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2020 has been marked by the unprecedented global health and economic crisis
triggered by COVID-19. Activity and employment have experienced a very pronounced
fall, which has been especially intense in those countries, like Spain, whose business
sectors have smaller-sized firms, more temporary employment and a higher weight
of the economic sectors that have been hardest hit, owing to the greater social
interaction required. This sharp initial impact has been followed by a recovery that
remains partial, uncertain and uneven. In any event, this crisis has highlighted the
importance of resolutely tackling the structural challenges faced by our economy.

The economic authorities have taken forceful action to address the challenges
prompted by the COVID-19 crisis, and the degree of coordination achieved has been
particularly positive. Given the global nature of the crisis, cross-country coordination
was essential in order for any response to be effective. This was especially important
in European Union (EU) countries, owing to our high degree of economic and financial
interconnectedness and the institutions that we share. The swift and forceful
monetary policy measures taken by the European Central Bank have allowed
financial conditions to remain highly favourable in all countries. This have paved the
way for fiscal policy measures at both national and EU level (in particular through
the approval of the Next Generation EU programme), aimed at preventing the
pandemic’s economic effects from becoming persistent and adversely affecting
long-term growth potential.

Inthe financial arena, the European authorities with prudential powers, in coordination
with national and international authorities as well, adopted numerous decisions to
enable the financial system to contribute to overcoming the crisis. The prudential
supervisors revised their guidelines on capital and liquidity buffers and allowed
banks to temporarily operate below the regulatory level set for some of these
requirements, in order to help them continue to provide the financing needed by
households and firms in an adverse environment. Various recommendations have
also been approved on restricting dividend distribution, aimed at increasing the
build-up of banks’ loss-absorbing resources amid the heightened uncertainty.
The accounting authorities have also been explicit about the need to bear in mind the
exogenous and, in principle, temporary nature of the crisis when applying regulations,
which include the flexibility required to accommodate this situation.
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In this context, the banking sector has played a key role in applying some economic
support measures, by facilitating the transmission of monetary policy decisions,
ensuring accommodative financial conditions and implementing some of the financial
and tax initiatives, such as the moratoria and State guarantee schemes. This has
borne out the importance of the improvements made over the last decade in the
quality of the sector’s balance sheet and in its solvency levels, which have left it
better placed to absorb the impacts of this crisis and to continue lending. In this
respect, we should note the effect of the far-reaching international financial reform
which has, so far, allowed the financial system to act as a mitigating, as opposed to
an amplifying, factor of the impact of this crisis.

This improved starting position, together with the swiftness, decisiveness and
complementarity of the response from the different authorities, helped to absorb
the initial impact of the shock, contributed to maintaining the provision of credit to the
economy and prevented systemic risks from materialising. However, we have to
acknowledge that the crisis has had a considerable impact on non-financial
companies’ income statements and on household income, impairing their solvency.
Similarly, financial institutions’ results deteriorated significantly in 2020, owing above
all to the anticipated credit impairment provisions. Banks must continue to recognise
this deterioration in an appropriate and timely manner. Only in this way will it be
possible to have a reliable diagnosis of the situation that prevents dislocations when
allocating financial resources to productive activities and fosters the adoption of the
measures needed for a robust and sustained recovery.

Looking to the coming months, it is important to recognise that the final impact of the
crisis on the banking sector will depend both on its scale and duration and on
the effectiveness of the economic policies in alleviating its effects on households
and firms. The current status of the economic recovery (partial, uncertain and
uneven) warrants maintaining a large part of the exceptional economic support
measures, in particular for certain sectors and individuals.

One of the most concerning consequences of the persistence of the crisis is that the
initial liquidity difficulties of the hardest-hit non-financial corporations could morph
into solvency problems. Should such solvency problems materialise, they would not
only lead to a destruction of the productive system and employment, but they would
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also eventually affect the financial position of the banking sector, which might
respond by restricting lending. That would, in turn, fuel the negative effects on the
capacity for recovery and medium-term economic growth.

Against this backdrop, March 2021 saw the approval of an aid package that could be
a useful tool for specifically reducing the risk of the pandemic triggering the closure
of those firms and businesses that are particularly stressed as a result of the
pandemic, but which remain viable. To this end, a swift and homogeneous execution
will be particularly important, as will allocation mechanisms to selectively and
precisely focus this aid on viable firms with solvency problems, and an ongoing
assessment of the amount of funds committed in the light of the course of the
pandemic and the possible materialisation of risks. In the case of non-viable firms,
winding-up processes would have to be expedited in order to prevent them from
consuming resources that could be more beneficial in other activities.

This support would help prevent the crisis from taking on an additional financial
element that would make it potentially much more persistent, as shown by the last
global financial crisis. Thus, as it has been so far, the banking sector could continue
to be part of the solution to the crisis, by lending to households and firms and
helping to reactivate the economy when the pandemic is over. For this, a smooth
functioning of the credit channel — of such importance in European economies
and, of course, in the Spanish economy — will surely be required.

Beyond the short term, the crisis has further exposed the importance of tackling one
of the sector’s main challenges: its low profitability. To this end, banks need to
improve their efficiency by cutting costs and making more use of new technologies.

Consolidation processes in the industry regained vigour in Spain last year with the
announcement of two major operations and could prove to be an additional
appropriate way of tackling future challenges from a better position. Nevertheless,
the merits of each merger proposal need to be individually assessed. Our work as
supervisors is to analyse the impact on financial stability, guarantee the solvency
of the resulting institutions and their prudent and effective management, and
oversee the execution of the operations to ensure that the potential synergies are
indeed harnessed. In this regard, transnational European mergers would be
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particularly positive. They would deepen the Banking Union, reduce the sovereign-
bank risk nexus, and provide greater potential for diversification.

Lastly, we need to continue emphasising that the response to the pandemic-induced
crisis must continue to be European, in the banking sphere as well. In particular, it is
essential that we complete the third pillar of the Banking Union (with the approval of
a fully mutualised European Deposit Insurance Scheme), further develop the Capital
Markets Union project and reach an agreement to create a common European
procedure for the administrative winding-up of credit institutions that benefits from
the instruments developed for their resolution.

Pablo Hernandez de Cos

Governor of the Banco de Espana
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The crisis brought about by the pandemic has conditioned economic and
supervisory activity this year. What is your assessment of the authorities’
response to this crisis?

Unlike other crises, this one is exogenous and arose unexpectedly. This explains to
a large extent why the response of the public authorities was different from that of
the previous financial crisis.

The lockdown and social distancing measures triggered by the outbreak of the
pandemic in early 2020 slowed down economic activity, placing liquidity strains on
firms and individuals. | believe that the authorities’ rapid response, of a markedly
countercyclical and expansionary nature, was satisfactory, as it helped to mitigate
the impact of the pandemic on the economy. Of the measures taken by the authorities,
I would highlight the interventions by central banks to ensure the stability and liquidity
of the financial system; the fiscal and financial policy measures adopted by
governments to alleviate temporary liquidity difficulties stemming from the crisis and
to help firms and households access financing; and, lastly, the easing measures
adopted by banking regulators and supervisors to ensure banks continue to provide
financing to firms and households.

In your view, how is the economy faring and how long should the support
measures remain in place?

The uncertainty we experienced in the wake of the outbreak of the health crisis is
unprecedented. Although the economy is showing a considerable degree of
resilience and the mass vaccination of the population could allow us to return to
previous activity in the near future, uncertainty remains high and some sectors are
still inevitably severely affected. Support measures are therefore still necessary to
prevent the destruction of the productive system. | think that, against the current
backdrop, the risks of withdrawing them too soon far outweigh those of withdrawing
them too late.

The measures should be withdrawn cautiously, without setting a strict timeline and

paying attention to how the economic situation evolves. If deemed necessary, there
should be no problem in extending the support measures or implementing new
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ones. However, they should focus on those sectors that are still being penalised by
the restrictions rather than be applied across the board, as was the case after the
outbreak of the crisis. Of course, this should not be at the expense of a credible fiscal
consolidation plan, which will have to be implemented when circumstances so permit.

You mentioned that fiscal and financial policy measures were adopted to
alleviate liquidity stress and encourage lending with the aim of countering
the effects of the pandemic. What are these measures and what role has the
banking sector played in their implementation?

In addition to furlough schemes, which have undoubtedly contributed decisively to
alleviating the situation of firms forced to close during lockdown, the measures | am
referring to are moratoria and State guarantee facilities. Their implementation
requires the involvement of the banking sector. Banks’ operating capacity and
knowledge of their customers’ financial needs have been decisive in the success of
these measures.

The moratoria initially approved in Spain established a temporary deferral of
mortgage and consumer loan repayments for individuals who are economically
vulnerable as a consequence of the COVID-19 crisis. This measure was
subsequently extended to companies in sectors particularly hard hit by the crisis:
tourism and transport. The banking sector also promoted sectoral agreements to
broaden eligibility.

The second measure consists of the State guarantees managed through the Official
Credit Institute, whereby a certain percentage of the financing granted by financial
institutions to firms and the self-employed (up to 80% of the principal) is guaranteed.
Spanish banks have been very active in granting this type of loan, providing access
to liquidity for a large number of firms, thus helping to protect economic activity and
employment.

All this shows that the banking sector’s role in the crisis, channelling these
measures, has been very significant. What would you highlight about
the measures adopted by banking regulators and supervisors?

The first thing | would emphasise, without a doubt, is that the response of international
regulators and supervisors was swift and coordinated. This was essential to ensure
its effectiveness.

In terms of European regulation, | would underline, first, the publication of the
legislative package dubbed the “quick fix”, which eases certain capital requirements
for banks and, second, the European Banking Authority guidelines on moratoria,
which explain how to apply the flexibility allowed by prudential regulations to loans
subject to moratoria, while carefully assessing the credit quality of these loans.
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Meanwhile, supervisors (both the European Central Bank (ECB) and the Banco de
Espafna) adopted measures aimed at alleviating the operational burden of supervisory
activity on institutions, so that they could focus on continuing their business and
providing their services to the public. Additionally, to avoid or minimise potential
unwanted procyclical effects which may arise from the application of the capital
framework, banks were allowed to operate temporarily with a lower capital level than
that set out in the Pillar 2 guidance and below the minimum liquidity coverage ratio,
and to use the existing capital buffers.

From the macroprudential standpoint, following the outbreak of the pandemic, most
of the authorities of the countries that had previously required a countercyclical
capital buffer to be built up proceeded to release it. In Spain, such buffer build-up
had not been required owing to an absence of systemic risk warnings. However, the
Banco de Espanfia, in coordination with other authorities, has signalled its intention
of keeping this buffer deactivated until the economic and financial effects of the
crisis have been overcome.

Lastly, the Banco de Espania, in line with the statements of other accounting and
securities regulators, issued a briefing note clarifying the accounting framework
requirements for adequately classifying transactions and for preventing expected
loss estimates from proving inappropriate in the situation arising from COVID-19.
However, the note also recalled that this should be done without detriment to the
proper identification of transaction impairment and a reasonable estimate of credit
risk allowances or provisions.

All these measures are aimed at enabling banks to absorb the impact of the crisis
and continue to provide financing to those households and firms that need it to
invest in viable projects.

So, as far as supervisors are concerned, have only easing measures been
taken to ensure the provision of funds to the economy?

No. As is common knowledge, in addition to the aforementioned easing measures, both
the ECB and the Banco de Espafa have issued recommendations for banks to refrain
from, or limit, the distribution of dividends and to be extremely prudent in the payment
of variable remuneration. These measures, which are in line with the recommendations of
the European Systemic Risk Board, have not been without criticism from the banking
sector. It is therefore important to explain that, given the context of high uncertainty in
which we find ourselves, these recommendations aim to preserve banks’ capital so that
they can continue to lend and, if necessary, absorb potential future losses.

It is understood that these measures are aimed at preserving the sector’s

solvency at a time of uncertainty. But what is the current situation in terms of
banks’ solvency and profitability?
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Spanish banks, like their European counterparts, are facing the crisis in better shape
than on previous occasions. In recent years they have significantly improved their
levels of liquidity and solvency in absolute terms. Also, their capital ratios are built on
the basis of a more rigorous definition of own funds and risk-weighted assets.

Despite these strengths, there is no denying that profitability remains the sector’s
main challenge in ensuring business sustainability. The improvement of profitability is
threatened not only by the pandemic, but also by the adverse impact on net interest
income of the low interest rate environment. In addition, the foreseeable increase in
credit impairment losses and the difficulty in generating income as a consequence of
the decline in economic activity are elements to be taken into account.

What measures can be taken to improve profitability?

One way of increasing profitability is improving efficiency, which can be achieved by
pressing ahead with the digitalisation process. This process not only saves costs,
but also increases revenue by using available information to offer services that are
more tailored to the customers’ needs. In fact, this resource is already being used
by European banks and particularly by Spanish banks, which have been significantly
increasing their IT and digital innovation budgets. However, the situation arising from
COVID-19 has accelerated the digital transformation of banks and customers. Banks
should seize this opportunity to continue along that path.

Of course, bank mergers are also a way to gain efficiency and improve the ability to face
new challenges. However, not all mergers serve an economic purpose. We should not
forget that mergers are complex processes. The supervisor’s role is limited to ensuring
that, on the basis of a credible business plan using reasonable and conservative
hypotheses, the resulting institution will have a viable and sustainable business model
over time. Supervisors must also be satisfied that it has an appropriate corporate
governance and organisational structure, and can manage risks effectively and prudently.

How has banking supervision adapted to the COVID-19 crisis?

The crisis brought about by COVID-19 made it necessary to adapt the supervisory
process to the new circumstances. First, all supervisory activity had to be carried
out remotely, using technological tools enabling remote meetings to be held and
information to be shared quickly and securely. On-site actions are carried out
remotely for the time being, taking full advantage of audiovisual communication
applications for interacting with banks. By contrast, ongoing remote supervision
activity was not as affected, except for the need to intensify contacts with institutions
to have the most up-to-date information, given the current context of uncertainty.

