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Implementing Basel lll in emerging
economies: a process not free of pain

Basel lll is now being transposed into several emerging markets legislations
The process of implementing stricter regulation is in a more advanced stage in China and
Brazil, where the adoption of Basel lll is actually ahead of the global calendar. Many other
emerging countries are now stepping towards the adoption of Basel ll.

Emerging countries have some incentives to follow Basel lll recommendations
In addition to trying to find a way to create a more robust global financial system, emerging
economies have at least two other reasons to welcoming the new regulatory framework. First,
emerging markets’ financial systems are well capitalized and in a much better position to meet
Basel Il recommendations than banks in developed economies. Second, the new regulation
looks attractive for regulators in many emerging countries which are currently facing an
excessive credit expansion.

The impact of Basel lll could, however, be potentially huge when calculated

from a long term perspective,

even though it is generally considered that emerging economies are less vulnerable to
new regulations. A recent study by BBVA Research actually shows that the negative effects
of capital and liguidity requirements are higher in emerging countries in terms of banking
penetration and GDP per capita than in developed costs.
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Implementing Basel Il in emerging economies: a
process not free of pain

Emerging economies around the world have been warmly welcoming the implementation of the
measures presented by the Basel Committee on Banking Supervision (BCBS) known as Basel IlI.

In addition to trying to find a way to create a more robust global financial system, emerging
economies have at least two other reasons to welcoming the new regulatory framework. First,
emerging markets’ financial systems are well capitalized and in a much better position to meet
Basel Il recommendations than banks in developed economies. Second, the new regulation looks
attractive for regulators in many emerging countries which are currently facing an excessive
credit expansion.

Countries such as China and Brazil are, therefore, speeding up implementation of stricter financial
regulation based on Basel lll. Supervisors in both countries have recently announced calendars
for adopting the new regulation that are ahead of BCBS' proposed calendar'.

In early of May, China Banking Regulatory Commission (CBRC) announced its plans to step up
efforts to strengthen supervision by implementing new and stricter regulations based on Basel

Il principles by the end of 2016. In particular, the CBRC plans to impose differing criteria for
systemically important financial institutions (SIFIs) and non-SIFls although it has yet to specify
banks’ classification into the two groups. The new rules are to include counter-cyclical capital
adequacy ratios (up to 2.5% on top of the normal capital ratio requirement, 11.5% for SIFls, and 105%
for non-SIFls), a leverage ratio (4% as minimum requirement), provision/total loans ratio (2.5% as a
minimum) and liquidity ratios (liquidity coverage ratio and net stable funding ratio set at 100%).

Brazil announced the rules and the compliance timeline for the implementation of Basel Il in
February. Supervisors plan to adopt Basel lll regulations in Brazil before they come into effect
internationally. The Central Bank of Brazil will add conservation and counter-cyclical buffers to
normal capital requirements and, total required capital will be 11% in 2013 and within the 10.5% -
13% range (depending on whether a counter-cyclical requirement will be added or not) from the
beginning of 2017 on. Regulators also set (although in some case in preliminary terms) a leverage
ratio (3% as minimum requirement) and liquidity ratios (liquidity coverage ratio and net stable
funding ratio set at 100%). (For more details on the rules announced and compliance timeline in
both Brazil and China see the table below).

1: For the calendar recommended by Basel lll see: http://www.bis.org/press/p100912b.pdf
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China

Minimum capital adequacy ratio (CAR) for core
tier | capital, tier | capital and total capital are set
as 5%, 6% and 8%, respectively.

On top of the minimum CAR, banks are also
required to set aside 2.5% extra capital.

A countercyclical capital buffer (0-2.5%) will be
required when necessary.

SIFls are required to maintain CARs of 1% higher
than non-SIFls, which means that under normal
circumstance (ie, when no countercyclical capital
is imposed) the CARs of SIFl and non-SIFI would
be at least 115% (8% minimum +2.5% extra +1%
SIF) and 105% (more or less what they are now
for large and small banks, respectively).

Compliance timeline: SIFI by end-2013 and non-
SIFI by end-2016.

Brazil

Minimum capital adequacy ratios (CAR) are set as
core tier | capital: 4.5%; tier | capital: 5.5% for 2013
and 2014 and 6.0% from then on; and total capital:
declining from 11% in 2013 to 80% in 2019.

