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Glossary
ALM (Asset - Liability Management)

Mechanism for managing structural balance-sheet risk for possible
mismatch between assets and liabilities and for various factors (interest
rate, exchange rate, liquidity, etc.)

AMA

Advanced method approach used by the entity for calculating the
consolidated capital requirements by operational risk

AT1 (Additional Tier 1)

Additional Tier 1 capital consists of hybrid instruments, basically CoCos
and preferred securities

Basel III

Set of proposals for reforming banking regulation, published starting
December 16, 2010 and to be implemented in a phased approach

BCBS (Basel Committee on Banking
Supervision)

An international forum for cooperation in banking supervision, whose
mission is to enhance the quality of banking supervision at global level

BIS (Bank for International
Settlements)

An independent international organization that promotes international
financial and monetary cooperation and acts as a bank for central banks

CCF (Credit Conversion Factor)

The ratio between the actual amount available for a commitment that
could be used and therefore, would be outstanding at the time of default,
and the actual amount available for the commitment

CCP (Central Counterparty Clearing
House)

Entity which stands between the counterparty entities, acting as a buyer
against the sellers and as a seller against the buyers

CDS (Credit Default Swap)

A financial derivative between a Beneficiary and Guarantor by which the
Beneficiary pays the Guarantor a premium in exchange for receiving
protection in the case of credit events for a determined period of time

CET 1 (Common Equity Tier 1)

The entity's highest-quality capital

Counterparty Credit Risk

This is a risk that arises from the possibility of losses derived from
positions in derivatives and repos

Credit Risk

This is a risk arising from the possibility that one party to a financial
instrument contract will fail to meet its contractual obligations for reasons
of insolvency or inability to pay, and cause a financial loss for the other
party

CRM (Credit Risk Mitigation)

A technique used to reduce the credit risk associated with one or more of
the entity's current exposures

CRR / CRD IV

Solvency Regulation on prudential requirements of credit institutions and
investment firms (Regulation EU 575/2013)

CVA (Credit Valuation Adjustment)

Value Adjustments for counterparty credit risk

DLGD (Downturn Loss Given Default)

Loss given default at a period of stress in the economic cycle

D-SIB (Domestic Systemically
Important Bank)

Other systemically important institutions (O-SIIs)

EAD (Exposure at default)

Maximum loss at the counterparty's time of default

EBA (European Banking Authority)

Independent institution responsible for promoting the stability of the
financial system, the transparency of markets and financial products, and
protecting depositors and investors

EC (Economic Capital)

The amount of capital considered necessary to cover unexpected losses
if actual losses are greater than expected losses

ECAI (External Credit Assessment
Institutions)

The external credit assessment institution designated by the entity

EL (Expected Loss)

Ratio between the amount that is expected the amount that is expected to
be lost in an exposure, due to potential default by a counterparty or
dilution over a one-year period, and the amount outstanding at the time of
default
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FSB (Financial Stability Board)

An international body that aims to increase the efficiency and stability of
the international financial sector, supervising it and making
recommendations

FTD (First to default)

Derivative in which the two parties negotiate protection against the first
default of any of the entities in the basket

GRM

Global Risk Management

GRMC

Global Risk Management Committee

G-SIBs (Global Systemically Important
Banks)

Financial institutions that due to their large size, importance in the market
and connection to each other, could trigger a serious crisis in the
international financial system if they face economic problems

IAA (Internal Assessment Approach)

Method of internal assessment used for the calculation of securitisation
exposures in the investment portfolio

ICAAP (Internal Capital Adequacy
Assessment Process)

Internal Capital Adequacy Assessment Process

ILAAP (Internal Liquidity Adequacy
Assessment Process)

Internal Liquidity Adequacy Assessment Process

IMA (Internal Model Approach)

Approach that uses internal models to calculate the exposure originated
by market risk

IMM (Internal Model Method)

Internal model method used to calculate exposure originated by
counterparty risk

IRB (Internal Rating-Based approach)

Internal model method used to calculate exposure originated by credit
risk. This method may be broken down into two types: FIRB (Foundation
IRB) and AIRB (Advanced IRB)

IRC (Incremental Risk Capital)

Change applied to the exposure by market risk calculated using the
internal method that quantifies the risk not captured by the VaR model,
specifically in migration and default events

LCR

Liquidity coverage ratio

LDA (Loss Distribution Approach)

Aggregate Loss Distribution Model: this methodology estimates the
distribution of losses by operational event by convoluting the frequency
distribution and the loss given default distribution of these events

LDP

Low Default Portfolios

LGD (Loss Given Default)

Loss in the event of default

LGD BE (Loss Given Default Best
Estimate)

Loss in the "current" default portfolio

Liquidity Risk

The risk of an entity finding it difficult to meet its payment commitments
fully and in due time; or when to meet them it has to resort to finance
under burdensome terms which may harm the bank's image or reputation

LMUs (Liquidity Management Units)

These are financial self-sufficient entities in BBVA Group created with the
aim of preventing and limiting liquidity risk, and avoiding possible
contagion from a crisis affecting only one or more of these entities

LR (Leverage Ratio)

This measurement estimates the relative amount of assets, off-balancesheet obligations and contingent obligations to be paid, delivered or
guaranteed, including an entity's obligations derived from finance
received, commitments acquired, derivatives contracts or repurchase
agreements, but excluding the obligations that may only be executed
during the entity's liquidation, which are financed with TIER 1 capital

LRLGD

Long-Run Loss Given Default

LtSCD (Loan to Stable Customer
Deposits)

A ratio that measures the relation between net lending and stable
customer deposits

Market Risk

This is a risk due the possibility that there may be losses in the value of
positions held due to movements in the market variables that affect the
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valuation of financial products and assets in trading activity
MREL (Minimum Required Eligible
Liabilities)