Naturally, efforts were redirected towards monitoring those risks that had gained
more prominence. Thus, at first special attention was paid to banks’ liquidity situation, the
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normal functioning of the services they provide and the operational risk arising from the
new working environment and the increased use of technology. Subsequently,
considering the impact of the pandemic on economic activity and on customers’ financial
situation, the focus turned to credit risk analysis, without neglecting other risks.

Technology has been a crucial factor during this pandemic to allow financial
institutions to continue providing services to customers. However, the
increased use of technological solutions has also entailed an increase in
the associated risks. How have Spanish banks adapted to this?

Spanish banks have reacted appropriately and swiftly to this global disruption. After
a few minor incidents in the early days, they were able to adapt quickly and continue
providing services to citizens, and even step up their digitalisation.

However, neither institutions nor supervisors can let our guard down. The situation
is dragging on longer than expected and we have seen a significant increase in the
number of attacks targeting banks. It is therefore essential that we continue to work
to improve the technological resilience of the financial sector. With this aim, in
September the European Commission published its proposal for a regulation on
digital resilience (DORA) and, in December, the Banco de Espafna approved the
adoption of an advanced cybersecurity testing framework called TIBER-ES.

The Law for the digital transformation of the financial system (sandbox) was
approved in November 2020. What is the purpose of this regulation and what
is your assessment of the projects submitted to date?

The approval of the financial sandbox in Spain allows technology-based innovations
applicable to the financial system, which in some cases may not fully fit in the current
legal framework, to be introduced in a gradual and controlled manner. It is a very ambitious
initiative, only present in some European countries (with a more limited scope than in
Spain), which aims to grant third parties access to financing as a driver of the economy
and to attract talent in a very competitive international technological environment.

Naturally, the controlled testing environment allows us supervisory authorities to
make sure that the digital transformation projects do not impinge on the level of
consumer protection, financial stability or market integrity, and that the financial
system is not used for money laundering.

The first period for submitting projects ended on 23 February. 67 initiatives were
submitted, of which 44 were initially assigned to the Banco de Espafa as lead supervisor
owing to their nature. Logically, it is too early to assess the functioning of the sandbox
and the projects submitted, but the possibility of having this controlled environment to
test new solutions will foster innovation and investment in new technologies. It is clear,
however, that it also poses challenges for supervisors and authorities.
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Despite the COVID-19 crisis, progress has continued to be made in terms of
measuring and managing climate risks. What elements would you highlight in
this area?

Following the outbreak of the health crisis, some people thought environmental
issues in financial activity would be put on the back burner. Honestly, | think rather
the opposite has been the case, probably because we are very much aware that
climate change and environmental risks can have a major impact on the economy
and the financial system. Naturally, the European reconstruction funds, approved
after the outbreak of the health crisis but largely linked to meeting the decarbonisation
goals by 2050, also played a role.

In the field of banking supervision, | would undoubtedly highlight the publication of
supervisory expectations, both by the ECB and by the Banco de Espafa, within their
respective remits. The aim is to encourage banks, who are in general increasingly
active and interested in this field, to properly measure and manage these risks.

At the same time, we are making progress in incorporating these elements into the
stress tests we conduct in the banking system. The methodological challenges are
considerable, since we need a tool that can analyse policies or events for which
there is no past experience and whose impact extends over a lengthy timeframe of
around five years.

Lastly, | would like to mention a problem that hampers our progress in this field and
which is often cited: the lack of reliable information. Obviously, banks need information
to integrate environmental aspects into their risk measurements; supervisors
need it to assess the impact of certain measures or scenarios on the solvency of
banks or on the country’s economy; investors, to bear it in mind in their decisions on
buying or selling financial instruments; and consumers, to make informed decisions
on purchases or engaging services.

In short, without sufficiently consistent and reliable information, risks cannot be
discerned or analysed. The good news is that there are numerous initiatives at
European level that seek to improve this transparency, including the approval of the
long-awaited taxonomy in 2020, along with the work currently under way to revise
the non-financial reporting directive and establish European standards for green
bonds. Lastly, it should be noted that the recent consultation by the IFRS Foundation
on the possibility of drawing up sustainability standards is a good example of the
growing importance of this issue.

We have talked about the measures taken by supervisors and banks to address
the fallout of the crisis. In this context, what is your assessment of the actions
taken by the banking sector and the potential impact that the pandemic could
have on its reputation?
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The Banco de Espafia has monitored the measures adopted by banks to ensure the
continuity of their financial services — for example, those relating to the maintenance
or temporary closure of branches, ATM operability or the strengthening of online
banking channels — and we must emphasise the sector’s supportive and committed
attitude towards its customers in these difficult circumstances. The banking sector
must use the current setting to uphold its role and lay the foundations on which to
build the sector’s future reputation.

It is clear that a viable and sustainable business model in the medium term requires
an atmosphere of mutual trust and satisfaction between institutions and their
customers. Inshort, itis necessary to implement an appropriate culture of compliance.
To be successfully implemented, this culture must be resolutely supported by senior
management and the management teams as a key element to enhance the sector’s
reputation and underpin healthy and prudent revenue generation.

An important part of this culture is the role played by customer services, not only in
handling customer complaints and claims, but also in providing early warning of the lack
of adequate response in certain areas or products which are sources of customer
dissatisfaction. In this respect, the Banco de Espafa will publish supervisory criteria aimed
at strengthening the functioning of these services, so that institutions can react in a
proper and timely manner to problems in the marketing of financial products and services.

The COVID-19 crisis has not only affected the banking sector, but also other
key parts of the financial system within the Banco de Espana’s remit. How
would you describe the impact on financial market infrastructures and on
payments in particular?

The Banco de Espafa, as part of its oversight function, has closely followed the impact
of the pandemic on the operation and risk management of market infrastructures. All
the infrastructures and their critical suppliers massively adopted teleworking,
coordinating teams remotely and reinforcing their operation with special emphasis on
cybersecurity. As a result, market infrastructures — an essential economic activity —
continued to operate uneventfully. Indeed, the volumes processed reflected significant
fluctuations in investment and consumption. For example, domestic card purchases
recorded declines of 50% and of up to 90% in travel and the tourism sector in general.
However, as expected in a context of restrictions on movement, retail payments via
remote channels grew by more than 40%. In addition, up to 83% of all face-to-face
card and mobile payments were contactless.

Have the changes in individuals’ payment habits you mentioned entailed an
added concern for the supervisory authorities?

The main concern was ensuring the availability of effective and secure payment
mechanisms in an environment of high growth in remote transactions. Noteworthy in
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this respect are the efforts made to implement strong customer authentication in
e-commerce card payments, which has enhanced security. This has entailed a very
significant effort for the whole ecosystem, in a complicated setting like the one we
have faced.

Given the new context, what do you expect from supervisory action in the
coming years? Will it be influenced by the pandemic?

The credit support measures (guarantees and moratoria) together with the
aforementioned actions by regulators and supervisors, have succeeded in mitigating
the huge initial impact of the crisis and preventing the situation of corporate illiquidity
from necessarily developing into a solvency crisis. However, banks need to prepare
for that impact now. Specifically, they should identify at an early stage those
customers who have a viable business, despite sporadic difficulties, for whom taking
action on their debts may be an appropriate option, distinguishing them from clearly
non-viable cases, for which arrangements for an orderly exit from the market should
be encouraged.

For our part, supervisors should continue to closely monitor institutions to ensure
they have effective procedures and sufficient operational capacity to manage credit
risk and to ensure that it is properly assessed, classified and measured on balance
sheets. This, along with other possible measures that could be adopted, should help
contain the deterioration of bank asset quality and mitigate the risks that have
increased owing to the crisis.

In Europe, it will also be necessary for measures to be taken in a coordinated manner,
as was the case during 2020. This coordination is essential to promote financial
stability, maintain a level playing field in an increasingly interconnected world and
avoid financial fragmentation arising from purely national responses.

You stressed that the international response to the pandemic was coordinated
and that this coordination has been essential to ensure its effectiveness. In
what aspects do you think progress still needs to be made?

Since the creation of the Single Supervisory Mechanism and the Single Resolution
Mechanism, significant progress has been made in the Banking Union. This paved
the way for coordinated action in this crisis. However, as | have repeatedly stated in
recent years, this union will not be complete until what is known as the “third pillar”
has been created, i.e. a fully mutualised European Deposit Insurance Scheme.

Such a fund would contribute to increasing the stability of the Banking Union and
would have a strong impact on citizens’ trust, both of which are essential in the
current context. It would also align responsibility in the case of resolution or winding-
up of an institution. Currently, the ultimate backstop for insuring deposits in a failed
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institution rests with national institutions, while supervisory and resolution
responsibilities lie with other pan-European institutions.

Moreover, with the experience gained over these years, and in view of the great
challenge COVID-19 could pose in the foreseeable future for the banking sector, it
would be desirable to improve the European crisis management framework to
include adequate tools to address individual as well as systemic crises.

Lastly, at the national level, | would like to highlight that the creation in 2019 of the
Spanish macroprudential authority (AMCESFI) has contributed to strengthening and
facilitating over the last year the coordination of the Banco de Espafa with the
Ministry of Economic Affairs and Digital Transformation and the other sectoral
supervisors (the National Securities Market Commission and the Directorate General
of Insurance and Pension Funds). This helped to devise a joint response to the crisis
from the Spanish authorities.
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SUPERVISION AND OVERSIGHT AT THE BANCO DE ESPANA

e The Banco de Espafa has broad supervisory powers not only over credit institutions, but also over other financial
institutions and undertakings related to the financial system operating in Spain. Specifically, it has powers over
payment institutions (Pls), account information service providers, specialised lending institutions (SLIs), electronic
money institutions (EMIs), mutual guarantee societies (MGSs), reguarantee companies, currency-exchange
bureaux, appraisal companies, banking foundations and Sareb (the asset management company for assets arising
from bank restructuring).

e Microprudential supervision aims to ensure that institutions and groups, considered individually, maintain adequate
solvency and liquidity levels, comply with the prudential regulations in force and conduct prudent business and risk
management. Credit institutions from countries participating in the Banking Union are supervised jointly by the
European Central Bank (ECB) and the national competent authorities (NCAs) of such countries — including the Banco
de Espafia — under the Single Supervisory Mechanism (SSM). The Directorate General Banking Supervision (DGBS)
performs this task at the Banco de Espana.

¢ |n the macroprudential sphere, the Banco de Espana is the national designated authority for formulating, adopting
and establishing macroprudential measures for credit institutions. The Directorate General Financial Stability,
Regulation and Resolution (DGFSRR) is responsible for drawing up macroprudential policy measures.

e The Banco de Espafa is also entrusted with supervising the conduct and transparency of the institutions in its Official
Registers and with consumer protection. These tasks are performed by the General Secretariat.

e Supervisory responsibility for the provision of payment services is split among three Directorates General: the DGBS,
the Directorate General Operations, Markets and Payment Systems (DGOMPS) and the General Secretariat. The
DGOMPS is also in charge of overseeing financial market infrastructures and payment instruments.

e Turning to anti-money laundering and countering the financing of terrorism (AML/CFT), the Banco de Espafa collaborates
with the Commission for the Prevention of Money Laundering and Monetary Offences and its Executive Service.

MICROPRUDENTIAL SUPERVISION

e Spanish banks were better placed to cope with the pandemic-induced crisis than in previous crises. Total consolidated
lending surged in 2020, driven by the central bank stimulus packages and State guarantee schemes launched in response
to the pandemic.

e The sector’s solvency — which had continuously increased over recent years — has improved since 2020 H2. This is mainly
because of the regulatory and supervisory measures implemented as a result of the crisis, which have eased some capital
requirements and restricted dividend payments.

e Spanish banks’ liquidity coverage ratio has also risen since 2020 H2 on account of the increase in their liquidity buffers as
a result of the monetary policy measures in response to the crisis.

e Spanish banks’ profitability, which had already shown weaknesses in recent years due to the low interest rate environment,
fell sharply in 2020, mainly because of the write-downs recognised as a result of the crisis.

e The COVID-19 crisis forced the supervisory actions and priorities for 2020 to be refocused to adapt them to the main
pandemic-induced risks.

e The Banco de Espana urgently adopted the measures required to ensure that prudential supervision, along with its other
functions, could remain in full effect under the new circumstances.

e Central banks, governments and supervisory and regulatory bodies adopted and published a raft of measures and
recommendations to mitigate the impact of COVID-19 on the economy and financial stability. These measures include
legislative moratoria and State guarantee schemes, in addition to those adopted by supervisory and regulatory
authorities to relax capital and liquidity requirements and to alleviate the operational burden on banks.

e Supervisory efforts were refocused to ensure pandemic-related risks are adequately monitored, prioritising the impact on
institutions’ risk profile and operational continuity.

e Supervisory priorities for 2021 — credit risk management, capital strength, business model sustainability and
governance — have naturally been shaped by the impact of COVID-19.

e Against the current background of ever-narrowing margins and write-downs as a result of the crisis, banks are consolidating
to increase their resilience and boost their efficiency. Two consolidation projects are currently under way in Spain. The
supervisor has published its supervisory expectations regarding consolidation projects and is following these projects closely
to make sure that the resulting banks comply with prudential requirements and ensure effective and prudent risk management.
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Over the last five years, Europe’s regulators have pushed for improvements in the financial sector’s technological and digital
resilience. Two noteworthy initiatives because of their importance are the European Banking Authority (EBA) Guidelines on ICT
and security risk management and the European Union’s (EU) proposal for a Digital Operational Resilience Act.

Initiatives have been launched to raise the banking sector’s awareness of, and readiness for, the financial risks posed by climate
change and environmental degradation. The ECB published its guide on climate-related and environmental risks and the Banco
de Espana issued its related supervisory expectations.

Under the SSM, the ECB is the central microprudential supervisor, in collaboration with the NCAs. Ongoing supervision
of significant institutions (Sls) is performed by joint supervisory teams comprising ECB and Banco de Espafa staff.
The Banco de Espafia directly supervises less significant institutions (LSIs) according to a common policy laid down
by the ECB.

