of the individual risks. This approach aims
to incorporate the indications in the SREP
(Supervisory Review and FEvaluation Process)

Guidelines published by the EBA.
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1.8 Credit Risk

The Budgeting, Planning, Capital and Risk
Management processes of the Montepaschi
Group are based on the “Risk Adjusted
Performance Management” (RAPM) logic.
In the development of these management
processes, the definition of adequate credit
policies — under the responsibility of the
Parent companys Chief Risk Officer
Division— plays a relevant role which
finds its operational expression in the
implementation of the strategies, in termini
di credit portfolio quality objectives, to be
applied to the credit processes.

The Montepaschi Group’s strategies in risk
management mainly aim at limiting the
economic impact of default on the loan book,
exploiting, in particular, the full potential of
the internal rating models and loss given
default estimates. Strategies are defined on a
yearly basis, together with the definition of
Risk Appetite, except as otherwise provided
under exceptional circumstances due to
external conditions.

It is possible identified for two main areas:

* loan disbursement strategies (definition
of quality targets for access to credit);

* credit monitoring strategies (definition
of minimum quality targets for
maintenance of the loan disbursed).

The definition of customer acceptance policies
plays a major role in loan disbursement

strategies.

Only after having identified the customer

with the required creditworthiness are other
credit risk mitigation factors (guarantees)
taken into account. Information on client
quality and transaction risk is essential in
identifying the decision-making body for
loan granting,.

The follow-up strategies are based on
systems used on a daily/monthly basis to
detect changes in the customer’s risk profile.
The identification of events likely to affect
credit risk triggers a set of obligations for the
distribution network, who is assigned the
key task of keeping communication channels
with the customer open and obtaining all
useful information needed to verify the
changes in the credit risk profile. If changes
are confirmed, the client account manager
is supported by personnel specialised in
credit quality management and legal matter
to define the credit risk management
procedures required.

The quantitative identification of credit risk
is mainly applied, at operational level, to the
measurement of the risk-adjusted return of
each individual operating unit. This process
is carried out with operational control
instruments. The credit risk identification
and quantification instruments allow the
Montepaschi Group to define hedging
policies mainly consisting in defining “risk-
adjusted pricing” which includes risk coverage
and planned ‘return on capital’.

Risk mitigation policies are defined as
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part of the Creditr Risk Mitigation (CRM)
process, whereby the legal, operational and
organisational conditions necessary to use
collateral guarantees for credit risk-mitigation
purposes are identified and met. Four sets
of guarantees complying with mitigation
requirements are defined in the process:
Personal securities, Financial collaterals and
mortgage collaterals and other collateral
(cash deposits held by third parties and life
insurance as a guarantee for the Bank). Other
types of credit protection guarantees do not
mitigate credit risk. With specific regard
to collaterals, a system has been developed
to monitor the value of the collateralised
asset, based on the measurement of market
value (daily for securities and annual for real
estate).

Within the credit-granting process, the
Montepaschi Group has adopted a risk
adjusted system for borrower identification,
which is sensitive to the customer’s rating
and to the presence of collaterals. Should the
value of the collateralised asset be subject to
market or foreign exchange rate risk, a “safety
margin” is used, i.e. a percentage of the end-
of-period value of the collateral pledged,
which is a function of the volatility of the
collateralised asset. The only portion of the
loan covered by the value of the assets net
of the differential is considered as guaranteed
during the approval phase. In the monitoring
stages, an adjustment is required on
guarantees for which the market value results

as being lower than the authorized value

net of the safety margin; notification of this
step is channeled into the implementation
process of the credit monitoring strategies.
For further insight into risk mitigation
techniques, see Paragraph 5.5 below.

Credit Risk Management policies and
disbursement processes are governed by
specific Group directives. Credit risk analysis
is performed internally for operational
purposes using the Credit Portfolio Model,
developed within the Parent Company,
which produces detailed ouputs in the form
of traditional risk measures such as Expected
and Unexpected Loss, both operational
(intra-risk diversified with a time horizon
of one year and a confidence interval
calibrated to the target rating of the Group
itself) and regulatory. There are several
inputs: probability of default (PD), obtained
through validated and non-validated models,
LGD rates (operational and regulatory),
number and types of guarantees supporting
the individual credit facilities, regulatory
and operational CCFs on the basis of
which regulatory and operational EAD are
estimated.