By the end of 2011 the new definition of total
capital will be set.

By July of 2012 the calculation of the required capital
for counterparty credit risk will be revised and by
the same time it will start the phase-in of deductions
from common equity of items such as tax credits
(two years ahead of the recommended by Basel IlI).

Compliance timeline: beginning of 2013.

By the end of 2012 the regulation on both conser-
vation and counter-cyclical Capital will be adopted
and financial institutions could be required to
meet new goals anytime from the beginning of
2016 and 2014, respectively, depending on the
macroeconomic cycle.

A minimum leverage ratio, defined as the ratio
of core tier | capital to adjusted total asset, is set
at 4%.

Compliance timeline: SIFls by end-2013 and non-
SIFls by end-2016.

Minimum leverage ratio: 3% (preliminary)

By July of 2017 the final methodology for the
calculation of the Leverage Ratio will be informed
(preliminary information will be released before
July of 2012).

Compliance timeline: beginning of 2018.

Liquidity coverage ratio and net stable funding
ratio are introduced into the current liquidity
supervisory framework.

The minimum regulatory levels of both new
indicators are set at 100%.

Compliance timeline: liquidity coverage ratio by
end-2013 (for both SIFls and non-SIFls), and net
stable funding ratio by end-2016 (for both SIFls
and non-SIFls).

Final methodologies to calculate liquidity cover-
age ratio and net stable funding ratio will be an-
nounced by the end of 2013 and 2016, respective-
ly (preliminary methodologies will be announced
by the end of 2012 and 2014, respectively).

The minimum regulatory levels of both new
indicators are set at 100%.

Compliance timeline: liquidity coverage ratio by
the beginning of 2015 and net stable funding ratio
by the end of 2018.

Table 1
Category
Capital .
Adequacy
Leverage .
Ratio

Liquidity .
Other .

The minimum Provision/Total Loan ratio is set
at 25%.

The minimum Provision coverage ratio (the
ratio of provision to non-performance loans) is
set at 150%.

The authorities will dynamically adjust the provi-
sion requirement.

Compliance timeline: SIFI by end-2013 and non-
SIFl by end-2016

Source: CBRC, Central Bank of Brazil, and BBVA Research
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The announcement of the implementation of Basel lll in Brazil and China was followed by the
announcement of some measures to improve the supervision of the financial system. In the former,
the Central Bank of Brazil announced an internal restructuration to increase its capacity to regulate
and supervise the financial system. On top of that, a Financial Stability Committee within the

Central Bank structure was created to evaluate financial stability in the country and to implement
strategies to keep systemic risks under control. In the latter, some goals were included in the new
5year Development Plan to create a better supervisory environment: i) improve financial regulatory
agencies and coordination between different departments; i) improve financial management of
local governments, and increase local governments' responsibility for small - and medium-sized
institutions; iii) develop cross-sector and cross-market financial regulatory rules, and strengthen the
supervision of systemically important financial institutions; iv) improve financial laws and regulations;
V) accelerate the construction of a credit system and regulate the development of credit rating
agencies; vi) strengthen cooperation with international organizations and foreign regulatory bodies.

The implementation of Basel lll is in @ more advanced stage in China and Brazil, but other countries
are also taking measures to adopt a stricter financial regulation in line with the new recommendations.
In Peru, for example, regulators approved in July a regulation for the new additional capital adequacy
requirements with the goal to limit the impact of capital fluctuations on financial companies. The
measure will be implemented gradually and should be fully implemented by July 2016.

In Colombia, financial authorities have expressed the intention of implementing some of

the capital and liquidity requirements currently discussed under Basel lll. They are currently
evaluating how to implement these regulations. In Mexico, financial authorities presented in May
a project to incorporate Basel lll regulation in the country and on September the Ministry of
Finance put forward in the General Economic Policy Criteria for 2012 the early adoption of this
framework as a key macro prudential element to preserve financial system’s stability. Chile and
Argentina are currently focused in the implementation of Basel [l recommendations, but they are
also expected to follow the global calendar for the implementation of Basel |lI.