The COVID-19 crisis heavily influenced supervisory activity in 2020. In addition to the typical ongoing supervision, other
tasks included monitoring of: the measures established by the Government (e.g. moratoria and State guarantees); the
impact of COVID-19 on asset quality; contingency plans (honing in on cybersecurity and business continuity); liquidity;
and the effects of the crisis on banks’ activity, earnings and solvency.

A simplified supervisory review and evaluation process (SREP) methodology was applied, prioritising in each area those
aspects that could have been particularly affected by the crisis. The ECB and EBA 2020 stress tests were postponed to
2021. A top-down vulnerability analysis was conducted instead.

In 2020, 600 ongoing off-site supervision actions were conducted on Spanish LSlIs, the Official Credit Institute,
branches of LSIs from other SSM participating countries and other EU Member States, and branches of non-EU
credit institutions.

Ongoing off-site supervision is supplemented with on-site actions (inspections and model investigations). The 2020 inspection
plan for the Sls from SSM countries was revised as a result of the COVID-19 pandemic: inspections at advanced stages
continued and the rest were suspended. On-site inspections resumed in 2020 Q4, all by remote and online means. In 2020
Banco de Espafia staff participated in 20 on-site actions on Sls and in six on-site inspections of LSIs.

The ECB and the Banco de Espafia have recommended that institutions refrain from paying dividends to shareholders,
to ensure that they have the capital necessary to continue lending to economic agents and to absorb potential losses.
They also reiterated their expectations that banks adopt extreme moderation on variable remuneration.

Within their respective areas of competence, the Banco de Espafia and the ECB supervise compliance with the rules on
the suitability of credit institutions’ senior officers for the duration of their tenure. The Banco de Espana participated in 195
suitability assessments for senior officers at institutions, be they supervised directly by the SSM or by the Banco de
Espafa. The Banco de Espafa also prepared a new questionnaire for assessing the suitability of senior officers of
institutions other than Cls and SLIs. In cooperation with the NCAs, the ECB created a new portal to smooth the processing
of institutions’ suitability assessments.

As a result of its supervisory tasks, the Supervisory Board of the ECB — of which the Banco de Espafia is a member — adopted
478 decisions and actions affecting Spanish institutions that were reported to the Executive Commission. The Banco de Espafia
sent 99 letters to LSIs containing 405 requirements and recommendations.

In 2020 two general inspections were launched to review LSIs’ compliance with AML/CFT obligations, and the
implementation of an AML/CFT action plan at one S| was revised. In 2020 EU institutions reiterated their commitment to
AML/CFT through a series of initiatives. These included the European Commission’s action plan for a comprehensive
Union policy on preventing money laundering and terrorism financing.

Each year the DGBS works on a training programme that fosters staff’s professional development and excellence.

The Banco de Espafia has exclusive microprudential supervisory powers over SLIs, MGSs, reguarantee companies, appraisal
companies, Pls, ELMIs, currency-exchange bureaux, account information service providers, banking foundations and Sareb.
In 2020, 380 ongoing off-site supervision actions were performed by various means and three inspections were conducted.

The Banco de Espana oversees compliance with vetted access to activity and takes action on those seeking to begin
operations in the financial market without meeting the conditions of access. Supervisory actions relating to 29 legal
entities were launched in 2020.

Most of the supervision of payment service providers during 2020 was geared towards verifying compliance with
Commission Delegated Regulation 2018/389 on strong customer authentication and common and secure open standards
of communication.
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MACROPRUDENTIAL POLICY

e The Banco de Espana regularly monitors the risks to and vulnerabilities of the financial system. In accordance with the
prevailing legislation, the Banco de Espafa regularly sets two macroprudential capital buffers to address the build-up of
cyclical and structural risks.

e The Banco de Espafa held the countercyclical capital buffer rate at 0% for credit exposures in Spain in 2020 and does
not expect to increase it over a prolonged period due to the macrofinancial impact of the pandemic. Five other
systemically important institutions — one of which is also a global systemically important institution — were identified and
their associated buffers were set.

¢ |n 2020 the Banco de Espafa worked on drawing up a circular on how the new macroprudential tools applicable to credit
institutions provided for in Royal Decree-Law 22/2018 and Royal Decree 102/2019 will be designed and used.

e 2020 was the first full year of activity for the Spanish macroprudential authority (AMCESFI). The Banco de Espana, the
National Securities Market Commission and the Directorate General of Insurance and Pension Funds participate in
AMCESFI, which is attached to the Ministry of Economic Affairs and Digital Transformation.

o AMCESFI stepped up its activity in 2020 as a result of COVID-19-related events. It also published its first annual report
and launched its website.

e The Banco de Espafia participates in the ECB’s Financial Stability Committee and Macroprudential Forum. As part of
the SSM, the Banco de Espafia must regularly notify the ECB of each of its proposed macroprudential measures
before they are adopted and subsequently announced.

SUPERVISION OF INSTITUTIONS’ CONDUCT

e The Banco de Espafa supervises compliance by the institutions in its official registers with banking conduct regulation
and discipline legislation. It also aims to ensure effective compliance with such legislation and to prevent and correct
inappropriate practices, by promoting the implementation of a culture of conduct and adequate governance arrangements
as a cornerstone of maintaining a viable and sustainable banking business model in the medium and long term.

* In 2020 supervisory activity focused on monitoring banks’ effective implementation of the conduct-related facets
of the measures approved to contend with the economic effects of the pandemic. The Banco de Espana has
worked to ensure citizens are provided with the necessary information on these measures and to support
institutions in their implementation.

e Other priority areas in the supervision of conduct have included: consumer lending (in particular, revolving credit
cards), mortgage lending, advertising, customer service departments and the impact of digitalisation on the marketing
of banking products.

¢ Annual supervisory planning takes into account the information gathered in the course of supervisory and ongoing monitoring
actions and focuses on those institutions considered a priority according to their conduct profile. During 2020 the Banco de
Espafia worked on drawing up a circular on confidential conduct-related information, which will result in better information
being available for more efficient supervision.

OVERSIGHT AND SUPERVISION OF MARKET INFRASTRUCTURES

e The exceptional circumstances triggered by the COVID-19 crisis have had a significant impact on market infrastructures
and payment schemes. Consequently, the Banco de Espana closely monitored the functioning of the Spanish retail
payment system — the National Electronic Clearing System — and of the Spanish card scheme — Sistema de Tarjetas y
Medios de Pago, S.A. —, and their respective managers’ actions to contend with the situation.

e Similar actions have been conducted within the Eurosystem. The Banco de Espafia participated in those related to the
pan-European payment infrastructures and systems operating in Spain.

e Several major TARGET2 incidents occurred in 2020 that caused total system outages. The ECB is analysing the operator’s
management of the incidents and has launched an independent review of the business continuity model, the regular recovery
tests, the change management procedures and the communication protocols.
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¢ The Banco de Espafia is empowered to approve the articles of association of Sociedad Espafiola de Sistemas de Pago, S.A.
(Iberpay), the amendments thereto and the basic operating rules of the services it manages, which are its core purpose.
It also assesses the technical instructions regulating the operating procedures of the National Electronic Clearing System
and the basic rules relating to the complementary and ancillary services provided by Iberpay.

¢ |n 2020 the Executive Commission of the Banco de Espafia approved the new National Electronic Clearing System
regulation. The Banco de Espafa analysed and approved the adoption of operating rules for four new Iberpay services
and of 11 National Electronic Clearing System operating instructions.

e |n June 2020 the Swiss SIX Group acquired the BME group, which includes Iberclear and BME Clearing. The Banco de
Espafia closely monitored the purchase and approval process, paying special attention to its impact on financial and
euro stability.

e As a Eurosystem member, the Banco de Espafia participated in assessing the eligibility of two new links between Iberclear
and foreign central securities depositories in 2020.

EXERCISE OF SANCTIONING POWERS

e Despite the stay between 14 March and 1 June 2020, the Banco de Espafa concluded eight administrative proceedings,
instituted a further three and resumed one that had been suspended for several years due to the concurrence with
criminal proceedings in relation to the same facts. Transparency and consumer protection continue to account for the
highest number of sanctioning proceedings.

THE BANCO DE ESPANA’S PARTICIPATION IN INTERNATIONAL BANKING REGULATION
AND SUPERVISION BODIES

e |n 2020 the organisation of these fora and the matters on their agendas were heavily affected by the COVID-19
crisis. The fora also tried to promote the flexibility required to mitigate the adverse effects of the crisis on the real
economy and the financial system.

e The Financial Stability Board prioritised the international coordination of the response to COVID-19, adapting its
work programme to support the real economy, maintain financial stability and minimise the risk of fragmentation.
The work of the Basel Committee on Banking Supervision, which is chaired by the Governor of the Banco de
Espafa, was also marked by the response to the impact of COVID-19. The strategic review to optimise its
structure and internal processes in order to focus on emerging risks, the digitalisation of finance, and climate-
related risks is noteworthy.

e The EBA’'s work in response to the COVID-19 crisis notably included: the Guidelines on legislative and non-legislative moratoria;
the statement on the use of capital and liquidity buffers; the easing of reporting requirements; the postponement from 2020
to 2021 of the stress test exercise; and the recommendations to the supervisor to take a pragmatic approach in the SREP
and to banks to adopt a prudent approach to dividend payment. Brexit also had a significant impact on the EBA’'s work.

e Under the coordination of its Advisory Technical Committee (chaired by the Governor of the Banco de Espafia), the European
Systemic Risk Board focused its work in response to COVID-19 on five priority areas: i) implications for the stability of the
financial system of State guarantee schemes and other fiscal measures to protect the real economy; i) market illiquidity and
implications for asset managers and insurers; iii) the procyclical impact of ratings downgrades; iv) restraints on dividend
payments by financial institutions; and v) liquidity risks arising from margin calls.

NEW REGULATORY DEVELOPMENTS IN SUPERVISORY MATTERS

e The Banco de Espana issued five circulars in 2020: i) one on the Central Credit Register; ii) two amending Circular 4/2017
to credit institutions on public and confidential financial reporting standards and financial statement formats (one of which
afforded them greater flexibility in the context of the COVID-19 crisis); i) one on advertising for banking products and
services; and iv) one establishing the accounting and reporting regime of Pls and ELMIs.

¢ |n 2020 the salient legislative developments for prudential supervision were the amendments to the Capital Requirements
Regulation in response to the pandemic and the promulgation of alaw on regulatory sandboxes and a royal decree on SLIs’
legal regime.
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The Banco de Espana has broad supervisory powers not only over credit
institutions, but also over other financial institutions or undertakings related
to the financial system operating in Spain. Specifically, it is entrusted with the
following functions: prudential supervision, supervision of the provision of payment
services, supervision of conduct and transparency, and oversight of financial
market infrastructures in Spain. It also collaborates with the Commission for the
Prevention of Money Laundering and Monetary Offences (CPMLMO) and its
Executive Service (SEPBLAC) in the anti-money laundering and counter-terrorist
financing (AML/CTF) area. Figure 1.1 summarises the Banco de Espafa’s
supervisory and oversight functions.

Prudential banking supervision has two levels: microprudential supervision
and macroprudential policy. Chapters 2 and 3, respectively, describe the
supervisory activity in those areas.

Microprudential supervision aims to ensure that institutions or groups, considered
individually, maintain adequate solvency and liquidity levels, comply with the
prudential regulations in force and manage their business and the risks they incur in
a prudent manner, with the ultimate aim of ensuring the soundness of the banking
system and preserving financial stability. Within the framework of the Single
Supervisory Mechanism (SSM) the aim is also to promote greater financial integration
in Europe and to ensure supervision is consistent across the participating countries.

The microprudential supervision of credit institutions of countries participating
in the banking union is exercised jointly by the European Central Bank (ECB)
and the national competent authorities (NCAs) of such countries - including the
Banco de Espaiia - within a single supervisory mechanism (SSM). From October
2020 two European Union (EU) Member States that are outside the euro area, Bulgaria
and Croatia, participate in European banking supervision. The two countries joined
the SSM after establishing close cooperation agreements with the ECB.’

Within the SSM framework, the functions have been distributed between the
ECB and the NCAs as follows: the ECB is tasked with the direct supervision of

1 In accordance with Article 7 of Council Regulation (EU) No 1024/2013 of 15 October 2013 conferring specific
tasks on the ECB concerning policies relating to the prudential supervision of credit institutions.
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SOURCE: Banco de Espafia.
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significant institutions (Sls),? i.e. those that are larger or have a greater relative
significance, while NCAs are entrusted with the direct supervision of less significant
institutions (LSls).

The Banco de Espana is also the microprudential supervisory authority for
other financial or financial system-related institutions operating in Spain but

2 However, the ongoing monitoring of Sls is performed through Joint Supervisory Teams (JSTs), comprising ECB
and NCA staff of the countries in which each institution operates.
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which are outside the scope of the SSM: the branches of non-EU credit institutions,
the Official Credit Institute (ICO),°> payment institutions (Pls), account information
service providers, specialised lending institutions (SLIs), electronic money institutions
(ELMIs), mutual guarantee societies (MGSs), reguarantee companies, currency-
exchange bureaux, appraisal companies, banking foundations* and Sareb (the asset
management company for assets arising from bank restructuring).®

Macroprudential policy is aimed at safeguarding financial stability through the
prevention and mitigation of systemic risks and vulnerabilities, thereby helping
the financial system to contribute to economic growth in a sustainable manner.

In the macroprudential sphere, the Banco de Espana is the designated national
authority for formulating, deciding on and implementing macroprudential
measures on credit institutions, pursuant to European capital requirements
legislation and its transposition into Spanish law, and other Spanish capital
requirements legislation.

Together with the two other financial supervision sectoral authorities — the National
Securities Market Commission (CNMV) and the Directorate General of Insurance
and Pension Funds (DGSFP) — and the Ministry of Economic Affairs and Digital
Transformation, the Banco de Espafa participates in the Spanish macroprudential
authority (AMCESFI), which aims to identify, prevent and mitigate systemic risk
in order to contribute to preserving the stability of the Spanish financial system as
a whole.