In accordance with the provisions of the
Second Pillar of Basel 2, the Montepaschi
Group is committed to the continuing
development of methodologies and models
in order to assess the impact on the loan
book of stress conditions produced using
sensitivity analyses with respect to individual
risk factors or through scenario analyses.

Results from the analyses performed on
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this category of risk are regularly included
in the more general flow of risk reporting
produced by the Chief Risk Officer Division
and submitted to the Parent Company’s

Risk Committee, Top Management and

Corporate Governing Bodies.
For further information, especially regarding
the Internal AIRB Model, please refer to

Paragraph 5.3.
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1.9 Operational Risk

The Montepaschi Group has adopted an
advanced management system for operational
risk, with the aim of guaranteeing effective
risk prevention and mitigation measures.
The risk management system consists in a
structured process which identifies, assesses
and monitors operational risks. This process
is defined in the Group’s Operational Risk
Governance and Control Directive.
The operational risk management system
adopted by the Group is divided into the
following macro-processes:

* identification,

* measurement,

* monitoring,

* management and control,

* maintenance,

* internal validation,

* review.
Each process is clearly documented and
is subject to the responsibility of a specific
corporate function. The organizational units
of the various Group subsidiaries are also
involved in the processes.
Corporate policies and procedures assign
the task of operational risk control to the
Operating Risk Officer Area. As previously
illustrated, the Operational, IT and
Reputational Risks Service has been set up
within this area and is responsible for:

* defining, and

developing updating

operational  risk management and
measurement systems;
* coordinating data collection and storage

systems;

* the reporting system on operational risks;

assessing the operational risk profile and
measuring the relative capital adequacy
requirements at both individual and
consolidated levels;

* operational supervision of IT risk.
The management and measurement
model designed and implemented by the
Montepaschi  Group incorporates the
following four components:

* internal data on operational loss;

* external data on operational loss;

* factors regarding the operating context

and the internal controls system;

* scenario analysis.
Classification of loss data adopts the event
and business line model established by the
Basel accord and adds further classifications
such as, organisational unit, geographical
area etc. The bank has defined a Loss
Data Collection (LDC) process aimed at
collecting and storing operational risk data
used to calculate capital requirements and
for management purposes.
The Loss Data Collection process has been
designed to ensure that data is complete,
reliable and up-to-date and, therefore, that
the management and measurement system
using it is effective.
As far as the external data on operational loss
is concerned, the Montepaschi Group has
opted for a strongly prudential approach.
the Italian

External data derives from

Operational losses database (Italian:

DIPO) consortium to which the
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Montepaschi Group has belonged since its
founding in 2003. The analysis of contextual
and control factors enables the identification
of the operational vulnerabilities to which
the bank is potentially exposed. In order to
provide greater granularity of analysis, which
is carried out with the individual process
owners through annual selfassessments of
operational risk control, the identification
of vulnerabilities is a prospective evaluation
aimed at highlighting the difficulties
inherent in day-by-day operations.

Lastly, the Montepaschi Group carries out
scenario analyses for its Top management on
a yearly basis: the analyses seck to identify
the greatest vulnerabilities to which the
Group is exposedon a forward-looking basis
and integrate the quantitative information
provided by the loss data in order to detect
any changes in the organizational and
business framework.

To ensure the correct application of this
methodology and its compliance with
current regulations, the operational risk
internal validation process has been allocated
to the Validation and Risk System Service.
The quality of operational risk management
and measurement systems is assessed on an
ongoing basis as is their compliance with
regulatory provisions, company needs and
trends in the market of reference. Within
this framework, it is also particularly
important not only to verify the reliability
of the methodology used in calculating
capital adequacy, but also to ascertain the
actual use of this system in decision-making

processes as well as in the daily operational

risk management systems. Furthermore, the
Operating Risk Officer Area is in charge of
producing reports on the operational risk
measurement and control system, both for
internal units and Supervisory authorities.
Each macro-process in which the system
is structured produces its own report
within a wider reporting framework. By
defining a grid of contents, recipients and
frequency of updates, the objective of this
activity is to ensure timely horizontal and
vertical communication of information
on operational risks among the different
corporate units concerned.

