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Table II1.1. Comparison of Spanish credit
institutions with the European average. Decem-
ber 2002

Tier 1 ratio 103.5
Total ratio 103.3
Risk-weighted assets / TA 133.5
Provisions / doubtful assets 359.9
(Doubtful assets - provisions) / lending -56.3

Sources: EU banking sector stability, ECB and Banking Supervi-
sion Committee of the ESCB, forthcoming publication, and in-
house.

Note: Data relative to weighted EU average, normalised to 100.

varies from country to country, a more
comparable ratio is doubtful assets net of
provisions for bad debts as a proportion of
total lending (3). Spain’s ratio is below the
European average, as a result of the high
cover ratio for doubtful assets (4).

If the comparison is restricted to large in-
stitutions, the situation is not very different.
First, the Tier 1 ratio is slightly above the
European average (3%), while the total ra-
tio is somewhat more so (6%). Weighted
risks exceed the European average (34%),
while the cover ratio and the doubtful as-
sets ratio corrected for provisions for bad
debts are almost double the European level
(172% and 185%, respectively).

In short, Spanish institutions engage in a
type of business more focused on retail
lending, with solvency ratios at around the
average level for European institutions and
well above the regulatory minimums. The
level of coverage of their doubtful assets by
provisions is high and they also report high
rates of return, which are the first line of
defence against the possible emergence of
difficulties.

Basel Il and SMEs

In 1988 the BCBS set uniform minimum
capital requirements for internationally ac-

(3) This corrects for the distortion introduced when fully
provisioned doubtful assets are maintained on the balance
sheet until recovery. In Spain they must be written off after
three years from default (six years when there is mortgage se-
curity).

(4) The negative sign in Table III.1 indicates that on aver-
age European institutions’ doubtful assets are insufficiently
covered, unlike in the case of Spain.

tive banks. The aim was, on one hand, to
strengthen the solvency of the international
financial system, after a long process of
liberalisation and deregulation and, on the
other, to level the playing field on which
banks competed. With the passage of time,
banking regulators have seen how the sim-
ple arrangements of the 1988 accord have
not been capable of responding either to the
changes associated with financial innova-
tion, which have led to the emergence of
new more complex assets (credit deriva-
tives) and have facilitated the mobilisation
of others (securitisation), or to the substan-
tial improvement in the identification,
measurement and control of risks (includ-
ing operational risk). Accordingly, the
BCBS set in motion a process for reform of
the 1988 accord with the aim of incorporat-
ing the improvements in risk management
and correcting some of the deficiencies that
have become more noticeable with time.

The BCBS seeks to secure a much closer
relationship between capital requirements
and the level of risk incurred by an institu-
tion. It does not seem appropriate that lend-
ing to non-financial firms should consume
8% of capital, irrespective of the risk of the
borrower. The probability of default is very
different for firms with AAA and CCC
credit ratings. To correct these distortions,
the BCBS has developed, through a dia-
logue with the banking industry, capital-re-
quirement curves that depend on a number
of parameters directly related to the credit
rating of each counterparty (probability of
default or PD and loss given default or
LGD) and to the characteristics of the
transaction (amount, maturity and securi-

ty).

Among the issues to have aroused most in-
terest in the New Capital Accord is the
treatment of financing to SMEs. The latest
proposal (April 2003 consultative docu-
ment) defines SMEs as enterprises with an
annual turnover of less than €50 million
and establishes capital requirements calcu-
lated in a similar way to those for large
firms, but adjusted in accordance with the
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Chart III.12. Probabilities of default (PD) by
type of firm (%). Credit institutions

—
Turnover > €50M

1994 1995 1996 1997 1998 1999 2000 2001

8
7 \
N\
5
4 V\ Turnover < €50 million
. Exposure < €1 million
3 s < €50 million
e > €1 million \\
? e —
1
0

Note: The probability of default is approximated by the average
percentage of borrowers who default each year.

size of each firm. Alternatively, those insti-
tutions whose total exposure to an SME
does not exceed €1 million may apply the
requirements for the other retail portfolio.

Obviously, the impact of the new capital
requirements for financing to firms will de-
pend on the probability of default and the
relative weight of the various segments
considered. In a recent paper (5), which
considers all Spanish credit institutions, the
probability of default is seen to vary ac-
cording to the type of firm and, to a lesser
extent, with time. (Chart I11.12).

The data in Chart III.12 show the differ-
ence in the level of credit risk between
large firms and SMEs and, accordingly, the
distortion that an identical capital require-
ment for both types of exposure may gen-
erate. However, when there is a very large
number of loans, as in the case of the port-
folio of loans to SMEs, the risk is more di-
versified.

