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The end of the zero risk weight for sovereigns?

Under the spotlight

A significant review of the prudential treatment of sovereign risk, as a result of which it may lose its
privileged status of zero risk weight, has started at a global level. The Basel Committee is already
working on this issue, but no formal outcome is expected before the second half of 2016. In Europe, this
topic is beginning to gain importance although no measures are expected in the short term.

The current regulatory framework grants sovereign exposures a beneficial treatment both for credit risk (with a
0% risk weight in the standardised approach for sovereigns meeting certain requirements and, in the case of
Europe, also through the so called “permanent partial use” when using internal models) and also under the
large exposure regime, which exempts sovereign exposures that are assigned a 0% risk weight in credit risk.

The global perspective

In 2012, the Basel Committee highlighted3 sovereign exposures a cause for variability in risk weights across
banks and also pointed to Europe as non-compliant with BIS Il because of the “permanent partial use”.
Lately, the Committee has included in its work programme for 2015 and 2016 the review of the regulatory
treatment of sovereign exposures and has been working on this issue for over a year. A global proposal that
could change the regulatory treatment is expected to be issued in the second half of 2016. The Bank for
International Settlements also included this topic in its 2015 annual report. The BIS considers that a systemic and
comprehensive approach is heeded and that this work must be developed without delay or hesitation.

The European stance
From a European perspective, there are three main references of the authorities on this issue:

e In March 2015, the European Systemic Risk Board issued a report on the regulatory treatment of sovereign
exposures. The report included six potential approaches to recognise the risk of sovereign debt: i) to impose
a Pillar 1 capital requirement, ii) diversification through a large exposure limit, iii) coverage of sovereign
exposures in macro prudential regulation, iv) enhanced Pillar 2 requirements, v) enhanced disclosure on
sovereign exposures, and vi) changes in liquidity risk regulation.

e The 5 presidents’ report released in June 2015 includes as a recommendation for the medium term, a
potential revision of the sovereign exposures treatment, possibly through a large exposure limit.

¢ In November 2015, the Commission released a proposal for a European Deposit Insurance System (EDIS)
and accompanied it with a communication setting out several measures for reducing remaining risks in the
banking system in parallel. Among these measures was included the revision of the prudential treatment of
sovereign exposures.

Assessment

A review of the prudential treatment of sovereign exposures could have widespread repercussions, as it
implies a change of paradigm (sovereign debt is no longer a risk-free asset). The impact on public-sector
funding and the spillover effects on the economy should be properly considered.

Europe should not prejudge the BIS proposal. It is essential to ensure that any measure adopted is globally
implemented. Coordination in the adoption of such a change is essential to avoid fragmentation of financial markets
and an unlevel playing field with a competitive disadvantage for European markets. Indeed, beyond the analysis of
the default risk, there are other types of financial repression which cannot be ignored when dealing with sovereign
risk such as artificially low interest rates, capital controls or inflation which also reduce the real value of debt.

3: Basel Committee Report to G20 Finance Ministers and central Bank Governors on Basel Il implementation.
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DISCLAIMER

This document has been prepared by BBVA Research Department. It is provided for information purposes only and
expresses data, opinions or estimations regarding the date of issue of the report prepared by BBVA or obtained from or
based on sources we consider to be reliable and have not been independently verified by BBVA. Therefore. BBVA offers
no warranty, either express or implicit, regarding its accuracy, integrity or correctness.

Estimations this document may contain have been undertaken according to generally accepted methodologies and
should be considered as forecasts or projections. Results obtained in the past. either positive or negative, are no
guarantee of future performance.

This document and its contents are subject to changes without prior notice depending on variables such as the economic
context or market fluctuations. BBVA is not responsible for updating these contents or for giving notice of such changes.
BBVA accepts no liability for any loss, direct or indirect, that may result from the use of this document or its contents.
This document and its contents do not constitute an offer, invitation or solicitation to purchase, divest or enter into any
interest in financial assets or instruments. Neither shall this document nor its contents form the basis of any contract,
commitment or decision of any kind.

In regard to investment in financial assets related to economic variables this document may cover, readers should be
aware that under no circumstances should they base their investment decisions in the information contained in this
document. Those persons or entities offering investment products to these potential investors are legally required to
provide the information needed for them to take an appropriate investment decision.

The content of this document is protected by intellectual property laws. It is forbidden its reproduction, transformation,
distribution, public communication, making available, extraction, reuse, forwarding or use of any nature by any means or
process, except in cases where it is legally permitted or expressly authorised by BBVA.
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