Results from the analyses performed on
this category of risk are regularly included
in the more general flow of risk reporting
produced by the Chief Risk Officer Division
and submitted to the Parent Company’s Risk
Management Committee, Top Management
and Corporate Governing Bodies.
Corporate regulations allocate the activity
of internal auditing to the Chief Audit
Executive Division. This consists in periodic
checks on the overall functioning of the
Montepaschi  Group’s operational  risk
management and control systems, so as to
achieve an independent, comprehensive
adequacy assessment in terms of efficiency
and effectiveness. Once a year, the Chief
Audit Executive Division compiles a report
updating the various company entities on
the auditing activities carried out, specifically
highlighting  vulnerabilities  identified,
corrective measures proposed and related

findings. For more insights on operational

risk, see also the following Chapter 12.
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1.10 Market Risk in the Trading Book

The Group’s
Trading Portfolio (RTP), or Trading book, is

Montepaschi Regulatory
made up of all the Trading books managed
by the Parent bank (BMPS), MPS Capital
Services (MPSCS). The portfolios of the
other retail subsidiaries are immune to
market risk since they only contain their
own bonds held to service retail customers.
Trading in derivatives, which are brokered
on behalf of the same customers, also calls
for risk to be centralised at, and managed by
MPSCS.

Market risks in the trading book are
monitored in terms of Value-at-Risk (VaR)
for operational purposes. Market risk
assumption, management and monitoring
are governed group-wide by a specific
resolution approved by the Board of
Directors.

The Group’s Finance and liquidity committee
is responsible for directing and coordinating
the overall process of managing the Group’s
proprietary finance thereby ensuring that the
management strategies of the various business
units are consistent.

Operating limits to trading activities are
defined and set by the Parent company, in
consistency with the Risk Appetite, and
are expressed by level of VaR delegated
authority, which is diversified by risk factors
and portfolios, in terms of monthly and
annual Stop loss and stress. The limits are
monitored on a daily basis.

In addition to being included in VaR

computations and in respective limits for the

credit spread risk component, Trading book
credit risk is also subject to specific operating
limits of issuer and bond concentration
risk, which specify the maximum notional
amounts by type of guarantor and rating
class on all investments in debt securities
(bonds and credit derivatives).

Referring to the Parent Company specifically,
the business area entrusted with trading
activities is the Finance, Treasury and Capital
Management Area (FTCMA). Trading
activities for MPSCS are performed by the
Global Markets Division.

The Business Units manage a proprietary
portfolio which takes trading positions
on interest rates, credit, shares, indices,
commodities and foreign exchanges. In
general, interest rate positions are taken by
purchasing or selling bonds, and by creating
positions in listed derivatives (futures)
and OTCs (IRS, swap options). Trading is
carried out exclusively on the Bank’s own
behalf, with objectives of absolute return,
in compliance with the delegated limits of
monthly and yearly VaR and Stop Loss.

With regard to credit risk in the trading
book, the equity positions are generally
managed through the purchase or sale of
bonds issued by companies or by creating
synthetic positions in derivatives. The
activity is oriented to achieving a long or
short position on individual issuers, or a long
or short exposure on specific commodities.

The activity is carried out solely on the

Bank’s own behalf with objectives of absolute
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return.

