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Basel 2, 3,4...7

Santiago Fernandez de Lis

The Basel Il agreement, adopted in 2004, introduced greater sensitivity to risk in banks’ capital
requirements, which developed their own models in which capital is raised or lowered according to the risk of
the assets involved. In 2010, Basel Il reinforced the amount and quality of capital, introduced new leverage
and liquidity ratios, developed a specific regulation for systemic financial institutions, as well as a new bank
resolution framework, reformed the treatment of derivatives and undertook other changes in areas such as
rating agencies or so-called banking system.

Now the Basel regulators are considering tweaking banking regulations which the industry has dubbed Basel
IV, although the regulators emphatically deny that this is another full-fledged reform. The new wave of
reforms aims to correct the excesses found in the use of internal models, whose complexity has been taken
advantage of, in the opinion of many regulators, to artificially reduce capital consumption. The degree of
permissiveness in the use of these models has been very disparate, depending on the supervisor, which has
created competition problems between banks. To correct this, they propose establishing limits on capital
savings derived from using internal models, bolster the standard models (the ones used when no internal
models are available) and set floors for capital consumption in certain portfolios.

Regulators assure that the objective of this tweaked Basel Il is not to increase capital requirements, but
rather correct excess. But if that is the goal, it seems that the proposal is not well calibrated, according to the
calculations from the private sector, which show significant increases in capital requirements. Furthermore,
some of the measures being proposed seem redundant compared to the reforms already adopted and
pending implementation, such as the leverage ratio and the new Total Loss Absorption Capacity. In
particular, all the regulation related to bank resolution will considerably increase the resilience of the banking
system, which raises doubts about whether capital regulations should be made even stricter before seeing
the effects of these new measures.

Apparently, some regulators feel that they weren’t strict enough in the reform of Basel lll. To correct it, many
supervisors have raised the capital requirements above the minimum, through so-called pillar 2, a relatively
discretional increase by the supervisors based on the valuation of each bank and heterogeneous according
to the supervisor who sets it. However, if the pillar 2 surcharges partly stemmed from a lack of trust
concerning the internal model, which could be leading to a capital requirement that is too low, then the
reforms to make internal models more reliable should produce a lower pillar 2 surcharge.

Basel works according to a coordination based on minimums, in which national regulators are free to set
higher requirements. This mechanism works when there is a “race to the bottom” in regulation (as was the
case during the period of deregulation that ran from the decade of the 70s to the recent crisis), but not when
there’s a “race to the top” as we are currently seeing.

Another problem is the predomination of developed countries, where most of the global banks have their
headquarters and the scant sensitivity to the problems faced by emerging countries. Often the parent
company’s consolidated regulation has strong extraterritorial effects, which could thwart the financial
inclusion processes emerging economies are currently undertaking.

A bureaucracy of regulators and supervisors has been created whose main task is to permanently reform
the regulatory framework. Regulatory uncertainty has hindered the bank decision-making process in an
environment already made difficult by low interest rates. And the implementation of reforms is increasingly
uneven among countries, which is creating a dangerous fragmentation of the international financial system.
It seems that the time has come to stabilize the regulatory framework and observe the effect of the
numerous reforms adopted before proposing further changes.
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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 authorized by BBVA.
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