BBVA ‘ Research

5. Latin America: The high density of assets
strengthens banks’ solvency

Latin America’s financial systems have demonstrated their strength in the past few years, maintaining high levels of
profitability (ROE >10%), clean balance sheets with well-contained NPL ratios (<3% in most countries) and regulatory
capital ratios comfortably in excess of the required minimums. Additionally, an analysis of other indicators of solvency,
such as asset density or leverage ratios leads to the conclusion that these systems are well capitalised.

Latin American banks have a high density of RWAs to total assets - as high as 80% in Argentina, Chile, Colombia and
Peru. In the case of Mexico the ratio was 66% as at December 2016. This is the combined result of several factors:

(i) Heavy average weight of the loan portfolio in balance sheet totals, representing 74% of total assets in
Colombia, 71% in Chile and 66% in Peru. Argentina and Mexico, with greater exposure to public debt securities,
financial investments and other liquid assets, had ratios of 50% and 48% respectively.

(i) Limited weight of the mortgage lending portfolio, which with the exception of Chile (27%) accounts for less
than 20% of the total portfolio in these countries. This differs from what we see in countries with higher per capita
incomes and a more developed banking sector, where mortgage lending can account for as much as 50% of the
total portfolio. In general terms mortgage lending is less risky, and for that reason its weighting for the calculation
of RWAs is usually less than that of the other portfolios (Basel Il establishes 35% for mortgage loans, as against
75% for consumer lending and 100% for businesses as a general rule).

(i) Limited or practically non-existent use of advanced models for calculating regulatory capital. As at June
2017 only two Mexican banks (BBVA Bancomer and Santander México) used internal models to calculated risk-
weighted assets. In the remaining countries, the banks continue to use standard models to calculate RWAs.

(iv) Risk weightings under the standard model higher than those envisaged by Basel Il. With the exception of

Argentina and Mexico, the countries have not adopted Basel lll, but a comparison of national regulations leads to
the conclusion that in general these countries adopt stricter risk weightings than those established by Basel.
We should highlight that one aspect that should reduce the density of RWAs in Colombia and Chile is the
absence of requirements for operational risk - and in the case of Chile there is no requirement for market risk
either. Nonetheless, the factors mentioned previously more than offset this effect. Once the requirements for
these risks and others envisaged in Basel lll have been adopted, ceteris paribus the density of RWAs will be
even higher.
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Leverage ratios in excess of 10% in nearly all countries

The high density of RWAs entails high minimum regulatory capital requirements, which translates into high leverage
ratios (Figure 2). In all the countries analysed, accounting capital represents more than 10% of total assets in the
balance sheet, with the exception of Chile which, with 8%, nevertheless maintains a very high ratio. In the countries
that have yet to adopt Basel lll, as is the case of Chile, Colombia and Peru, the quality and quantity of their banks’
capital is frequently questioned. Although the Basel Il framework is more demanding, (in that it requires deductions
for intangible assets and better quality capital, among other things) the reality shows that the high density of assets
leads to very high leverage ratios. This reflects a high degree of capitalisation for banks in general, which enables
them to face the approach to more demanding international standards with relative equanimity.

Therefore the introduction of the leverage ratio in Basel I, obliging banks with a low density of RWAs to improve their
capital, will not be a problem for the financial systems of Latin America, where the high density of RWAs allows the
introduction of a leverage indicator in the future to be fulfilled comfortably’. Thus it is not surprising that the differences
among leverage ratios and regulatory capital are much smaller than for example in Europe, where many banks have
Tier 1 capital ratios of double the leverage ratio.

Figure 7 Asset density (RWAs/Total assets) Figure 8 Leverage ratio (Equity/Total assets)
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Source: Central banks of Argentina (BCRA), Chile (SBIF), Colombia Source: Central banks of Argentina (BCRA), Chile (SBIF), Colombia
(SFC), Mexico (Banxico) and Peru (SBS) (SFC), Mexico (Banxico) and Peru (SBS)

7 At present only Argentina and Mexico have to comply with a minimum leverage ratio defined in Basel lll as 3%.
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LEGAL NOTICE

This document, prepared by BBVA Research Department, is informative in nature and contains data, opinions or estimates as at
the date of its publication. These derive from the department’'s own research or are based on sources believed to be reliable, and
have not been independently verified by BBVA. BBVA therefore makes no guarantee, express or implied, as to the document's
accuracy, completeness or correctness.