The Montepaschi Group’s Trading Book is
subject to daily monitoring and reporting by
the Parent Company’s Financial Risk Officer
Area on the basis of proprietary systems.
VaR for management purposes is calculated
separately from the operating units, using
the internal risk measurement model
implemented by the Risk Management
function in keeping with international

best practices. However, the Group uses the

1.11 Counterparty Risk

Counterparty risk is a specific kind of
credit risk and is linked to potential losses
due to the default of counterparties in
financial transactions prior to settlement
and is associated with financial instruments
which have a positive value at the time
of counterparty’s defaulc. The financial
instruments which point to this kind of risk:

* generate an exposure that is equal to their
positive fair value;

* have a market value which evolves over
time depending on underlying market
variables;

* generate an exchange of payments or
an exchange of financial instruments or
goods against payment.

The prudential treatment of counterparty
risk is applied to the following types of
financial instruments:

+ creditand financial derivative instruments
traded;

* Securities Financing Transactions (SFTs),

standardised methodology in the area of
market risks solely for reporting purposes.
Results from the analyses performed on
this category of risk are regularly included
in the more general flow of risk reporting
produced by the Chief Risk Officer Division
and submitted to the Parent Company’s Risk
Management Committee, Top Management
and Corporate Governing Bodies.

For further quantitative details on market

risk, please refer to Chapter 7.

such as: repos and reverse repos on

securities or commodities, securities
or commodities lending or borrowing

transactions and borrowing on margin;

Long  Settlement  Transactions (LSTs),
such as: forward transactions in which
a counterparty commits to delivering
(receiving) a security, commodity or
foreign currency against receipt (delivery)
of cash payment, other financial
instruments or goods with settlement
upon a pre-established contractual date,
later than the one determined by market
practice for these types of transaction.
The scope of measurement for counterparty
risk includes all banks and subsidiaries
belonging to the Group with respect to
positions held regardless of the portfolio to
which they are allocated (both the Banking
Book and Trading Book for supervisory

purposes are subject to capital requirements

for counterparty risk). As referred to in the
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Supervisory regulations, when measuring

exposure to counterparty risk, the
Montepaschi Group adopts the regulatory
market value method to determine the
Exposure at Default (EAD) for OTC,
Exchange Traded Derivatives (ETD) and LST
transactions and the comprehensive approach
to calculate EAD for SFT transactions.

In accordance with the Risk Appetite
Framework, the Parent Company has
defined annually and approved operational

limits for counterparty credit exposures

by level of delegated authority and subject
to daily monitoring. Results from the
analyses performed on this category of risk
are regularly included in the more general
flow of risk reporting produced by the Chief
Risk Officer Division and submitted to the
Parent Company’s Risk Committee, Top
Management and Corporate Governing
Bodies.

For further quantitative details on
counterparty risk and related management

processes, please refer

in terms of EAD for OTC derivatives and  to Chapter 6.
SFTs transactions. Such limits are expressed
P I L L A R 3 D E C E M B E R 2 0 2 0
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1.12 Interest Rate Risk in the Banking Book

The Banking Book consists of all exposures
not included in the Trading Book and, in
accordance with international best practices,
identifies the set of the Group’s commercial
trades connected to the transformation of
maturities in the assets and liabilities and
ALM financial activities (treasury and risk
hedging derivatives).

The strategic Banking Book rate risk choices
are defined periodically in the /RRBB

Strategy document approved by the Board of

1.13 Liquidity Risk

The Group has used a Liquidity Risk
Framework for many years now, intended
as the set of tools, methodologies,
organisational and governance setups which
ensures both compliance with national and
international regulations and adequate
liquidity risk governance in the short
(Operating Liquidity) and medium/long
term (Structural Liquidity), under business-
as-usual and stress conditions.

The reference Liquidity Risk model for the
Montepaschi Group is “centralised” and
calls for the management of short-term
liquidity reserves and medium/long-term
financial balance at Parent Company level,
guaranteeing solvency on a consolidated and
individual basis for the Subsidiaries.

The internal assessment of liquidity adequacy

(Internal Liquidity Adequacy Statement -

Directors and made operational within the
Group’s Finance and Liquidity Committee;
these choices are based on interest rate risk
measures expressed in terms of changes in
economic value as well as interest margin.

For further details on the methodologies
developed in relation to the interest rate risk
in the banking Book (Banking Book ALM)
and related quantitative findings, please refer

to Chapter 8.