Given the distribution of loan exposure be-
tween large firms and SMEs (the latter be-
ing separated into those to whom the bank
exposure is greater or less than one million
euro), the average PD of the three groups
and the associated capital requirements, it
is possible to calculate the impact of Basel
II on the financing of firms.

(5) “The impact of Basel II on lending to small and me-
dium-sized firms. A regulatory policy assessment based on the
Spanish Credit Register” by J. Saurina and C. Trucharte, avail-
able at the Banco de Espafia website.
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Chart III.13. Capital ratios and the contribu-
tions of various groups of firms (%). Credit insti-
tutions
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Chart II1.13 compares the contributions of
these three groups of firms to the total capi-
tal ratio under the present system and under
the two Basel II proposals, namely the
standardised approach (SA) and the internal
ratings-based (IRB) approach. It can be
seen that under Basel II, as currently for-
mulated, and without considering the addi-
tional requirements for operational risk or
other risk-mitigating elements, the capital
requirements for the total exposures of
Spanish credit institutions would be moder-
ately reduced (by somewhat less than 10%),
the magnitude of the reduction being prac-
tically the same under both approaches.
The basic IRB approach would entail a re-
duction in capital requirements, both for
loans to large firms and for loans to SMEs,
especially when the exposure to the entity
is less than one million euro.

In short, and with the caveats that a study
of this nature implicitly involves, the cur-
rent proposals of the BCBS will not signifi-
cantly affect the existing patterns of bank
financing to firms in Spain. The results pre-
sented here are for the aggregate level of all
credit institutions. It is possible that the im-
pact will be different at the level of the in-
dividual institution.

Initiatives of supervisors and regulators

The BCBS has, very recently, made sub-
stantial progress towards finalisation of the
New Capital Accord, which is analysed in
more detail in Box III.1.
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Box III.1

Significant progress on the New Basel Capital Accord

The BCBS has been working since 1998 to develop a new capital accord to overcome the shortcomings of the
existing accord, known as Basel I. In April 2003, after conducting a comprehensive study of the impact of its
proposals, the BCBS opened a third consultation period, issuing the consultative paper known as CP3. During
this period, which closed at the end of July, more than 200 comments were received from interested entities.
Most of the responses received show clear support for the objectives of the BCBS and the proposed structure.
However, some suggestions of great importance were also received (capital requirements for unexpected losses
only, complexity in the treatment of securitisation, etc.). In August and September the BCBS and its working
groups analysed the comments received, seeking and identifying the appropriate solution for those suggestions
that improve the existing proposals, while maintaining the objective of concluding the Accord within the next
few months.

The BCBS met on 10 and 11 October in Madrid to analyse the reaction of the industry to its proposals and to
decide which elements should be taken into account to improve the Accord. The result of the meeting was very
positive, demonstrating among other things the receptiveness of the BCBS to the comments received. Consensus
was reached between the member countries of the BCBS to resolve the outstanding issues by mid-year 2004.
This commitment provides the institutions with certainty regarding the final implementation of the New Accord
and encourages them to press ahead with their efforts to improve their internal risk management and measure-
ment systems. The decisions taken by the BCBS were published in a press release issued on 11 October. This
release identifies the following main areas in which the Accord might be improved and which will be the focus
for work in the coming months:

1. The treatment of expected and unexpected losses.

2. Simplifying the treatment of asset securitisation. In particular, a simpler method is needed to treat asset-
backed securities without an external rating than that of the existing supervisory formula.

3. The treatment of credit card commitments and related issues.
4. The treatment of certain credit risk mitigation techniques.

Notable among these subjects is the treatment in the Accord of expected and unexpected losses. Under the exist-
ing proposals credit institutions’ capital requirements would be based on the sum of both types of loss, with a
relatively complex treatment of provisions (distinguishing between specific and general provisions). This pro-
posal was the result of a practical compromise between supervisors to ensure that expected losses were adequate-
ly covered in one way (provisions) or another (capital), irrespective of each country’s accounting rules.

However, the comments received and the BCBS’s own internal studies have led the latter to modify the Accord
so that capital requirements are only based on unexpected losses. The treatment, besides being conceptually
more correct, would not discriminate between the different types of provision, would resolve the problems in-
volved in recognising additional elements that could be used to offset expected losses (such as future margin in-
come) and, finally, would be simpler. Given the conceptual importance of this change, the BCBS has decided to
request public comment on this particular matter by 31 December 2003. The most notable aspects of the pro-
posed new treatment, in comparison with the internal ratings-based (IRB) approach, are the following:

1. The capital requirements would be calculated only on the basis of unexpected losses. Accordingly, certain
offsets, in particular future margin income, would no longer be necessary.

2. All provisions, specific, general and statistical (in the Spanish case), would have the same treatment. Also,
the general provision (up to the limit of 1.25% of risk-weighted assets) would not be included as such in Tier
2 capital.