Any estimates contained in this document have been made in accordance with generally accepted methods and are to be taken as
such, i.e. as forecasts or projections. The historical evolution of economic variables (positive or negative) is no guarantee that they
will evolve in the same way in the future.

The contents of this document are subject to change without prior notice for reasons of, for example, economic context or market
fluctuations. BBVA does not give any undertaking to update any of the content or communicate such changes.

BBVA assumes no responsibility for any loss, direct or indirect, that may result from the use of this document or its contents.

Neither this document nor its contents constitute an offer, invitation or solicitation to acquire, divest or obtain any interest in assets
or financial instruments, nor can they form the basis of any contract, commitment or decision of any kind.

In particular as regards investment in financial assets that may be related to the economic variables referred to in this document,
readers should note that in no case should investment decisions be made based on the contents of this document; and that any
persons or entities which may potentially offer them investment products are legally obliged to provide all the information they need
to take these decisions.

The contents of this document are protected by intellectual property law. It is expressly prohibited to reproduce, process, distribute,
publicly disseminate, make available, take extracts, reuse, forward or use the document in any way and by any means or process,
except where it is legally permitted or expressly authorised by BBVA.

Banking Outlook / November 2017 24



BBVA ’ Research

This report has been produced by the Financial Systems Unit

Chief Economist, Financial Systems and Regulation

Santiago Fernandez de Lis
sfernandezdelis@bbva.com
With the collaboration of:

Ana Rubio
arubiog@bbva.com

Jaime Zurita
jaime.zurita@bbva.com

Maria Rocamora
maria.rocamora@bbva.com

BBVA Research

Chief Economist BBVA Group

Jorge Sicilia Serrano

Macroeconomic Analysis
Rafael Doménech
r.domenech@bbva.com

Global Macroeconomic Scenarios
Miguel Jiménez
mjimenezg@bbva.com

Global Financial Markets
Sonsoles Castillo
s.castillo@bbva.com

Long-Term Global Modelling
and Analysis

Julian Cubero
juan.cubero@bbva.com

Innovation and Processes
Oscar de las Penas
oscar.delaspenas@bbva.com

Macarena Ruesta
esperanza.ruesta@bbva.com

Cristina Plata
cristinateresa.plata@bbva.com

Financial Systems and Regulation
Santiago Fernandez de Lis
sfernandezdelis@bbva.com

International Coordination
Olga Cerqueira
olga.gouveia@bbva.com
Digital Regulation

Alvaro Martin
alvaro.martin@bbva.com

Regulation

Maria Abascal
maria.abascal@bbva.com
Financial Systems

Ana Rubio
arubiog@bbva.com
Financial Inclusion
David Tuesta
david.tuesta@bbva.com

José Félix Izquierdo:
jfelix.izquierd@bbva.com

Spain and Portugal
Miguel Cardoso
miguel.cardoso@bbva.com

United States
Nathaniel Karp
Nathaniel.Karp@bbva.com

Mexico
Carlos Serrano
carlos.serranoh@bbva.com
Middle East, Asia and
Geopolitical
Alvaro Ortiz
alvaro.ortiz@bbva.com
Turkey
Alvaro Ortiz
alvaro.ortiz@bbva.com
Asia
Le Xia
le.xia@bbva.com

Javier Villar
javier.villar@bbva.com

South America
Juan Manuel Ruiz
juan.ruiz@bbva.com

Argentina
Gloria Sorensen
gsorensen@bbva.com

Chile
Jorge Selaive
jselaive@bbva.com

Colombia
Juana Téllez
juana.tellez@bbva.com

Peru

Hugo Perea
hperea@bbva.com
Venezuela

Julio Pineda
juliocesar.pineda@bbva.com

ENQUIRIES TO: BBVA Research: Calle Azul, 4. Edificio de la Vela - 42 y 52 plantas. 28050 Madrid, Spain. Tel. +34 91 374 60 00 and +34 91 537 70

00/ Fax +34 91 374 30 25 - bbvaresearch@bbva.com www.bbvaresearch.com

Banking Outlook / November 2017

25