ILAAP) is a process that is part of the more
general Risk Management macro-process,
in direct connection with the Risk Appetite
Framework (RAF) through the annual
formulation of the Risk Appetite Statement

(RAS).

Liquidity Risk Management

Management of the Groups Operating
Liquidity is intended to ensure the Group
is in a position to meet cash payment
obligations in the short term. The essential
condition for a normal course of business in
banking is the maintenance of a sustainable
imbalance between cash inflows and outflows
in the short term. The benchmark metric in
this respect is the difference between net
cumulative cash flows and Counterbalancing

Capacity, that is to say, the reserve of liquidity
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in response to stress conditions over a short
time horizon in addition to the Liguidity
Coverage Ratio (LCR) regulatory measure
- Delegated Act. From the extremely short-
term perspective, the Group adopts a system
for the analysis and monitoring of Intraday
liquidity, with the goal of ensuring normal
development during the day of the bank’s
treasury and its capacity to meet its intraday
payment commitments.
Management of the Group’s Structural
Liquidity is intended to ensure the structural
financial balance by maturity buckets over a
time horizon of more than one year, both
at Group and individual company level.
Maintenance of an adequate dynamic ratio
between medium/long term assets and
liabilities is aimed at preventing current
and prospective short-term funding sources
from being under pressure. The benchmark
metrics include gap ratios which measure
both the ratio of total funding and loans over
more-than-1-year and more-than-5-year
maturity deposits and the ratio of funding
and loans to retail/corporate deposits in
addition to the regulatory measurement
of the Net Stable Funding Ratio (NSFR) in
accordance with the BCBS definition.
As of 31 December 2020, the medium/
long-term liquidity indicator, the Net Stable
Funding Ratio (NSFR), was above the
regulatory requirement of 100%.
The Group defined and formalised the asset
encumbrance management and monitoring
framework with the goal of analysing:

* the overall degree of encumbrance of

total assets;

* the existence of a sufficient quantity
of assets that may be encumbered but
which are free;

* the Group’s capacity to transform
bank assets into eligible assets (or in an
equivalent manner, to encumber 7non-
eligible assets in bilateral transactions);

and the monitoring framework of the

Concentration Risk, with the goal of

analysing:

* the concentration of the funding sources,
by counterparty and by type of channel;

* the concentration of the assets composing
the liquidity reserves of the Group.

The liquidity position is monitored under

and under

business-as-usual conditions

specific, system-wide and/or combined
stress scenarios (with adverse and extreme
intensity) according to the Liquidity Stress
Test Framework. The exercises have the
objective of:

* timely reporting the Group’s major
vulnerabilities in exposure to liquidity
risk

* to calculate the survival time frame of the
Group under stress conditions;

* allowing for prudential determination
of the required levels to be applied to
the Liquidity Risk measurement metrics
within the scope of the annual Risk
Appetite Statement.

As part of Risk Appetite Framework, the
Liquidity Risk Framework identifies the
tolerance thresholds for liquidity risk, that is
to say the maximum risk exposure deemed

sustainable in a business-as-usual scenario.

The short/medium and long-term liquidity
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risk limits derive from the setting of these
risk appetite thresholds.

The system of operating limits, known as
Liquidity Risk Limits, is defined so as to make
it possible to promptly identify approaches
towards the risk tolerance threshold defined
in the annual Risk Appetite Statement process.
In order to immediately identify the
emergence of vulnerabilities in the Liquidity
position, the Group has developed a range
of Early Warnings, classified as generic
or specific depending on whether the
individual indicator is designed to detect
potential vulnerabilities in the overall

economic context of reference or in the

Group structure.

Group’s Liquidity Management

Operating  and  structural  liquidity
management is governed by the Parent
Company’s Liquidity Management
Department, which is responsible for

defining and implementing fiunding strategies
in the short and medium/long-term.