In Asia, most emerging economies have already announced their intention of adopting Basel IlI
and are, at this stage, analysing how to do it. In HK, for example, supervisors have not yet come
up with any specific plan to implement Basel lll although they stated at the beginning of the
year that they intend to fully adopt international recommendations for financial regulation in
accordance with the BCBS' timetable. In India, regulators have taken a number of initiatives to
ensure smooth transition of the banking sector to Basel Il framework and provide comfort to
begin implementation of the new framework as per the time schedule fixed by BCBS. In Korea,
authorities have not taken steps to enact Basel Ill reforms but have tested the financial health
of its banks against recommended requirements. In Indonesia, regulators should also adopt the
global timeline for the adoption of Basel ll.

In practically all emerging countries in Asia and Latin America, supervisors have recently
highlighted how well capitalized and how good were liquidity and leverage ratios when
commenting on the implementation of Basel lll (which was, in some countries such as India,
South Korea, Chile and Brazil, supported by analysis and stress experiments conducted by
regulators). Even tough the adoption of Basel Il recommendations will be smoother in emerging
countries than in developed economies, the adoption of stricter financial regulation will impose
series of challenges for banks in emerging markets.

In China, for example, there is some concern about the profitability of banks as they could

be under pressure following the introduction of new requirements, especially the recently
announced 2.5% minimum loan-loss reserve requirement. Some analysts fear suggested that
Chinese banks will face a significant funding gap in the next five years?.

2: See “Chinese banks to face capital stress after Basel llI" in http://www.china.org.cn/business/2011-08/20/content_23249493 htm
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In Brazil, the extra pressures that will be imposed by the adoption of Basel lll on profitability

will add to the current (and forthcoming) pressures related to a structural reduction of banking
spreads. In the Brazilian case, the deduction of tax credits from capital measures are among the
main sources of concern as these assets are currently very significant®. On top of these concerns,
the existence of official banks such as the National Development Bank (BNDES), whose credit
policies usually follow more the tone of macroeconomic policies than changes in the regulatory
environment, could weaken the effects related to the adoption of the counter-cyclical buffer and
create distortions in domestic markets.

As in other countries, the implementation of new regulation will unavoidably increase the cost
of financial institutions. The early implementation of Basel lll may, actually, affect Hong Kong's
competitiveness as an international finance center. These concerns explain why local authorities
are welcoming new regulation but, at the same time, wondering whether it should have “more
flexibility, taking into account local circumstances’.

Another potential source of costs is the issue of the SIFls, which has not yet been fully addressed
by the BCBS. China has already implemented stricter requirement for its SIFIs (although has not
yet came up with a methodology to classify institutions as SIFls or no-SIFls), but countries such
as Brazil could have their banks affected by BCBS recommendations on the issue, which are at
this moment mainly focused on SIFls in developed economies even though banks in emerging
markets will be increasingly important at a global level.

These concerns about the adoption of stricter regulation are certainly generalized among other
emerging countries and are a sample of the costs these countries will face when implementing Basel |lI.

All'in all, emerging countries will certainly face significant costs when implementing stricter
financial regulation. A recent study by BBVA Research* actually shows that the negative effects
of capital and liguidity requirements are higher in emerging countries in terms of banking
penetration and GDP per capita than in developed costs. Therefore, although it is generally
considered that emerging economies are less vulnerable to new regulations (mainly on the
ground of their better economic momentum and the healthy situation of their banks capital), the
fact is that the impact of Basel lll could be potentially huge when calculated from a mid to long
term perspective.

3: A recent study by Barclays suggests that the losses related to the deduction of tax credits would be around R$ 64 billion were this change
to be implemented at this stage. See, for example, http://adminvaloronline.com.br/impresso/financas/104/452047/bancos-perderao-r-64-bi-
de-capital

4:"Impact of Financial Regulation on Emerging Countries’, BBVA Research Working Papers, Number 11/08; 8 March 2011. See: http://www.
bbvaresearch.com/KETD/fbin/mult/WP_1108_tcm346-249241.pdf?ts=2892011
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DISCLAIMER

This document and the information, opinions, estimates and recommendations expressed herein, have been prepared by Banco Bilbao Vizcaya Argentaria, S.A.
(hereinafter called "BBVA") to provide its customers with general information regarding the date of issue of the report and are subject to changes without prior
notice. BBVA is not liable for giving notice of such changes or for updating the contents hereof.