Additionally, the Banco de Espana is entrusted with supervising the provision
of payment services. Following the entry into force in 2015 of the Second Payment
Services Directive (PSD-2),° new payment services and new specialist payment service
providers were regulated, and operational and security risk requirements were
strengthened. Consequently, the supervision of technological aspects in the
provision of payment services has become a key aspect of the supervisory function,
as mentioned in Section 2.6. Box 1.1 describes the internal distribution of supervisory
powers entrusted to the Banco de Espafia in this connection.

3 The ICO has the legal form of a credit institution, pursuant to Article 1 of Law 10/2014 of 26 June 2014 on the
regulation, supervision and solvency of credit institutions. However, it is supervised by the Banco de Espana, since
it is excluded from the scope of the SSM under Article 1 of Council Regulation (EU) No 1024/2013 of 15 October
2013.

4 Law 26/2013 of 27 December 2013 on savings banks and banking foundations confers on the Banco de Espana
control of compliance with certain rules related to the influence of the banking foundation over the management
of the investee credit institution.

5 The Banco de Espana supervises fulfilment of Sareb’s sole corporate purpose, in order to identify deviations
therefrom jeopardising the attainment of Sareb’s overall statutory objectives.

6 Directive (EU) 2015/2366 of the European Parliament and of the Council of 25 November 2015 on payment
services in the internal market, amending Directives 2002/65/EC, 2009/110/EC and 2013/36/EU and Regulation
(EU) No 1093/2010, and repealing Directive 2007/64/EC.
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Box 1.1

DISTRIBUTION OF COMPETENCES IN THE SUPERVISION OF PAYMENT SERVICES AT THE BANCO DE ESPANA

Royal Decree-Law 19/2018 of 23 November 2018 on
payment services and other urgent financial measures,
which transposes the Second Payment Services Directive
to Spanish law, designates the Banco de Espafa as the
competent authority for ensuring and overseeing effective
compliance with said Royal Decree-Law. In turn, the
Banco de Espana distributes these responsibilities among
several directorates general.

As regards supervision of the provision of payment
services and payment services providers, it has opted for
a model based on specialisation by subject, which involves
three departments belonging to different directorates
general.

The Payment Systems Department is responsible for
supervising specialist payment service providers regarding
the adequate management of operational and security
risks and the protection of users’ funds. It is also in charge
of strong customer authentication requirements and
secure standards of communication for all payment service
providers, including credit institutions. Moreover, it is
responsible for supervising access to payment systems,
among other issues, and for monitoring fraud data and
serious operational and security incidents.

Supervision Department Il is responsible for supervising
the solvency of payment service providers and the
adoption of measures necessary to ensure compliance

with own funds rules, the control regime for qualifying
holdings and the review of professional indemnity
insurance or an equivalent guarantee to which payment
initiation or account information service providers are
subject.

Lastly, the Institutions’ Conduct Department performs
supervisory actions relating to transparency, reporting
requirements and customer relations applicable to
payment services.

Royal Decree-Law 19/2018 establishes different forms of
access to the activity of payment service provision, based
on the type, origin and scope of action of the institution
applying for it. Thus, payment institutions and electronic
money institutions are subject to an authorisation and
registration regime; account information service providers
or institutions that are exempt owing to their small size are
only subject to the registration regime; other providers
(those known as “limited networks” or certain providers of
telecommunication services) are subject to an ex-post
notification and registration regime; and, lastly, payment
service providers from other EU countries also have
access to the Spanish market through the single European
passport.

All of these access procedures are processed by the
Deputy General Secretariat in collaboration with other
Banco de Espana departments.

The Banco de Espana supervises the conduct, transparency and customer

protection of the institutions in its Official Registers, whether they are credit
institutions or other institutions offering banking services. Chapter 4 shows the
supervisory actions conducted in this area.

The Banco de Espana also oversees financial market infrastructures.
Specifically, it oversees payment systems and instruments and shares with the

CNMV the oversight of the financial market securities infrastructures. Chapter 5 of
this report includes information on the Banco de Espafa’s oversight activity in the

last year.

The Banco de Espaia cooperates closely with the CPMLMO and SEPBLAC in
the supervision and inspection of compliance with AML/CTF obligations by

institutions, pursuant to Spanish legislation and the cooperation and coordination
agreement entered into with the CPMLMO.

BANCO DE ESPANA 38 SUPERVISION REPORT 2020



Lastly, under Article 233(6) of the consolidated text of the Securities Market Law
(LMV, by its Spanish abbreviation), the Banco de Espana is entrusted with
supervisory, inspection and sanctioning functions regarding compliance with the
obligations envisaged in Article 16 of Regulation (EU) 2016/1011 of the European
Parliament by supervised institutions that contribute data for the indices
developed by the Banco de Espaiia, and in Articles 28(2) and 29(1) thereof.

1.2 Organisation of banking supervision and oversight at the Banco
de Espana

The supervisory function is performed by the Banco de Espana’s different
directorates general and departments:

— The Directorate General Banking Supervision (DGBS) is responsible for the
ongoing remote supervision of institutions in connection with their solvency,
liquidity and business management, and for the related on-site inspections
and the review of internal models for calculating capital requirements. It
further provides support to the Banco de Espafa’s representative on the
Supervisory Board (SB) of the ECB. It also performs horizontal tasks, such
as data analysis, methodology, planning, training, quality function, etc. and
is responsible for accounting standards, among other functions.

— The General Secretariat is tasked with supervising market conduct;
participating in the processes of senior officer suitability and of granting
and withdrawal of institutions’ authorisation; the register of credit
institutions; and the handling of sanctioning proceedings.

— The Directorate General Financial Stability, Regulation and Resolution
(DGFSRR) is responsible for macroprudential policy and performs the
analytical work required for decision-making in this area; it also assesses
and participates in the development of the regulatory framework applicable
to supervised institutions. It is also responsible for receiving and monitoring
institutions’ supervisory reporting.

— Lastly, the Directorate General Operations, Markets and Payment Systems
(DGOMPS) is responsible for overseeing financial market infrastructures
and payment instruments. It is also responsible for ongoing supervision of
payment service providers other than credit institutions (except for matters
relating to solvency and customer relations) and of the payment services
offered by all such providers.

Figure 1.2 provides greater details of the organisation of the supervisory and
oversight functions performed by the Banco de Espafia.
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Figure 1.2
ORGANISATION OF SUPERVISION AND OVERSIGHT AT THE BANCO DE ESPANA
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Ongoing remote supervision of the four largest Spanish Sls and of the branches and subsidiaries
in Spain of European Sls, through the JSTs

Ongoing remote supervision of the other Spanish Sls through the JSTs

Ongoing remote supervision and on-site inspections of:

e Spanish LSIs

e Other institutions outside the scope of the SSM: ICO, SLls, Pls, account information service
providers, EMIs, MGSs, reguarantee companies, currency-exchange bureaux, appraisal
companies and Sareb

e Other branches and subsidiaries in Spain of foreign institutions

Monitoring market risk, operational risk and structural liquidity and interest rate risks
On-site inspections and internal model reviews of Sls within the SSM

Stress tests

Identification and assessment of risks from a microprudential standpoint
Supervisory methodology

Definition of supervisory policies and bank accounting regulation
Analysis and assessment of technology risk

Supervision of AML/CTF procedures

Quality control in the supervisory process
Training of DGBS staff

Preparation and monitoring of annual supervision planning
Support to the Banco de Espana representative on the SB
Management of information received within the scope of the SSM

Analysis of financial system risks and vulnerabilities

Formulation of macroprudential policy proposals

Coordination with AMCESFI and, at European level, with the ESRB and with the ECB's
macroprudential function

Receipt, quality control and forwarding of supervisory information that credit

institutions are required to submit to the ECB, within the SSM, and to the Banco

de Espafia, in the exercise of their supervision powers and of information from other supervised
institutions

Management of the Central Credit Registry

Analysis, definition and monitoring of regulatory policies at the global and European levels
Coordination with the EBA and other international fora and bodies
Development and interpretation of prudential regulations

Supervision of market conduct and compliance with legislation on transparency
of information and customer protection in the marketing of banking products and services
Definition of regulatory and supervisory policies concerning market conduct

Participating in the assessment of compliance with the suitability requirements of senior
officers

Maintaining the Senior Officer Register

Participating in the granting and withdrawal of institutions' authorisation

Maintaining the Register of Institutions, Agents and Articles of Association

Managing the single European passport

Conducting sanctioning proceedings

Ongoing supervision of compliance with legislation specific to Pls, account information service
providers and EMls, except in relation to solvency, conduct and transparency

Supervision of the provision of payment services by payment service providers

Definition of supervisory policy regarding the provision of such services

Supervision of Iberpay, as the management company of the National Electronic Clearing System
Oversight of financial market infrastructures and of payment instruments
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1.3 Supervisory and oversight staff

At 31 December 2020, the Banco de Espana had 847 employees performing
supervisory and oversight functions (compared with 818 employees in 2019). Of
these 847 employees, 539 belong to the DGBS, 182 to the DGFSRR, 58 to the
Institutions’ Conduct Department, 46 to the Deputy General Secretariat and 22 to
the DGOMPS.

In the DGBS two selection processes were completed in 2020 to cover the following
positions: seven IT audit experts and five credit risk measurement model specialists.
In 2021 up to 11 bank examiners for credit institutions are expected to join under the
selection process currently under way. The DGFSRR conducted a selection process
for ten specialists in regulation, which was completed in January 2021.

Two experts in payment and securities settlement systems joined the Payment
Systems Department, following the relevant selection process, to strengthen the
oversight function. A selection process was also conducted for seven IT audit
experts, with the aim of continuing to provide the necessary resources to carry out
the supervisory tasks related to operational and security risks in payment services,
and to appropriately address the supervision of specialised payment services
providers.

Chart 1.1 shows the distribution, by professional group, of Banco de Espafna
employees who carry out supervisory and oversight functions.

Chart 1.1

% OF EMPLOYEES WHO PERFORM SUPERVISORY AND OVERSIGHT FUNCTIONS, BY PROFESSIONAL GROUP

At 31 December 2020

The predominant professional group continues to be that of bank examiners and inspection auditors. The staff composition in the different
groups has remained stable in comparison with previous years.

= DIRECTORS AND OTHER HEADS

= BANK EXAMINERS / INSPECTION AUDITORS

SENIOR ANALYSTS / LAWYERS / EXPERTS

= [T AUDITORS

JUNIOR ANALYSTS

= ADMINISTRATIVE AND OTHER STAFF

SOURCE: Banco de Espafia.
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Chart 1.2
SUPERVISORY AND OVERSIGHT STAFF, BY GENDER

At 31 December 2020

The proportion of men and women is close to parity in three professional groups, with "Directors and other heads" being particularly
noteworthy. However, there are strong disparities in "IT auditors" and "Administrative and other staff".

Directors and other Bank examiners / Senior analysts / IT auditors Junior analysts Administrative
heads inspection lawyers / experts and other staff
auditors
m— EN m— \VOMEN

SOURCE: Banco de Espafa.

48% of supervisory and oversight staff are men and 52% are women. Chart 1.2
shows the distribution of men and women in each of the professional groups within
this area.
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2.1 The Spanish banking sector and supervisory priorities
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2.1.1 The Spanish banking sector

The credit institutions making up the Spanish banking sector total €3,877
billion in consolidated assets. Of this total, 90% correspond to Spanish Sls and
the remaining 10% to other credit institutions, which include Spanish LSIs, the
subsidiaries and branches of foreign credit institutions in Spain and the ICO.

At the onset of the crisis prompted by the pandemic, Spanish banks were
better prepared than they had been on previous occasions owing to the
regulatory changes introduced in response to the global financial crisis and the efforts
undertaken thereafter. Far-reaching balance sheet repair has taken place in recent
years, particularly in terms of exposures in Spain, while solvency and liquidity levels
have been bolstered significantly. However, profitability remains an issue amid a
persistent low interest rate environment and strong competitive pressure from both
inside and outside the sector.

This stronger position meant credit institutions were more favourably
positioned to cope with the problems stemming from the COVID-19 crisis.
Since the outbreak of the pandemic, banks have provided economic agents with
significant amounts of financing and have simultaneously offered considerable
payment facilities, all underpinned by State programmes intended to support the
economy (ICO guarantees and moratoria).

The total volume of loans extended by Spanish institutions at consolidated level
rose significantly in 2020, particularly from Q2 onwards, fuelled by the stimuli
implemented by central banks and robust growth in lending to firms following the
launch of State guarantee schemes in response to the pandemic. This stands in contrast
to the stability of the preceding years, with the slight exception of 2019. Chart 2.1 shows
developments in the outstanding credit of Spanish institutions over the past four years.

The amount of non-performing loans (NPLs) appears to have stabilised
during the last year, following several years of pronounced decline, as a result
of institutions’ efforts to clean up their balance sheets. Even so, the NPL ratio has
continued to improve as a result of growth in the denominator, the volume of credit
(see Chart 2.2). Both figures can be expected to begin rising in the foreseeable
future, as the adverse effects stemming from the COVID-19 crisis materialise on
banks’ balance sheets.
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Chart 2.1
LOANS AND CREDIT. DEVELOPMENTS

There was an increase in outstanding credit from 2020 Q2 onwards, owing to the stimuli introduced by central banks and the launch of State
guarantee schemes for firms.

€bn Year-on-year change (%)

3,500
3,000
2,500
2,000
1,500
1,000

500

2017 2018 2019 2020

mmmmmm | OANS AND RECEIVABLES YEAR-ON-YEAR CHANGE, % (right-hand scale)

SOURCE: Banco de Espafa (supervisory statistics on credit institutions).

Chart 2.2
NPLs AND NPL RATIO

The steady decline in NPLs has come to a halt, although the ratio has continued to decline owing to growth of the denominator.

NON-PERFORMING LOANS AND CREDIT

€bn NPL ratio (%)
7

s NPLS

NPL RATIO (right-hand scale)

SOURCE: Banco de Espafia (supervisory statistics on credit institutions).

The profitability of Spanish institutions, measured in terms of return on
equity (RoE), declined significantly in 2020, particularly as a result of the
extraordinary write-downs ensuing from the crisis prompted by the pandemic. As
Chart 2.3 shows, RoE had previously stood between 5% and 8%, holding below
the estimated cost of equity.
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Chart 2.3
RoE BY COMPONENTS. ANNUAL CHANGE

Profitability declined sharply in 2020, due above all to write-downs in anticipation of a deterioration of the situation prompted by the
pandemic.