With reference to the management of
operating liquidity, Liquidity Management
manages the Group’s “liquidity reserves” so
as to guarantee the Bank’s capacity to deal
with expected and unexpected outflows,
to that end making recourse to various
interbank market instruments (unsecured
deposits, collateralised deposits, repos) as
well as transactions with the Central Bank.
With regard to the management of structural
liquidity, Liquidity Management pursues
the objectives laid out in detail in the

annual Funding Plan which outlines the

medium/long-term strategies defined on
an operational basis in the “Liguidity and
Funding Straregy’. The Group’s Liquidity
and Funding Strategy defines the funding
activity guidelines of the BMPS Group in
terms of risk appetite, with a three-year time
horizon, in compliance with the long-term
Risk Tolerance thresholds on operating and
structural liquidity indicators, internal and
regulatory, defined within the Group’s Risk
Appetite Statement (RAS).

In addition, to complete the Funding
Plan, Liquidity Management prepares
the Contingency Funding Plan, which
represents the operational tool for liquidity
risk management intended to define
intervention strategies in the case of extreme
liquidity tensions, laying out procedures
and actions that may be promptly activated
to obtain sources of funds in emergencies.
The strategies to be applied are defined on
a case by case basis by the Management
Committee at its Liquidity Stress/Crisis
session considering the type, duration and

intensity of the crisis and the reference

context when the crisis takes place.




1 Risk management objectives and policies

42

1.14 Equity Investment Portfolio Risk

Equity Investment risk is defined as
the risk of incurring potential losses
deriving from fluctuations in the value of
Equity investments in light of changed
macroeconomic and market scenarios and/
or the continuation of situations of capital,
income and/or financial imbalance.

To calculate Internal Capital against such
risk, Montepaschi Group has adopted the
standardised approach, in line with the
methodological framework for estimating
Internal Capital. This approach requires
that exposures in equity instruments be
assigned a risk weight of 100 % or 150% for
particularly high-risk positions, unless they
are to be deducted from Own Funds.
According to the current supervisory rules
(CRD5/CRR2), also

these mechanisms

include non-significant investments in
financial sector entities within the scope of
deductions (<10%) and including indirect
and synthetic investments along with direct
investments. The regulations also provide
for exemptions from deduction. For non-
significantinvestmentsin CET1 instruments,
AT1 instruments and T2 instruments in
other financial sector entities, the amount
deducted is calculated by comparing the
total aggregate with the exemption, which
is then divided in proportion to the weight
% of each type of investment on the total
class of instruments and the amount of the
exemption is weighted at 100% or 150%
if high risk. For significant investments

(>10%) in other financial sector entities, the

regulations provide for a double exemption
(together with temporary non-convertible
DTAs) in the calculation of the deducted
amount and a risk weight of 250% of the
amount not deducted.

The Internal Capital is quantified by the
Financial Risk Officer Area of the Parent
Company.

Results from the analyses performed on
this category of risk are regularly included
in the more general flow of risk reporting
produced by the Chief Risk Officer Division
and submitted to the Parent Company’s Risk
Management Committee, Top Management
and Corporate Governing Bodies.

For further accounting details on risk in the
Equity Investments Portfolio, please refer to

Chapter 9.
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1.15 Strategic Risk

Business /Strategic Risk is defined as the
current and/or prospective risk of unexpected
losses due to high business volatility (business
risk), adverse strategic decisions and/or poor
responsiveness to changes in the competitive
environment (strategic risk).

A Value/Earnings-at-Risk model is used to
determine the internal capital requirement
against Business/Strategic Risk based on an

“earnings volatility” evaluation.

1.16 Real Estate Risk

Real Estate Risk is defined as the risk of
incurring potential losses from unexpected
changes in the value of the real estate portfolio
as a result of real estate market performance
in general as well as and inadequate property
management and/or maintenance.

As part of its operations, the Group is
exposed to risk in the real estate sector,
both as a result of investments directly held
in owned properties and, in the context

of lending activities, as a result of loans

The model adopted estimates the business
margins historical volatility, or ‘earnings
volatility”, calculated for the Group and the
main Legal Entities, taking into account
the following income statement items: net
interest income, net fees & commissions,
other administrative expenses, personnel
costs.