3. A system has been designed to take into account the relationship between expected losses and the provisions
made by institutions, so as to ensure that the former are properly covered and that incentives exist for the lat-
ter to be made:

i) If there is a provision shortfall, i.e. if expected losses exceed the sum of all the institution’s provisions,
then the shortfall amount shall be deducted from capital (50% from Tier 1 and 50% from Tier 2).

ii) If, on the other hand, there are excess provision amounts, they may be included in Tier 2 capital, like
general provisions at the moment, but subject to a limit of 20% of total Tier 2 capital.

As regards the effect of this proposal on the standardised approach, the BCBS does not believe that any adjust-
ments are necessary. Another two subjects specifically mentioned in the press release are calibration, the BCBS
recognising the importance of ensuring that errors have not been made in relation to the objectives pursued, and
the implementation of the accord, the BCBS noting that it has intensified its efforts to facilitate implementation.

In short, the Madrid meeting of the BCBS was an important step forward for the conclusion of Basel II.
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Box III.2

Activity of the Joint Forum

The Joint Forum was set up in 1996 under the auspices of the BCBS, the International Organization
of Securities Commissions (IOSCO) and the International Association of Insurance Supervisors
(IAIS). It is made up of a similar number of experts representing the three sectors banks, securities
and insurance. There are 13 countries represented in the Joint Forum: Germany, Australia, Belgium,
Canada, Spain, the United States, France, Italy, Japan, the Netherlands, Sweden, Switzerland and the
United Kingdom.

Since it was set up, the Joint Forum has been addressing issues relating to the supervision of so-
called financial conglomerates, as well as diverse aspects of an intersectoral nature of interest to the
supervisors of the three sectors. The existence of financial conglomerates (1) and the increasing in-
terrelatedness of the activities of the institutions in each financial sector have intensified the need for
co-operation between the supervisors of the three sectors. The presidency of the Joint Forum rotates
among the three sponsoring organisations every two years. Since January 2002 the presidency has
corresponded to a representative of the BCBS, which appointed the Banco de Espaiia to perform the
task. During the last two years diverse intersectoral studies have been conducted in the Joint Forum,
some of which have been published:

1. [Initiatives by the BCBS, IAIS and IOSCO to combat money laundering and the financing of ter-
rorism (2).

2. Operational risk transfer across financial sectors (3). This report focuses on insurance as the in-
strument most widely used to transfer operational risk. The analysis highlights diverse aspects of
risk management to be considered by institutions involved in such operations, both from the
perspective of the protection buyer and of the protection seller, as well as the implications of this
type of operation for the respective supervisors.

3. Trends in risk integration and aggregation (4). On the basis of a survey of 31 financial institu-
tions in 12 jurisdictions, this report describes the main trends observed. These are, first, from an
organisational viewpoint, an increasing emphasis on the management of risk on an integrated
firm-wide basis and, second, from a quantitative viewpoint, a growing use of mathematical mod-
els to calculate capital requirements. Also, the report notes the main regulatory changes (the EU
Directive on Conglomerates and the Gramm-Leach-Bliley Act in the United States) and supervi-
sory trends (increasing integration of processes for the supervision of groups whose activities
straddle the traditional boundaries of each sector).

The latter two reports, together with the prior study of risk management practices and capital ap-
proaches in each sector (5), form the basis for a round table organised for 6 November in New York
with representatives of credit institutions, securities firms and insurance companies. The purpose is
to enhance the interaction between supervisors and supervised institutions in the three sectors and to
share the different viewpoints that exist.

In addition, the degree of compliance by the financial institutions of the three sectors with the rec-
ommendations for disclosure of information on financial risks contained in the “Report of the Multi-
disciplinary Working Group on Enhanced Disclosure” (known as the “Fisher II Report”) (6) has
been monitored. The main conclusions of this analysis are to be published shortly.

(1) The European Directive on the supervision of financial conglomerates is based on the principles published by the Joint
Forum. Since 1995, the Spanish legislation in this area (on non-consolidated mixed groups) also follows the principles laid down
by the forum.

(2) June 2003. http://www.bis.org/publ/joint05.htm

(3) August 2003. http://www.bis.org/publ/joint06.htm

(4) August 2003. http://www.bis.org/joint07.htm

(5) “Risk Management Practices and Regulatory Capital — Cross-sectoral Comparison” (November 2001) http://
www.bis.org/publ/joint04.htm

(6) April 2001. http://www.bis.org/publ/joint01.htm
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The increasing interrelatedness between the
activities engaged in by banks, securities
firms and insurance companies and the
transferring of risk between these three sec-

tors have stimulated co-operation between
the regulators and supervisors of these sec-
tors. Recent developments in this respect
are examined in Box IIL.2.
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