RoE - BREAKDOWN BY COMPONENTS

Net equity (%) %

2015 2016 2017 2018 2019 2020

s OTHER INCOME AND CORPORATE INCOME TAX EXPENSES s [MPAIRMENT AND PROVISIONS s OVERHEAD EXPENSES AND DEPRECIATION
mmms OPERATING INCOME (a) RoE (right-hand scale)

SOURCE: Banco de Espafia (supervisory statistics on credit institutions).

a Operating income is the sum of net interest income, net fee and commission income, net income from financial operations, net exchange differences
and other net operating income.

The efficiency ratio has been quite stable in recent years, including in 2020
(see Chart 2.4). During this period, institutions have managed to offset the progressive
decline in net interest income, and the resulting decrease in gross income, by
reducing their overhead costs.

Chart 2.4
ANNUAL EFFICIENCY RATIO

Efficiency has held stable in the period thanks to the reduction of overhead costs, partly resulting from the adjustments implemented in
previous years.

EFFICIENCY RATIO AND DEVELOPMENTS IN ITS COMPONENTS
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SOURCE: Banco de Espafia (supervisory statistics on credit institutions).
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The solvency of Spanish institutions has increased gradually since 2015, as
Chart 2.5 shows. Until 2020, this increase took place despite the stricter criteria
ushered in with the implementation of the new Basel Ill capital regulations. The
increase observed as of 2020 Q2 owes, in part, to the regulatory and supervisory
measures implemented as a result of the pandemic, which have eased some capital
requirements and curtailed dividend distribution.

Chart 2.5

CAPITAL RATIOS (PHASED-IN)

Solvency increased following a decline in Q1, owing in part to the introduction of the quick fix and the recommendations to limit dividend

payments.

CAPITAL RATIOS (TRANSITIONAL DEFINITION)
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TOTAL CAPITAL RATIO (right-hand scale)

SOURCE: Banco de Espafia (supervisory statistics on credit institutions).
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The leverage ratio has recorded a relatively stable performance, with slight
downside fluctuations (see Chart 2.6). In 2020 H1, the series was notably affected
by a sharp reduction in the ratio, resulting from an increase in the denominator which
mainly derived from the institutions’ considerable recourse to ECB financing as a
consequence of the pandemic. In Q3, this was offset by the regulatory changes
introduced to mitigate the effect.

The loan-to-deposit ratio of non-financial corporations and households has
been on a steady downward trajectory since 2015, as a result of deposits growing
faster than loans. As of 2020, this trend was accentuated by the pandemic, which
has generated a significant increase in deposits, exceeding the growth observed in
credit. Chart 2.7 shows the change in this ratio during the last six years.

The liquidity coverage ratio of Spanish institutions rose again in 2020, following

progressive increases between 2016 and 2018, and after holding relatively stable in 2019
(see Chart 2.8). The institutions’ liquidity buffers have expanded further as a result of the
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Chart 2.6
LEVERAGE RATIO AND DEVELOPMENTS IN ITS COMPONENTS

The leverage ratio declined in the early stages of 2020 owing to the institutions' considerable recourse to the ECB, with a subsequent
correction due to the introduction of regulatory amendments.

LEVERAGE RATIO AND DEVELOPMENTS IN ITS COMPONENTS
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LEVERAGE RATIO (right-hand scale)

SOURCE: Banco de Espafia (supervisory statistics on credit institutions).

Chart 2.7
NON-FINANCIAL CORPORATIONS AND HOUSEHOLDS. DEVELOPMENTS IN LOANS AND ADVANCES RELATIVE TO DEPOSITS

The loan-to-deposit (LTD) ratio has improved owing to stronger growth in deposits than loans in the non-financial corporations and
households segment.

LOANS AND DEPOSITS, NON-FINANCIAL CORPORATIONS AND HOUSEHOLDS

€bn Loan-to-deposit ratio (%)
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SOURCE: Banco de Espafia (supervisory statistics on credit institutions).

onset of the pandemic in 2020 and the monetary policy measures implemented by the
ECB in response. The implementation of the third series of targeted longer-term
refinancing operations (TLTRO-III) in 2020 Q2 had a particularly visible impact.
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Chart 2.8

LIQUIDITY COVERAGE RATIO

The institutions' liquidity rose markedly in 2020 owing to considerable recourse to ECB funding for precautionary reasons.

LIQUIDITY COVERAGE RATIO AND COMPONENTS

800
700
600
500
400
300
200
100

0

2016

mmmms | |QUIDITY BUFFER

2017 2018 2019 2020

NET LIQUIDITY OUTFLOW

LIQUIDITY COVERAGE RATIO (right-hand scale)

SOURCE: Banco de Espafia (supervisory statistics on credit institutions).
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2.1.2 Response to the crisis and supervisory focal points in 2020

In 2019, the ECB established a series of supervisory focal points for 2020,
grouped into the following priority areas: i) the continuation of balance sheet repair,
which includes monitoring the reduction of NPLs; ii) strengthening institutions’
future resilience through stress testing, examining the quality of banks’ credit
underwriting criteria, assessing IT and cyber risks, etc.; and iii) other priorities,
mainly monitoring Brexit-related work.'

However, in 2020 supervisory activity was conditioned by the crisis
prompted by COVID-19, which forced the supervisory priorities and actions
to be refocused in view of the main risks arising from the pandemic (see
Figure 2.1).

First, like the ECB, the Banco de Espana urgently adopted the measures
required to ensure that prudential supervision, along with its other functions,
remained in full effect under the new circumstances. The supervisory activity
successfully accommodated the sudden and widespread shift to remote working
and simultaneously managed to intensify the ongoing contact with institutions.

1 For further details, see Banco de Espana (2020), “Supervisory priorities in 2020”, Section 2.1.2, Report on Banking
Supervision in Spain, 2019.
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Figure 2.1

RESPONSE TO THE COVID-19 CRISIS

THE BANCO DE ESPANA ADOPTED OPERATIONAL MEASURES TO ENSURE
THE CONTINUITY OF SUPERVISION

CENTRAL BANKS, GOVERNMENTS, REGULATORY AND SUPERVISORY BODIES ADOPTED

MEASURES AND RECOMMENDATIONS TO MITIGATE THE IMPACT OF COVID-19 ON THE
ECONOMY AND FINANCIAL STABILITY

SUPERVISORY ACTIVITY FOCUSED ON THE MONITORING OF PANDEMIC-RELATED
RISKS

SOURCE: Banco de Espana.
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Second, central banks, governments and supervisory and regulatory bodies
have adopted and published a broad set of measures and recommendations to
mitigate COVID-19’s impact on the economy and on financial stability, and
to minimise the medium and long-term effects of the shock.

Aside from the monetary policy measures adopted by the ECB, which have allowed
institutions broad access to liquidity, notable among the financial and fiscal
initiatives in Spain are the legislative moratoria and the State guarantee schemes
(see Box 2.1). The legislative moratoria have afforded protection to the most vulnerable
groups, as well as the sectors hardest hit by the crisis. Aside from applying the legislative
moratoria, institutions have fostered sector agreements via their associations to ensure
more cases of application; as a result, this financial relief initiative has reached more
beneficiaries and payment deferrals have been extended.

For their part, the State guarantee programmes support firms’ access to much-needed
liquidity, thereby protecting economic activity and employment. Spanish institutions
have very actively extended these State-guaranteed loans, enabling a large number of
firms to access such financing and helping to sustain the business sector.

European regulators have conducted an urgent review of capital requirement
regulations. These so-called “quick fix” amendments are intended to maintain
institutions’ capacity to lend and to absorb pandemic-related losses, while
simultaneously preserving their resilience (see Section 8.3 for further detalils).

For their part, the supervisory authorities have eased capital and liquidity
requirements, and have also fostered the flexible application of accounting
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Box 2.1

STABILISATION MEASURES: MORATORIA AND ICO GUARANTEES

The grave pandemic-induced economic crisis has forced the
majority of European countries to implement urgent and
specific support programmes, such as the moratoria
and State guarantees.

A moratorium temporarily defers loan repayments for a
set period of time. Initially legislative moratoria for
mortgage loans and non-mortgage loans to vulnerable
individuals affected by the pandemic were established
(Royal Decree-Laws 8/2020 and 11/2020). Specific
legislative moratoria were subsequently approved for
firms in the tourism and transportation sectors (Royal
Decree-Laws 25/2020 and 26/2020). In addition to the
legislative moratoria, financial institutions voluntarily
implemented banking sector moratoria via their
associations,' thus widening the group of beneficiaries of
debt deferrals and extending the grace periods.

In Spain at 31 December 2020, more than 1.3 million
moratoria on payments had been granted to around 1.8
million beneficiaries, of whom 77% were wage and salaried
workers and 23% were self-employed. In total, these
deferrals have affected exposures amounting to €54
billion, of which 42% correspond to legislative moratoria
and 58% to banking sector moratoria.

The central government has provided State guarantees on
a certain percentage (up to 80% of the principal) of
financing extended to firms and the self-employed to
cover liquidity needs and for new investments. To be
eligible, the borrowers had to be domiciled in Spain and
not be in default nor subject to insolvency proceedings.

Two guarantee facilities have been implemented for up to
€100 billion and €40 billion, respectively (Royal Decree-
Laws 8/2020 and 25/2020). Overseen by the Official Credit
Institute, both facilities are processed through the credit
institutions, which assess the viability of the borrowers
and assume the risk for the unsecured portion of financing.

In Spain at 31 December 2020, some 944,000 loans had
been guaranteed, corresponding to more than 591,000
firms and accounting for 87% of the initial programme.
This injected €114 billion of liquidity, 70% of which was
extended to the self-employed and SMEs and the
remaining 30% to large firms.

The banking sector has been in constant contact with the
economic authorities, creating an environment of close
cooperation that has allowed the measures to be
introduced swiftly and smoothly.

Thus, banks have played an essential role in channelling
government support. The management capability of
financial institutions, in particular credit institutions, has
meant measures could be taken to protect the most
vulnerable groups and the sectors hardest hit by the crisis,
such as transportation and tourism. In addition, they have
allowed more people to benefit from these financial relief
measures through the banking sector moratoria.

With the support of State guarantees, banks have
continued to provide access to credit and liquidity, and
have helped address and mitigate the economic and social
impact of COVID-19.

1 Banking sector moratoria agreements were established by the Spanish Banking Association, the Spanish Confederation of Savings Banks, the
National Union of Credit Cooperatives and the National Association of Specialised Lending Institutions.

standards (see Box 2.2). These relief measures, agreed upon by the ECB and the

Banco de Espana within the scope of their responsibilities, are in keeping with the

initiatives implemented by other authorities, such as the Single Resolution Board,
the European Banking Authority (EBA), the European Systemic Risk Board (ESRB)
and the European Securities and Markets Authority.

Further, supervisors have eased the operational burden of supervisory

activity to encourage institutions to concentrate efforts on ensuring their

operational continuity and on performing their critical economic functions.
For example, the EBA and ECB stress tests due to take place in 2020 have been

postponed until 2021, certain deadlines to implement action plans ensuing from
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Box 2.2

RELAXING APPLICATION OF PRUDENTIAL REGULATIONS AND ACCOUNTING STANDARDS. ECB AND BANCO

DE ESPANA MEASURES

In response to the extraordinary situation prompted by
the pandemic, the authorities swiftly adopted a raft of
monetary, fiscal and financial policy measures aimed at
mitigating the impact of the crisis.

The initial supervisory measures focused on easing
capital and liquidity requirements and lightening certain
operational burdens imposed by supervision.

The easing of capital and liquidity requirements has
allowed institutions to temporarily operate below the
levels set for their Pillar 2 Guidance (P2G), capital
conservation buffer and liquidity coverage ratio (LCR).

The supervisor expects institutions to replenish LCR
levels by end-2021 at the earliest and P2G levels a year
later (no sooner than end-2022), although those dates
may be put back depending on the economic situation
and each institution’s particular position, with a view to
heading off procyclical effects.

Furthermore, the change in the composition of P2R,
originally envisaged in the Capital Requirements
Directive V for January 2021, was brought forward to
March 2020: P2R should have the same capital
composition as that of Pillar 1, meaning at least 56.25%
of P2R should be held in common equity Tier 1 capital
(CET1) and 75% in Tier 1 capital, instead of 100% in
CET1 as established hitherto.

To complement these capital measures, the
macroprudential authorities eased the countercyclical

capital buffer in those Single Supervisory Mechanism
countries where it was activated or scheduled to be
activated over 2020-2021.

In addition, it is worth mentioning that both the Banco de
Espana and the European Central Bank (ECB) announced
greater supervisory flexibility in the prudential treatment of
loans backed by State guarantees.

Furthermore, in line with statements made by
international regulators and supervisors, the Banco de
Espafna and the ECB also encouraged institutions to
make use of the flexibility afforded by International
Financial Reporting Standard 9. Specifically, they
indicated that measures such as moratoria and State
guarantees should not automatically mean worse credit
risk classifications for exposures. This would afford
institutions greater scope to discriminate between
viable and non-viable credit transactions. Likewise, they
were reminded that the remaining lifetime of a loan
should be considered when determining whether there
has been a significant increase in credit risk (entailing a
deterioration of their accounting classification).

Broadly speaking, these measures are geared towards
forestalling the potential procyclical effects of capital
and liquidity requirements, and the application of the
accounting framework, such that the institutions remain
unfettered in their capacity to lend to the overall
economy, at a time when this is an essential function to
mitigate the impact of the crisis’.

1 For a more extensive summary of the prudential and accounting regulation flexibility measures, see R. Anguren, L. Gutiérrez de Rozas, E. Palomeque
and C.J. Rodriguez Garcia (2020), “The regulatory and supervisory response to the COVID-19 crisis“, Financial Stability Review, No 39, Autumn,

Banco de Espafa.

recent on-site inspections have been extended and some of the planned on-site

actions have been postponed.