Internal Capital is quantified by the Financial

Risk Officer Area of the Parent company.

granted to companies operating in the real
estate sector, whose cash flows are mainly
generated by the rental or sale of properties
(known as commercial real estate), as well as
from the activity of granting loans to private
individuals backed by real estate collateral.
Internal Capital for Real Estate Risk is
represented by regulatory capital.

The Internal Capital is quantified by the
Financial Risk Officer Area of the Parent

company.
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1.17 Risk inherent in investment products/services

The Group pays particular attention to the
governance of risks regarding investment
services are directly or indirectly reflective
of the risks incurred by customers in
the provision of investment services and
activities.

The governance of these risks is aimed at
protecting customers and preventing any
potential repercussions on the Group in
terms of operational and reputational risk.
Organisational responsibility at Group level
for supervising financial risk measurement,
monitoring and control activities and for

investment  products/services

mapping
for the purposes of MIFID adequacy is
an integral part of the Group’s integrated
risk management responsibilities and is
centralized to the Wealth Risk Management
Service within the Parent Company’s Chief
Risk Officer Division. This is to ensure
centralised governance of the direct and
indirect risks which the Group incurs during
the course of its operations.

focuses

Wealth
the

risk  management on

comprehensive set  of operational
and management processes as well as
measurement and monitoring tools/methods
used to ensure overall consistency between
customers’ risk profiles and the risk of
investment products and portfolios offered
to -or in any case held by- customers.

In addition, in the more general context of

Product Governance of financial products

for customers, the wealth risk management
activity envisages the oversight of certain
specific aspects, such as product testing,
review, and product monitoring.

Through its responses to the MiFID profiling
questionnaire, the Customer provides the
Bank with information on their particular
characteristics and needs (including their
knowledge, experience, investment objective
and time horizon), which helps determine
the customer’s general risk profile.

The investment products (of the Group and
of third parties), whether or not included
in the overall offering to the Group’s
customers, are mapped for risk on the basis
of quantitative measurements of market and
credit risk factors; liquidity and complexity
assessments are also conducted on these
products. Product mapping is one of the
guiding criteria for carrying out investment
adequacy checks as part of the consulting
service offered.

For the sake of simplicity, investment
product risk mapping, performed with
reference to individual risk macro-factors, is
grouped under specific risk categories.

A special focus is given by the Bank to the
monitoring and prevention of potential
financial and reputational risks which
investment services, particularly within the
context of financial crisis, may generate as a
consequence of increased market volatility.

The fast-moving and not always predictable
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market trends may result in rapid changes in
product risks and generate potential financial
losses, as well as prompting a changing
attitude by customers towards their own
financial investments.

Customers are regularly informed of
changes in the risk of financial instruments
held, so as to ensure timely informational
transparency and facilitate possible decisions
aimed at rebalancing the risk profile of their
investments.

The strategic choice of the Banca MPS is to
combine the placement of financial products
with advisory so as to ensure the highest
level of protection for the investor and, at
the same time, enhance the role played by
relationship managers. Again, with a view to
protecting customers, the obligation to verify
appropriateness has also been extended to the
trading activities on the secondary market of
the certificates issued by the Group.

Banca MPS offers two types of advisory
services:

* “Basic” advisory is aimed at verifying the
suitability of the individual investments
recommended in relation to the risk of
the customer’s investment portfolio as
a whole. As part of this, the adequacy
model adopts a multivariate control logic
on the individual risk factors, based on
the customer’s portfolio risk, including
the investment product that is being
recommended;

* “advanced” advisory, aimed at verifying

the suitability of the overall set of

transactions recommended, in relation
to a set of investment/disinvestment
transactions aimed at building one or
advanced

more advisory  portfolios,

in accordance with the respective
investment objectives, with regard to
optimum  asset allocation to maximise
prospective returns, with respect to
the risk of the customer’s investment
profile as a whole. In this regard, the
adequacy model adopts a multivariate
control approach to the individual risk
factors, taking the risk of the customer’s
portfolio, including the recommended
investment product(s), as a reference.
Wealth risk management activities cover
the entire distribution scope of the branch
network of MPS Group and investment

services operated by Banca Widiba and MPS

Capital Services.
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1.18 Reputational Risk