This document and its contents do not constitute an offer, invitation or solicitation to purchase or subscribe to any securities or other instruments, or to undertake
or divest investments. Neither shall this document nor its contents form the basis of any contract, commitment or decision of any kind.

Investors who have access to this document should be aware that the securities, instruments or investments to which it refers may not be appropriate for
them due to their specific investment goals, financial positions or risk profiles, as these have not been taken into account to prepare this report. Therefore,
investors should make their own investment decisions considering the said circumstances and obtaining such specialized advice as may be necessary. The contents
of this document is based upon information available to the public that has been obtained from sources considered to be reliable. However, such information has
not been independently verified by BBVA and therefore no warranty, either express or implicit, is given regarding its accuracy, integrity or correctness. BBVA accepts
no liability of any type for any direct or indirect losses arising from the use of the document or its contents. Investors should note that the past performance of
securities or instruments or the historical results of investments do not guarantee future performance.

The market prices of securities or instruments or the results of investments could fluctuate against the interests of investors. Investors should be aware
that they could even face a loss of their investment. Transactions in futures, options and securities or high-yield securities can involve high risks and are
not appropriate for every investor. Indeed, in the case of some investments, the potential losses may exceed the amount of initial investment and, in such
circumstances, investors may be required to pay more money to support those losses. Thus, before undertaking any transaction with these instruments,
investors should be aware of their operation, as well as the rights, liabilities and risks implied by the same and the underlying stocks. Investors should also be
aware that secondary markets for the said instruments may be limited or even not exist.

BBVA or any of its affiliates, as well as their respective executives and employees, may have a position in any of the securities or instruments referred to, directly or
indirectly, in this document, or in any other related thereto; they may trade for their own account or for third-party account in those securities, provide consulting
or other services to the issuer of the aforementioned securities or instruments or to companies related thereto or to their shareholders, executives or employees,
or may have interests or perform transactions in those securities or instruments or related investments before or after the publication of this report, to the extent
permitted by the applicable law.

BBVA or any of its affiliates " salespeople, traders, and other professionals may provide oral or written market commentary or trading strategies to its clients that
reflect opinions that are contrary to the opinions expressed herein. Furthermore, BBVA or any of its affiliates’ proprietary trading and investing businesses may make
investment decisions that are inconsistent with the recommendations expressed herein. No part of this document may be (i) copied, photocopied or duplicated
by any other form or means (i) redistributed or (iii) quoted, without the prior written consent of BBVA. No part of this report may be copied, conveyed, distributed
or furnished to any person or entity in any country (or persons or entities in the same) in which its distribution is prohibited by law. Failure to comply with these
restrictions may breach the laws of the relevant jurisdiction.

In the United Kingdom, this document is directed only at persons who (i) have professional experience in matters relating to investments falling within article
19(5) of the financial services and markets act 2000 (financial promotion) order 2005 (as amended, the “financial promotion order”), (i) are persons falling within
article 49(2) (@) to (d) ("high net worth companies, unincorporated associations, etc.”) Of the financial promotion order, or (iii) are persons to whom an invitation
or inducement to engage in investment activity (within the meaning of section 21 of the financial services and markets act 2000) may otherwise lawfully be
communicated (all such persons together being referred to as “relevant persons”). This document is directed only at relevant persons and must not be acted on
or relied on by persons who are not relevant persons. Any investment or investment activity to which this document relates is available only to relevant persons
and will be engaged in only with relevant personsThe remuneration system concerning the analyst/s author/s of this report is based on multiple criteria, including
the revenues obtained by BBVA and, indirectly, the results of BBVA Group in the fiscal year, which, in turn, include the results generated by the investment banking
business; nevertheless, they do not receive any remuneration based on revenues from any specific transaction in investment banking.

BBVA is not a member of the FINRA and is not subject to the rules of disclosure affecting such members.

“BBVA is subject to the BBVA Group Code of Conduct for Security Market Operations which, among other regulations, includes rules to prevent and avoid
conflicts of interests with the ratings given, including information barriers. The BBVA Group Code of Conduct for Security Market Operations is available for
reference at the following web site: www.bbva.com / Corporate Governance”.

BBVA is a bank supervised by the Bank of Spain and by Spain’s Stock Exchange Commission (CNMV), registered with the Bank of Spain with number 0182.