Further, the ECB and the Banco de Espaia have recommended that institutions
refrain from paying dividends to shareholders, so as to ensure that they have the

maximum possible capital available to provide financing to economic agents and

to absorb potential losses. They have also reiterated their expectations that institutions

be extremely moderate with regard to variable remuneration over the same period (see
Section 2.2.4 for further details). Figure 2.2 shows a summary of the main measures and

recommendations adopted by the supervisors.
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Figure 2.2
MEASURES AND RECOMMENDATIONS OF SUPERVISORY AUTHORITIES

FLEXIBILITY IN CAPITAL AND LIQUIDITY REQUIREMENTS

— Institutions have been temporarily allowed to operate with lower capital levels than set out for the
P2G, the capital conservation buffer and LCR.

— The composition of the P2R has been amended setting as the mininum requirement the same
composition as for Pillar 1.

— Macroprudential authorities have relaxed the CCyB in those SSM countries where it was activated
or due to be activated over the course of 2020-2021.

FLEXIBILITY IN APPLICATION OF ACCOUNTING STANDARDS

Supervisors have urged use of the flexibility allowed by the accounting framework of the
IFRS-EU 9 for financial instruments. Measures such as moratoria or State guarantees do
not necessarily entail the reclassification of an exposure to a lower credit quality category.

OPERATIONAL FLEXIBILITY

— Certain on-site actions scheduled for 2020 have been postponed or cancelled.

— The pragmatic approach to the SREP has been applied.

— Certain flexibility has been allowed to institutions in the preparation and updating of recovery plans.
— EBA and ECB stress tests scheduled for 2020 have been postponed until 2021.

— Certain deadlines to implement action plans ensuing from supervisory actions have been extended.

RECOMMENDATION NOT TO PAY DIVIDENDS AND TO MODERATE VARIABLE

REMUNERATION

— Institutions have been asked to consider refraining from paying dividends in cash and buying back shares,
or limiting such remuneration until 30 September 2021.

— Institutions have been asked to be extremely moderate in their variable remuneration until 30 September 2021.

SOURCE: Banco de Espafia.

Lastly, supervisory efforts have been refocused to ensure adequate monitoring
of pandemic-related risks, prioritising their impact on institutions’ risk profiles
and operational continuity. For instance, particular emphasis was initially placed
on institutions’ liquidity and contingency plans, particularly in relation to cybersecurity
and business continuity. Analysis of the impact of the crisis on asset quality has
partly focused on the application of moratoria and the use of State guarantee facilities.
Finally, the effects on institutions’ activity, income statement and capital levels have
been monitored.

2.1.3 Supervisory priorities in 2021

Each year’s supervisory priorities for the SSM as a whole are determined by
means of an analysis conducted by the ECB in cooperation with the NCAs. This
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Figure 2.3
SSM SUPERVISORY PRIORITIES 2021

CREDIT RISK MANAGEMENT

Review of the procedures
and practices for the
management, monitoring
and reporting of this risk

Identification of asset
impairment and management
thereof

STRENGTHENING THE
CAPITAL OF INSTITUTIONS

Monitoring of the institutions'
capital plans, with emphasis on
dividend distribution and share
buyback policies

EU-wide stress test
(postponed in 2020)

BUSINESS MODEL
SUSTAINABILITY

Review of the strategic plans
and measures presented by
the institutions to remedy
shortcomings

Assessment of headway made
in digitalisation plans and
impact on business models

GOVERNANCE

Monitoring of the institutions'
crisis management procedures
and capacity to adapt

Assessment of management
systems for the provision of
relevant management

SOURCE: ECB.

information and data

IT and cyber risk

Assessment of ML/TF risk
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analysis considers the economic and financial environment, regulatory developments
and the main risks and vulnerabilities facing the banking system. The supervisory
priorities eventuate in a series of supervisory actions, some of which take place over
a time horizon of several years. The Banco de Espafa likewise sets each year’s
supervisory priorities for LSls.

The pandemic, its effects on the banking sector and the uncertainty surrounding
the expectations for economic recovery played a key role in identifying the
main risks for 2021. Ultimately, these were identified as follows: i) the pandemic’s
protracted impact on economic activity and the potential rise in NPLs; ii) price
corrections on financial markets; iii) cybercrime and technological challenges; and iv)
geopolitical uncertainties.

A further series of risk factors have been detected, the majority of which have
persisted for several years, including those related to money laundering and terrorist
financing (ML/TF), climate change and Brexit.

In addition, this year a series of vulnerabilities, both external and internal, have
been identified for SSM institutions which may exacerbate the above-mentioned
risks. Specifically, these include vulnerabilities relating to credit risk management
income and profitability levels, information

and coverage, low structural

technology (IT) shortcomings, governance and strategic management that could
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Box 2.3

SUPERVISORY POLICY IN MERGERS BETWEEN INSTITUTIONS

Declining profitability in recent years, together with the
financial and economic situation triggered by the COVID-19
crisis, is prompting the consolidation of the financial
system in several countries, among them Spain, where
some institutions have decided to merge. These mergers
aim to make the banks more resilient and boost their
capacity to serve the economy in the context of the
pandemic. Institutions need to strengthen their efficiency
in light of narrowing margins and the write-downs that may
be necessary.

These mergers will allow the resulting institutions to
achieve economies of scale, make efficiency gains and
improve their capacity to tackle new challenges — such as
digitalisation — and, consequently, expand the supply of
banking products through new channels.

In consolidation processes, supervisory authorities are
tasked with making sure that the resulting business
combination complies with prudential requirements and
ensures effective and prudent risk management.

In the interest of transparency and clarity in its supervisory
approach to merger and concentration processes, in
January 2021 the ECB approved a guide that sets out the
following supervisory expectations:

i) The sustainability of the resulting institution’s
business model. ECB Banking Supervision will
analyse the business viability of the submitted
merger plan, assessing the resulting institution’s
solvency and ability to generate profit going
forward. Such ability must be based on efficiency
gains, via a reduction in costs; geographic, product,
and customer complementarity; and value
generation at the resulting institution.

Further, merger projects must be based on a credible
business plan, with reasonable and conservative
assumptions.

i) Robust governance and risk management
requirements. The internal governance and
organisational structure of the combined
institution must satisfy the principles established
in the EBA guidelines on internal governance
(EBA/GL/2017/11). To this end, ECB Banking
Supervision must check that governing bodies
are adequately composed and function smoothly,
that responsibilities are clearly allocated and that
remuneration systems setting the right incentives
are established.

Furthermore, the guide establishes that the supervisor will
make use of its supervisory toolkit to smooth the
completion of merger projects, through: i) non-penalisation
of merger plans with higher capital requirements; ii)
prudent recognition of badwill, which must help strengthen
balance sheets at the time of integration; and iii) temporary
acceptance of the use of internal capital requirement
calculation models.

The principles set out in the above-mentioned guide on
banking consolidation are being deployed in Spain, where
there are two processes under way. First, the merger
between CaixaBank and Bankia, which will be completed
over the course of 2021 and will foreseeably result in the
leading bank in terms of operations in Spain. Second,
Liberbank and Unicaja are also negotiating their
consolidation to create Spain’s fifth-largest bank in terms
of assets. It cannot be ruled out that other institutions
attempt to merge in the future, with a view to gaining in
profitability, size and competitiveness.

be improved, long-standing cost inefficiencies, high levels of public and private

debt, surplus capacity in the banking sector and fragmentation in the regulatory

and legal framework.

Mindful of these risks and vulnerabilities, the supervisory priorities for 2021

have been grouped into the following general categories (see Figure 2.3):
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— credit risk management.

— strengthening the capital of institutions.
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Box 2.4

NEW DEVELOPMENTS IN REGULATIONS ON TECHNOLOGY-RELATED RISKS AND THEIR SUPERVISION

In an increasingly digital world, financial institutions rely
entirely on technology to implement their business models
and to smoothly and securely offer the products and
services that their customers demand. In order to ensure
the institutions’ operational resilience, i.e. their capacity to
continue providing services in the face of any adverse
situation, it is crucial to ensure the resilience of their IT
systems, not only against the increasingly frequent and
sophisticated cyberattacks financial institutions suffer, but
also against other types of disruptive situations, such as
natural disasters or the global COVID-19 pandemic.

Over the past five years, Europe’s regulators have pushed
to improve the resilience of the financial sector, with
particular emphasis on IT and digital resilience. Two
initiatives stand out:

i) European Banking Authority (EBA) guidelines on
ICT and security risk management (EBA/
GL/2019/04).

i) The EU proposal for a Digital Operational Resilience
Act (DORA).

The EBA guidelines, which have been in force since 30
June 2020, apply to credit institutions, payment
institutions, account information service providers,
electronic money institutions and investment firms. Their
implementation should always take into account the
principle of proportionality. They also include obligations
for the competent authorities.

Among these guidelines’ most notable aspects are their
requirements regarding governance and strategy, risk
management and security and business continuity
testing, which heighten and align the standards.

Meanwhile, the text of the legislative proposal for a new
regulation, DORA, was published in late September 2020
and is currently being discussed by the European Council
and European Parliament. DORA is part of the European
Commission’s digital finance strategy, and its aim is to
mitigate the risks associated with digitalisation and
strengthen the resilience of the European financial sector.

For the first time in the European Union, a single regulation
on technological resilience will apply to all types of
financial institutions, in proportion to their size and
complexity. The text includes requirements for institutions
on managing technology-related risks, managing and
notifying technological incidents, resilience testing of
systems and managing relations with third parties. It also
fosters information sharing between institutions and
cooperation between authorities.

One of the main new developments introduced by DORA
is an oversight framework for critical technology
providers in the financial sector. Given that financial
institutions are increasingly reliant on their technology
providers, this proposal represents a very significant
step towards improving the resilience of the European
financial sector as a whole.

— business model sustainability. In addition to reviewing strategic plans and

assessing the headway made in digitalisation plans, also subject to close

monitoring are consolidation processes in the interest of shoring up the

resilience and efficiency of institutions in the face of the continuous

narrowing of margins and the foreseeable increase in write-downs owing to

impairments arising from the COVID-19 crisis (see Box 2.3).

— governance. In addition to observing crisis management procedures,

assessing the systems that provide management data and evaluating ML/

TF risk, in the realm of IT and cyber risk particular emphasis will be placed
on IT outsourcing (see Box 2.4).

Under a similar process, the following supervisory priorities were established for

LSlIs in 2021: i) asset quality and credit risk management; ii) profitability and business
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Box 2.5

BANCO DE ESPANA SUPERVISORY EXPECTATIONS ON CLIMATE CHANGE AND ENVIRONMENTAL RISK, AND THE ECB

GUIDE

Climate change and environmental degradation represent
a global concern that has prompted initiatives in various
fields. These reflect the need for measures geared
towards achieving the demanding global warming
reduction targets.

New risk factors are emerging as a result of the measures
introduced to transition to an environmentally friendly
low-carbon economy, along with the physical risks
deriving from climate change and environmental events.
These are having an impact on financial risks, which has
attracted the attention of supervisors and central banks.
Both are therefore adding to their work agendas analysis
of the financial risks associated with climate change and
environmental degradation.

The Banco de Espafia and the European Central Bank
(ECB) have been party to the debates surrounding the
energy transition and its implications for credit institutions
in the euro area. In this regard, and besides their
participation in a number of international fora and bodies,
they have implemented public initiatives in the interest of
raising the banking sector’s awareness and readiness.

One good example of these initiatives is the publication
of the Banco de Espafa supervisory expectations
document on risks posed by climate change and
environmental degradation, and the ECB guide on
climate-related and environmental risks. Both documents
recognise climate-related and environmental risks as
sources of financial risk; institutions must therefore begin
to factor these into their oversight of the traditional
banking risks (credit risk, market risk, liquidity risks and
operational risk). While these expectations are not
binding for the institutions, they do provide guidance on
how to incorporate and approach climate-related and
environmental risks in the following aspects:

i) Business model and strategy: institutions are
expected to incorporate those risks that may be
material in both the short and long term.

i) Governance: ultimate responsibility for integrating
these risks in the overall strategy, and for
establishing the necessary mechanisms to review
these arrangements, is expected to lie with the
board of directors.

iii) Risk management: institutions are expected to
consider the risks posed by climate change and
environmental degradation seamlessly within its
existing risk management procedures and to adopt a
comprehensive approach to their identification,
assessment, monitoring and mitigation.

iv) Disclosures: institutions are expected to publish
material information on significant events, taking
into account their characteristics and, in particular,
their time horizons.

The ECB guide is directly applicable to significant
institutions and recommends that national competent
authorities apply the guide in a proportionate manner in
their supervision of less significant institutions (LSlIs),
whereas the Banco de Espafa supervisory expectations
are addressed to the LSIs under its supervision.

Although the two documents differ in the degree of detalil
of the expectations, both envisage the institutions
applying the expectations based on the materiality of
their exposure to climate-related and environmental risks,
which is not necessarily linked to their size.

Both the Banco de Espana and the ECB are aware of the
novel nature of this subject matter and the considerable
uncertainty regarding the materialisation of these risks,
along with the challenges relating to methodology and
the availability of information that institutions face when
identifying and measuring such risks. They are therefore
of the view that the institutions need time; accordingly,
they do not expect all of the expectations set out in these
documents to be implemented immediately, and instead
will assess their gradual deployment as part of the
supervisory dialogue.

models; iii) governance; iv) the strength of own funds; and v) IT risk, cybersecurity

and operational resilience.

As regards the first of the priorities, credit risk management, two specific
credit risk monitoring tasks conducted by the Banco de Espaia in 2020
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should help to quantify and monitor the potential impact on the Spanish banking
system in 2021:

— credit portfolio segmentation based on the level of vulnerability to
the crisis prompted by COVID-19: in view of the evidence that the crisis
will have a highly uneven impact, the different credit exposures are
classified in order to segment the portfolio into exposures potentially more
or potentially less affected by the crisis.

— definition and monitoring of early warning indicators: given that the
mitigating measures implemented by authorities may delay the onset of
the more or less traditional signs of credit impairment, monthly monitoring
has begun of new leading indicators based on broader definitions of risk
that factor in the information received on State-guaranteed transactions
and transactions subject to moratoria. This makes it possible to anticipate
the course of credit impairment.