Reputational risk can be defined as the
current and potential risk of a decline in
earnings, capital or liquidity resulting from
a negative perception of the bank’s image by
its customers, counterparties, shareholders,
investors, and regulators. This is a “second
level” risk, which triggers on other types
of risk typical of banking activities, mainly
operational, strategic, legal and compliance
risks, or which is generated by external events,
negative news on the bank or on the sector
banking or an inappropriate management of
external communications.

The Group has a Code of Ethics which
points out the references and guiding
principles which must guide expected
conduct, consistently and in continuity with
its core values: the ethics of responsibility,
customer focus, attention to change, a
pro-active and entrepreneurial approach, a
passion for professional know-how, team
spirit and cooperation.

The governance model for the Group’s
Reputational Risks, consistent with the
overall risk governance process, assigns the
strategic supervisory function to the Board
of Directors and responsibility for governing
the Reputational Risk processes to the CRO
Division.

The Reputational Risk is managed by a
specific  framework aimed at monitoring,
the
The

safeguarding, and  consolidating

relationship  with all  stakeholders.
framework devotes attention to sustainability

and it is based on institution-wide risk

culture, management the Group’s reputation
and primary risks (credit risk, operational
risk, market risk, legal risk, risk of investment
products, strategic risk, and compliance),
the development of organizational and
communication controls.

It provides for ordinary management, aimed
at overseeing and increasing reputation in
the day-to-day activities and extraordinary
management, in the event of a reputational
crisis, aimed at minimizing reputational
damage through extraordinary and timely
response to events.

Each business Function with reference to the
activities for which it is responsible, given
the pervasive and transversal nature of this
risk, is involved in the process of protecting
the image and safeguarding the corporate
reputation, for the purpose of identifying
reputational risks and related organizational
controls.

In the event of new product launches,
commercial initiatives and any unilateral
actions,  preliminary  assessments  are
conducted to mitigate this risk and no
business activities are financed that are

the

not consistent with socio-ethical-
environmental objectives of the Code of
Ethics.

Specific processes are provided for managing

internal and external communication

and structured authorization  processes
that certify the quality and accuracy of
information to the outside according to their

nature and relevance.
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In the event of a reputational crisis
(extraordinary management), an escalation
process is envisaged so as to contain the
impacts and to quickly manage the messages
to be conveyed externally and internally to
all stakeholders.

The

framework  includes  reputational
indicators that “measure” the strength of
the relationship with the main stakeholders
(customers, employees, Institutions/
communities, regulators, and sharcholders/
investors), and are monitored periodically.
Internal climate surveys among employees as

well as external surveys between customers

and non-customers are used to monitor the
level of satisfaction of the services provided
to customers, the perception of the Group’s
image, and the sentiment expressed in the
online media. Some of these indicators are
included in the RAS 2020 and are monitored
on a quarterly basis.

Since the risks, as well as the tools to identify
and monitor them, are constantly evolving,
the Group is active in promoting the spread
of risk culture within the institution through
specific  training courses for employees

designed on the main banking risks.
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2. Scope of application

The disclosure contained in this document
(disclosure to the Public) refers solely to
the Monte dei Paschi di Siena “Banking
as

Group” defined by  Supervisory

provisions. The “prudential” scope of
consolidation is determined according to
prudential regulations and differs from
the scope of the consolidated financial
statements, determined under IAS/IFRS.
For the calculation of regulatory capital
and prudential requirements it identifies
the prudential scope of consolidation and
this can create mismatches between the data
disclosed in this document and that included
in the Consolidated Financial Statements.
These differences are mainly attributable to:
* consolidation, using the line-by-line
the TAS/IFRS financial

method in

statements of companies not included

in the Register of Banking Groups and
consolidation with the equity method for
prudential supervision;

* consolidation with the equity method
in the IAS/IFRS financial statements of
the company 