2.2 Supervision of credit institutions
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In the framework of the SSM, the ECB heads the supervisory function with the
participation of the NCAs. According to the allocation of supervisory tasks (see
Figure 2.4), the ECB is directly responsible for the supervision of Sls (115 significant
groups at end-2020, of which 12 are Spanish), while the Banco de Espafa is
responsible for the direct supervision of the LSIs incorporated in Spain, which at
end-2020 amounted to 59 institutions or groups (the SSM as a whole includes a total
of 2,320 LSls). Table 2.1 shows the weight of the different credit institution categories
in Spain, differentiating between Sls and LSls. Table 2.2 classifies the credit
institutions operating in Spain by institution type.

However, the Banco de Espaina contributes significantly to the supervision of
Spanish Sls, both through off-site ongoing supervision work via the JSTs and through
on-site inspections and model investigations performed on those institutions.?

The activities involved in the microprudential supervision of credit
institutions are grouped into two distinct areas: off-site ongoing supervision

and on-site supervision.

The first of these assesses the institutions’ situation and risk profile in order to
prioritise the work that needs to be conducted and the depth thereof.

2 The Banco de Espana contributes not only its experience, but also the bulk of the inspectors, IT auditors and
junior analysts comprising the JSTs for Spanish Sls and the teams participating in on-site actions.
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Figure 2.4
DISTRIBUTION OF SUPERVISORY POWERS

SOURCE: Banco de Espafia.

In turn, on-site supervision comprises two types of action: inspections and model
investigations. The latter specifically review capital requirement calculation
models, whereas the former serve to verify any other area relating to the
institutions.

The SSM makes significant efforts to standardise supervisory procedures and
practices, complying with the principles and standards set out in the Capital
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Table 2.1
SPANISH CREDIT INSTITUTIONS

The number of credit institutions in Spain remained stable, while the volume of assets increased by 5% overall. In relative terms, the most
marked increases came in the segments of Spanish LSlIs and of EU Sl subsidiaries and branches.

Data at 31 December

2019 2020
Groups Assets (%) Groups Assets (%)

Signifcant institutions

Spanish groups of credit institutions 12 91.3 12 90.7

EU subsidiaries and branches (a) 26 3.6 27 3.8
Less significant institutions

Spanish credit institutions (b) 59 4.6 59 51

Branches of institutions from non-SSM EU countries 4 0.0 2 0.0

Branches of institutions from SSM EU countries (a) 33 0.3 33 0.3
Non-EU branches 3 0.1 3 0.2
TOTAL 137 136

SOURCES: ECB and Banco de Espafa.
NOTE: The figures for the institutions' assets have been obtained after the data cut-off date.

a Two or more branches/subsidiaries are deemed to belong to the same group when they are part of a higher consolidated group, even if the latter is
not Spanish.
b Including subsidiaries from EU and non-EU countries.

Table 2.2
REGISTER OF CREDIT INSTITUTIONS

Data at 31 December 2020

2015 2016 2017 2018 2019  Registrations Deregistrations Year-end

Credit institutions 220 208 207 198 197 2 6 193
Banks 67 60 59 52 52 1 51
Savings banks 2 2 2 2 2 2
Credit cooperatives 65 63 63 62 61 61
ICO 1 1 1 1 1 1
Branches of EU credit institutions 79 7 78 78 78 2 5 75
Branches of non-EU credit institutions 6 5 4 3 3 3

Controlling companies 3 4 3 5 6 1 5

TOTAL 223 212 210 203 203 2 7 198

SOURCE: Banco de Espafa.

Requirements Directive (CRD),® the Capital Requirements Regulation (CRR)* and the
guidelines issued by the EBA.

3 Directive 2013/36/EU of the European Parliament and of the 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.

4 Regulation (EU) No 575/2013 of the European Parliament and of the Council of 26 June 2013 on prudential
requirements for credit institutions and investment firms and amending Regulation (EU) No 648/2012.
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Box 2.6

ORGANISATIONAL RESTRUCTURING OF ECB SUPERVISION

European Central Bank (ECB) Banking Supervision
underwent far-reaching restructuring in October 2020.
This was in response to the new strategic orientation
building on the experience gained during the initial years
of the Single Supervisory Mechanism (SSM), with a view
to furthering the supervisory arm’s development to ensure
more effective and efficient supervision.

At the SSM’s inception (November 2014), microprudential
supervision at the ECB was structured into a Secretariat to
the Supervisory Board (SB) of the ECB and four directorates
general (DG): DG-MS1 and DG-MS2 for the direct supervision
of significant institutions (Sls); DG-MS3 for the indirect
supervision of less significant institutions (LSls) and DG-MS4
for on-site inspections and horizontal and specialised
functions. Certain subsequent adjustments had been made
(such as the secretariat’s conversion into a directorate
general), but the overall organigram remained unchanged.

In July 2020, reorganisation plans for the ECB were
submitted to the SB, as a key step towards shifting the
supervisory focus.

The former DG-I, DG-ll and DG-IIl were reorganised into
three other DG, with the same ongoing supervisory functions
for the institutions supervised directly or indirectly by the
ECB, but grouping the institutions based on their business
models: DG Systemic and International Banks, DG Universal
and Diversified Institutions and DG Specialised Institutions
and Less Significant Institutions. The aim was to shift
towards more risk-focused supervision, create more
synergies and allow a better comparison of common risks
and challenges. Meanwhile, the integration of S| and LSI
supervision will help to eliminate overlaps and ensure
greater supervisory consistency.

The former DG-IV is now split into two: DG Horizontal
Line Supervision (DG-HOL) and DG On-Site and Internal
Model Inspections (DG-OMI).

DG-HOL retains some of the traditional horizontal areas,
while also incorporating specialisation based on risks or
supervisory areas (business model and capital adequacy,
credit risk, market and liquidity risks, non-financial risks
and stress tests), with the aim of creating groups of experts
that will be in close contact with the joint supervisory
teams and the on-site inspection teams. The aim was to
strengthen risk-related technical skills in the supervision of
institutions.

For its part, the DG-OMI, which is dedicated to on-site
supervision, will comprise four divisions: financial risks
inspections, non-financial risk inspections, internal models
investigations and operations and integration.

A further new development was the creation of the
Directorate Supervisory Strategy and Risk (D/SSR),
responsible for strategic analysis and planning, resource
allocation, defining and monitoring supervisory risk appetite
and analysing the quality and consistency of supervision. It
is organised into four areas: strategic analysis, financial
risk, non-financial risk and strategic planning office. The
D/SSR includes the second line of defence.

The former DG Secretariat was converted into the DG
SSM Governance and Operations. It retains the same
functions as before (secretariat to the SB; authorisations;
fit and proper, which is separated from the previous
function; and sanctioning proceedings), while a new
technology and innovation division is added.

To ensure more effective and efficient supervision, in 2020 the ECB undertook
organisational restructuring of these supervisory tasks (see Box 2.6). The

working groups and expert networks from the various member countries play
a key role, by analysing and developing technical and supervisory policy proposals
with the aim of improving the functioning of the SSM. Further, they help to prepare

and discuss the proposals that are subsequently debated by the SB and, if
appropriate, approved by the ECB Governing Council. The Banco de Espafa
participates actively in most of these groups, participating in nearly 100 working

groups with more than 100 supervisory staff members. In some cases, the Banco de
Espafa chairs or co-chairs these groups (see Box 2.7).
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Box 2.7

LEADERSHIP OF PARTICULARLY SIGNIFICANT SSM PROJECTS

As a member of the Single Supervisory Mechanism (SSM),
the Banco de Espafa co-chairs certain projects with the
European Central Bank (ECB). Of these, the two working
groups described below stand out as particularly significant.

First, the working group on implementation of a new
risk-by-risk approach to setting Pillar 2 capital
requirements (P2R) in the SSM. After several years
of applying the SREP methodology to determine
the measures and requirements notified annually
to the institutions, the SSM is revising the
methodology for calculating institution-specific capital
requirements.

The aim is to determine additional capital requirements on
a risk-by-risk basis, paying particular attention to Pillar 2
risks, and bolstering the use of all kinds of available
information, attaching greater importance to information

stemming from each institution’s internal capital adequacy
assessment process.

Second, the SSM working group tasked with aligning
and proposing improvements for the management of
inspection teams in on-site supervisory actions.

To this end, the group is drawing up a document of
recommended good practices, taking into account the
experience of those who have participated in on-site
actions since the SSM’s inception, along with the opinions
of their managers at the ECB and at the national competent
authorities (NCAs).

This document has a dual aim: i) to optimise the
utilisation of resources in on-site actions (particularly in
cross-border inspections, which involve members of
different NCAs and are harder to manage); and ii) to
boost all participants’ professional development.

The Banco de Espana also takes part in decision-making relating to credit
institutions through its representatives on the Governing Council of the ECB
and on the SB, where decisions are taken on a collegiate basis.

The Executive Commission of the Banco de Espana remains apprised of
supervisory and other decisions about relevant SSM issues adopted by the
Governing Council of the ECB, with the support of the SB (see Chart 2.9). In
particular, the Director General Banking Supervision reports to the Executive
Commission on the following matters:

— supervisory decisions regarding Sls, including capital and liquidity

decisions.

— the supervisory priorities and the annual supervisory examination

programme for the coming year.

— general SSM matters of particular interest.

— the situation of Spanish institutions.
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Chart 2.9

DISTRIBUTION OF THE ECB DECISIONS AND ACTIONS IN 2020 NOTIFIED TO THE EXECUTIVE COMMISSION

In 2020, the number of SREP decisions declined due to adoption of the pragmatic approach. Another notable change was the increase in
decisions concerning governance, while the actions relating to the management of COVID-19 were recorded in the crisis management area.
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2.2.1 Ongoing supervision of significant institutions

The JSTs are tasked with the ongoing supervision of Sls. The JSTs of Spanish
Sls comprise ECB and Banco de Espana staff and, where appropriate, staff from
other NCAs of SSM countries where the institutions operate. Each JST performs its
tasks under the coordination of an ECB representative who, in turn, is assisted by a
coordinator from the Banco de Espafia.

The Banco de Espafa participates in the JSTs for the 12 groups of Spanish credit
institutions classified as significant pursuant to the SSM’s criteria, and likewise in
some of the JSTs for 27 significant banking groups from SSM countries that have
a presence in Spain (operating through six subsidiaries and 40 branches
established in Spain). At end-2020, the Banco de Espana contributed to the JSTs
for Spanish banks a total of 157 employees from the Inspection | and Inspection
Il departments.

The JSTs focus on off-site ongoing supervision, aiming to maintain an up-to-date
opinion on the situation and risk profile of the institutions. To this end, annual
planning is conducted for the ongoing supervisory tasks, whose frequency and intensity
is determined by the supervisory significance of the institutions. Prominent among the
off-site ongoing supervisory tasks are those related to the Supervisory Review and
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Evaluation Process (SREP) — the most demanding in terms of effort and time —, including
the annual determination of capital and liquidity requirements. In addition, the JSTs’ tasks
include the following: i) one-off detailed reviews specific to each institution;
i) participation in cross-cutting reviews, which are conducted for all SSM institutions in
relation to areas of interest; iii) cooperation in on-site supervisory actions; and iv) reviews
of recovery plans, processing of authorisations, coordination with other supervisors,
provision of support to horizontal groups by contributing their practical experience, etc.

However, the 2020 supervisory activity was highly conditioned by the COVID-19
crisis, with a necessary adjustment to the new circumstances and arefocusing
of efforts to ensure adequate monitoring of the pandemic-related risks.
Accordingly, work on certain lower priority activities had to be scaled down in order
to focus the ongoing supervision on how COVID-19 is impacting institutions’ risk
profiles and operational continuity. To conduct this monitoring, the supervisor asked
institutions to report regularly on those aspects and has remained in permanent
contact with the institutions through numerous remote meetings.

Specifically, in addition to the customary monitoring of the various risk areas, the
JSTs have performed the following tasks:

— monitoring the impact of COVID-19 on asset quality. Much of the work
performed by the JSTs has consisted of assessing credit quality
developments for portfolios and monitoring the support provided by
institutions to borrowers (moratoria, ICO-guaranteed loans, etc.).

— monitoring of the institutions’ contingency plans, focusing particularly on
cybersecurity and business continuity. In this connection, regular
information has been requested on the widespread implementation of
remote working and the impact thereof, and on the use of alternative
channels to continue providing services to customers, along with infection
trends among employees and branch closures (see Chart 2.10).

— monitoring of liquidity through regular meetings with institutions. Given
that the supervisor’s initial concerns regarding the impact of the crisis on
banks’ liquidity ultimately did not materialise, the frequency of these
meetings was gradually reduced.

— assessment of the effects of the crisis on the institutions’ level of activity
(including in terms of new lending, card expenditure and cash withdrawals),
income statement (especially in terms of credit risk provisions, including
extraordinary provisioning) and capital levels.

— other tasks, such as the following: i) reviewing the activity of the new
committees set up to monitor and address the impact of the crisis;
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Chart 2.10

THE EFFECTS OF THE PANDEMIC ON BRANCH CLOSURES AND THE RISE OF REMOTE WORKING

The COVID-19 crisis has clearly had an influence on the widespread implementation of remote working at Spanish credit institutions.
Although a large portion of staff returned to the workplace from June 2020 onwards, the percentage of employees who continued working
remotely throughout the year remains quite high. Likewise, the state of alert and lockdown gave rise to the closure of nearly 30% of the
branch network and prompted some institutions to permanently close a great deal of branches. However, despite the branch closures and
the rise of remote working, it is worth noting that the institutions have managed to operate as normal.
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SOURCE: Banco de Espana.
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ii) verifying the sufficiency and suitability of reporting to the governing
bodies on COVID-19-related matters; and iii) analysing the plans for the
return to normality, succession planning, the updating of financial plans
and budgets, changes to credit policies, the adaptation of risk appetite
frameworks and assessing the sectors hardest hit by the crisis.

Mindful of the difficulty of implementing the SREP guidelines (EBA/GL/2014/13) to
the fullest extent owing to the heightened uncertainty prompted by the crisis, the
EBA stated that the principles of efficacy, flexibility and pragmatism should
determine the 2020 SREP supervisory approach. With a view to identifying how
such flexibility could be applied, the EBA published guidelines on a pragmatic
approach to the SREP (EBA/GL/2020/10) and established a special procedure for
the 2020 SREP.

The ECB adopted those guidelines and opted for a simplified approach to the
SREP in 2020. The main characteristics of this simplified approach are as follows:
i) focusing the analysis on the institutions’ aspects and risks most affected by the
crisis, considering the information available at the time of the assessment;
ii) leaving the SREP scores unchanged, given the uncertainties in the current
scenario; and iii) as a general rule, maintaining the same capital requirements (P2R)
and guidance (P2G).
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Specifically, the supervisory analysis of each risk area prioritised a series of key
aspects that might have been particularly affected by the crisis, or that could impact
the institution’s capacity to operate properly in future:

— the analysis of the business model focused on the near-term viability of
each credit institution, taking into consideration the impact of the COVID-19
crisis on 2020 results, and the expected repercussions of the crisis on the
institution’s medium-term sustainability.

— with regard to governance and risk management, close attention has been
paid to the responsiveness demonstrated by each institution’s management
body to the COVID-19 outbreak, along with the capacity to identify, measure
and monitor the risks arising from the new economic situation.

— credit risk supervision reviewed the impact of the crisis on credit quality,
the adaptation of processes to the new circumstances and the effectiveness
of the mitigating measures introduced by each institution.

— with regard to market risk, the analysis included the impact of the COVID-19
crisis on the different business lines and products, along with profitability
and risk deriving from the trading activity. The assessment also examined
whether each institution’s risk metrics, market risk management system
and hedging strategies remained valid in the new economic environment.

— the analysis of operational risk focused on business continuity and the
maintenance of critical services. A particular focal point was how the new
situation might heighten IT and cyber risk.

— lastly, in terms of liquidity risk, the supervisor paid particular attention to
the net liquidity position, intraday liquidity and the funding position, to
analyse the potential for the COVID-19 crisis to give rise to liquidity
problems.

Further, both from the risk standpoint and at a more general level, the JSTs assessed
the institutions’ capacity to manage the crisis and the impact thereof going forward
(until the end of 2021 at least).

Lastly, the special circumstances under which the supervisory tasks were
conducted in 2020 resulted in the postponement of the EBA and ECB stress
test exercises scheduled for that year. These were replaced by what the ECB
called a “vulnerability exercise” to analyse the banking system’s resilience to
the impact stemming from the COVID-19 crisis. The sample included 86 euro
area banks. Two scenarios were analysed: a baseline scenario, envisaging a
cumulative drop in gross domestic product (GDP) of -0.2% in three years; and
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a more severe scenario, envisaging a decline of -5.5%. The EBA stress test
methodology was used as a starting point, although certain aspects were adapted
given that it would be an internal ECB exercise without interaction with the
institutions. The essential elements of the EBA methodology were unchanged, such
as the comprehensive coverage of risk areas and the static balance sheet
assumption. However, the methodology was tailored based on the information
available through supervisory reporting. The results were generated using the
ECB’s own models, making this a fully top-down exercise.®

In terms of crisis-related action, and in particular the review of recovery plans, the
requirements were eased for institutions during this cycle owing to the exceptional
circumstances. Among these relief measures, institutions were permitted to not
include certain information in the recovery plan, in order to focus on the more
relevant information in the context of the crisis.

2.2.2 Ongoing supervision of less significant institutions, non-EU branches
and the ICO

The Banco de Espaia is responsible for the direct supervision of Spanish
LSlIs, while the ECB is responsible for their indirect supervision. The Banco de
Espafia likewise performs supervisory functions on the branches of LSls from
other SSM countries and the rest of the EU, along with the branches of non-EU
credit institutions. This set of institutions accounts for 5.6% of the Spanish
banking system’s assets. Chart 2.11 details the weight of each institution type,
calculated based on their total assets. The Banco de Espafa also supervises
the 1CO.

The annual action plan, which details the following year’s supervisory
activities, is prepared each year on the basis of the supervisory priorities. As
part of ongoing supervision, each institution’s performance is monitored
periodically (quarterly or half-yearly). The monitoring may vary in depth and is
conducted in accordance with the principle of proportionality, considering factors
such as each institution’s risk profile, size, volume of deposits raised on the retail
market and business model. This is based on quarterly alerts using the information
in the confidential returns and the Banco de Espafa’s central credit register (CCR) in
order to detect potential future problems relating to liquidity, solvency or business
model sustainability.

In 2020, quarterly monitoring was conducted for the 59 Spanish LSI groups.

5 For further information on this exercise and the results thereof, see the ECB press release of 28 July 2020.
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Chart 2.11

WEIGHT OF THE VARIOUS TYPES OF LSIs

The asset volume of LSIs as a whole grew 15%, with a more pronounced increase in the credit cooperatives segment.
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NOTE: The figures for the assets of institutions in 2020 were obtained after the data cut-off date.
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The supervisory monitoring focused on the supervisory priorities established
for 2020 and on the new requirements arising from COVID-19 and its impact on
the domestic economy. This entailed redirecting resources and supervisory work
to ensure adequate monitoring of the pandemic-related risks.

To conduct this monitoring, the supervisor asked the institutions to provide periodic
reporting on those aspects. Likewise, it has remained in constant contact with the
institutions through numerous remote meetings, requesting contingency plans that
envisage the potential effects of the crisis on operational risk, particularly in relation
to cybersecurity and business continuity.

In addition to the recurring aspects that are typically assessed on a quarterly basis
(solvency, liquidity, profitability, asset quality and governance), monitoring was
bolstered for aspects relating to credit risk and the impact on profitability and
liquidity. These include the following:

— in credit risk monitoring, in-depth assessment of aspects such as the
sectoral segmentation of loan portfolios; credit quality indicators (e.g. late
payments); take-up of legal moratoria and State guarantees; and
reclassifications, rollovers and forbearance.

— in profitability, analysis of aspects relating to loan portfolio profitability
and the potential impact of loan impairment.
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— inliquidity, monitoring frequency varied based on the institutions’ different
situations.

Other actions as part of ongoing supervision include reviews of external audit
reports, internal capital and liquidity adequacy assessment reports and recovery
plans; meetings with the external auditor and periodic meetings with persons in
positions of responsibility at the institutions.

As is the case for Sls, the SREP is one of the key tasks of off-site ongoing
supervision. In 2020, a simplified SREP methodology was implemented, pursuant
to the EBA guidelines on the pragmatic approach for 2020, which were adopted by
the Banco de Espafa on 21 September 2020. The SREP conclusions take into
account the results of the stress test known as the Forward Looking Exercise on
Spanish Banks (FLESB), which is conducted annually by the Financial Stability and
Macroprudential Policy Department of the DGFSRR to assess the resilience of
Spanish institutions.® Once the related 2020 SREPs had concluded and the
institutions’ representations had been considered, the Banco de Espana adopted
the 2021 capital and liquidity decisions for LSls.

The Banco de Espafia has continued to cooperate with other NCAs in the context of
the supervisory colleges of LSIs in other SSM countries with subsidiaries in Spain. It
participated in a total of three colleges in 2020, which contributed to joint decision-
making on capital and liquidity requirements.

In 2020, it completed its assessment of the recovery plans sent in 2019 Q4. The
Banco de Espana also allowed some flexibility vis-a-vis the submission of recovery
plans in 2020.

Since the branches in Spain of institutions with head offices in other EU Member
States (including those of countries not participating in the SSM and those of LSIs
of other SSM countries) are not subject to prudential or liquidity requirements at the
branch level, periodic monitoring of the branch’s performance is conducted,
meetings are held with the management staff and information is regularly exchanged
with the authorities of the branch’s home country, under the terms established in
Commission Implementing Regulation (EU) No 620/2014 of 4 June 2014 laying down
implementing technical standards with regard to information exchange between
competent authorities of home and host Member States.

Direct supervision of LSls is supplemented by indirect supervision by the ECB,
with the aim of:

6 For a summary of the results of the latest stress tests, see Banco de Espafia (2020), “Risks to the financial sector
and its resilience”, Chapter 2, Financial Stability Report, Autumn 2020.
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Chart 2.12

NUMBER OF ONGOING OFF-SITE SUPERVISORY ACTIONS AT LSIs, NON-EU BRANCHES AND THE ICO

In 2020, a set of extraordinary initiatives were undertaken as a result of COVID-19, with the aim of obtaining up-to-date information on
developments relating to risks and the institutions' economic and financial situation. At the same time, the number of actions declined, owing,
among other reasons, to a lower number of meetings.
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— ensuring the uniform application of high supervisory standards.

— guaranteeing the consistency of supervisory outcomes in the Member
States participating in the SSM.

As in previous years, in performing these two functions the ECB benefited from the
full cooperation of the Banco de Espana.

As regards the branches in Spain of institutions with head offices in non-EU countries,
the Banco de Espafa’s supervision also includes half-yearly monitoring, external
audit reviews and regular meetings with branch management.

In 2020, a total of 600 ongoing supervisory actions for these institutions were
undertaken, as detailed in Chart 2.12 by institution type and by supervisory matter.
2.2.3 On-site supervision

Table 2.3 details the on-site inspections conducted at the head offices of credit

institutions in 2020. On-site work was suspended owing to the lockdown in Spain
imposed by the state of alert. The possibility of continuing the inspections already
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Table 2.3

ON-SITE SUPERVISION OF CREDIT INSTITUTIONS. NUMBER OF ACTIONS

2020

Sls LSls Total

On-site inspections 10 6 16
at Spanish credit institutions 9 (a) 6 15
at credit institutions from other SSM countries 1 1
Internal model investigations 10 — 10
at Spanish credit institutions 9 (b) — 9
at credit institutions from other SSM countries 1 1
TOTAL 20 6 26

SOURCE: Banco de Espana.

a Of which, 6 were led by Banco de Espana staff and 3 were led by staff from other authorities.
b Of which, 7 were led by Banco de Espafia staff and 2 were led by staff from other authorities.
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under way on a remote and online basis was assessed. The decision was made to
continue those inspections that were in advanced stages and to suspend the rest. On-
site inspections were resumed in the fourth quarter, all by remote and online means.
The significant preparedness of both the supervisor and the supervised institutions
meant the inspections could be completed without any significant incident relating to
the fact that they were conducted remotely. In this regard, it is worth noting the
headway made in applying new technologies to supervisory work (see Box 2.8).

The 2020 inspection plan for the Sls of SSM countries was revised as a result
of the COVID-19 pandemic. For Spanish Sls, nine of the 28 inspections initially
planned for 2020 were performed (six headed by the Banco de Espafa and three by the
ECB). In addition, the Banco de Espana led the inspection of a foreign SSM institution.

By risk type, the nine inspections of Spanish Sls were distributed as follows: two
credit risk inspections for different portfolios; two technological risk inspections on
cybersecurity and IT service outsourcing, respectively; two inspections relating to
capital; two on governance, business model and profitability; and one on market risk.

The Banco de Espafna also participated in two inspections of Sls from other SSM
countries which were led by other supervisory authorities.

The pandemic had a more moderate impact on model investigations than on
inspections. Despite remote work entailing an additional workload, as reflected in
deadlines being extended somewhat, the 2020 plan remained at reasonably similar
levels to previous years. In part, this was because model investigations take place at
the institutions’ request; for instance, when internal models need to be adjusted to
ensure their adequate functioning, which requires prior supervisory validation.
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Box 2.8
NEW TECHNOLOGIES IN SUPERVISION: SUPTECH'

The exponential technological advancement of recent
years has led to deep digital transformation across all
sectors of society. These advances have opened up new
opportunities that are also being harnessed to improve
supervisory capabilities.

As well as the availability of increasingly large amounts
of data and more powerful computers, new methods of
analysis, such as machine learning, have also emerged.
Using these tools helps in decision-making processes
and in identifying exceptions that are not apparent to
the naked eye. Likewise, the implementation of suptech
tools makes for more efficient supervisory processes
and workflows through techniques such as robotic
process automation. In short, new technologies allow
supervisory authorities to perform their tasks more
proactively and efficiently.

The Banco de Espafia’s 2024 Strategic Plan® sets out
various initiatives to drive the digital transformation and
incorporate new technologies across all areas. The
Directorate General Banking Supervision (DGBS) has set
up a multidisciplinary suptech forum, comprising
inspectors and experts in models and in IT, to foster an
innovation culture among supervisors.

As a result of the work conducted in this forum, the
DGBS is currently designing a suptech-specific strategy

and work plan, with a view to using these tools to their
fullest. The aims are as follows: i) to drive coordination
between areas in order to share knowledge and
expertise in this field; ii) to identify key processes for
digitalisation and for the use of new suptech tools; and
i) to assess the possibility of specialist profiles
exploiting the information.

The DGBS has identified some tools that were already in
use, including automated document validation and
classification, error detection in leveraged transactions or
the inference of relationships between borrowers. These
tools will be the starting point for new developments that
will be coordinated via this forum.

Rapid technological progress drives the need to bolster
training. To this end, several courses have been created
to incorporate new data analysis skills into the traditional
skill sets.

In addition, the DGBS participates in the Single
Supervisory digitalisation = agenda
initiatives and takes part in the various working groups
set up to that effect. Among the most prominent is the
group tasked with identifying opportunities for using
suptech, with a plan devised to develop these over the

Mechanism’s

coming years.

1 Suptech refers to the application of big data, artificial intelligence and other innovative technologies by financial supervisors to perform their functions
(S. di Castri, S. Hohl, A. Kulenkampff and J. Prenio (2019), “The suptech generations”, FSI Insights on policy implementation, No 19, October, Financial

Stability Institute.

2 For more information on the Strategic Plan, see the press release of 15 January 2020, The Banco de Espafia launches its Strategic Plan 2024.

Specifically, in 2020, nine reviews were conducted on Spanish institutions, eight

of which focused on internal credit risk models and one on market risk models. A