Minimum requirement for own funds and eligible liabilities

OE (Original Exposure)

The gross amount the entity may lose if the counterparty does not comply
with its contractual payment obligations, not taking into account the effect
of guarantees or improvements in credit or mitigate credit risk mitigation
operations

Operational Risk

The risk of losses caused by human errors, inadequate or faulty internal
processes, system failures or external events, including external fraud,
natural disasters, and faulty service provided by third parties. BBVA
includes legal risk in this definition, but excludes strategic and/or business
risk and reputational risk

ORX (Operational Risk Exchange)

Database of external operational losses

PD (Probability of Default)

Probability that a counterparty will default during a one-year period

PD-TTC (PD Through the Cycle)

Probability of default over the course of the economic cycle

PIT (Point-In-Time)

Approach for calculating provisions by which the PD and LGD parameters
must be adapted at each moment in time

QCCP (Qualifying central
counterparty)

A central counterparty that has either been authorized under Article 14 of
Regulation (EU) No. 648/2012, or recognized under Article 25 of this
regulation

RW (Risk Weight)

Level of risk applied to exposures (%)

RWAs (Risk-Weighted Assets)

The entity's exposure to risk weighted by a percentage obtained by the
applicable rule (the Standardized Approach) or internal models

SFTs

Securities financing transactions

SREP (Supervisory Review and
Evaluation Process)

Supervisory Review and Evaluation Process

Structural Risk

This risk is subdivided into structural interest-rate risk (movements in
interest rates that cause alterations in an entity's net interest income and
book value); and structural exchange-rate risk (exposure to variations in
exchange rates originating in BBVA Group's foreign companies and in the
provision of funds to foreign branches financed in a different currency to
that of the investment)

Synthetic securitisation

Type of operation where the loan portfolio is not typically transferred to a
fund; on the contrary, the credit remains in the balance sheet of the
corresponding entity, but this transfers the default risk to a third party. The
objective of this type of instrument is the transmission of balance risk and
capital release. Usually, the assignment of risk is usually made through a
derivative (CDS) or through a financial guarantee

TIER I (First-level capital)

Capital made up of instruments that can absorb losses when the entity is
in operation. It is composed of CET1 and AT1

TIER II (Second-level capital)

Additional capital formed by instruments, basically subordinated debt,
revaluation reserves and hybrid instruments, which will absorb losses
when the entity is not a going concern

TLAC (Total Loss Absorbing Capacity)

A regulatory framework approved by the FSB with the aim of
guaranteeing that G-SIBs hold a minimum level of instruments and
liabilities to ensure that the essential functions of the entity may be
maintained in the resolution procedures and immediately afterward,
without endangering taxpayers' funds or financial stability

Traditional securitisation

Operation whereby an entity is capable of transforming a series of
heterogeneous and illiquid financial assets into homogeneous liquid
instruments (usually debentures or bonds) that can be traded on the
market, thereby transferring the risk of the assets in most cases while
capturing liquidity
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VaR (Value at Risk)

The measurement model that forecast the maximum loss that can be
incurred by the entity’s trading portfolios stemming from market price
fluctuations in a specific time horizon and at a specific level of confidence
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Correspondence between the sections of Pillar III and the Group's Consolidated
Annual Report
The information included in this Report may be supplemented with the financial information contained in the Group's Consolidated Annual Financial Statements.
For this purpose, the following table presents the correspondence between the sections of the Pillar III Report and the Group's Consolidated Annual Financial
Statements.

Regulatory Environment
Contents of the 2018 Prudential Relevance Report
Composition of Capital
Corporate name and differences between the consolidated group for the
purposes of the solvency regulations and accounting criteria
Corporate name and scope of application
Differences in the consolidated group for the purposes of the solvency regulations and
accounting criteria
Reconciliation of the Public Balance Sheet from the accounting perimeter to the
regulatory perimeter
Main changes to the Group's scope of consolidation in 2018
Identification of dependent institutions with capital resources below the minimum
requirement. Possible impediments to capital transfer
Exemptions from capital requirements at the individual or sub-consolidated level
Characteristics of the eligible capital resources
Amount of capital
IFRS9 transitional arrangements
Bank risk profile
Breakdown of minimum capital requirements by risk type
Procedure employed in the internal capital adequacy assessment process
General risk control and management model
Governance and organization
Risk Appetite Framework

N/A
N/A
Note 32

Introduction
Introduction
Introduction

Note 1.1

1.1.1

N/A

1.1.2

Note 32

1.1.3

Note 3

1.1.4

N/A

1.2

N/A
N/A
Note 32
N/A
Note 7
N/A
N/A

1.3
2.1
2.2
2.3
2.4
2.5
2.6

Note 7.1.1
Note 7.1.2

3.1.1
3.1.2

7

Decisions and processes
Assessment, monitoring and reporting
Infrastructure
Risk culture
Credit and counterparty credit risk
Scope and nature of the credit risk measurement and reporting systems
Definitions and accounting methodologies
Information on credit risk
Information on the standardized approach
Information on the IRB approach
Information on credit counterparty credit risk
Information on securitisations
Hedging and risk reduction policies. Supervision strategies and processes
Information on credit risk mitigation techniques
RWA density by geographical area
Market risk
Scope and nature of the market risk measurement and reporting systems
Differences in the trading book for the purposes of applying the solvency regulations
and accounting criteria
Standardized approach
Internal models
Structural risk in the equity portfolio
Scope and nature of the structural risk in the equity portfolio measurement and
reporting systems
Differentiation between portfolios held for sale and those held for strategic purposes
Book value and exposure of equity investments and capital instruments contained in
above portfolios
Risk-weighted assets of equity investments and capital instruments
Profit and loss and adjustments for valuation of equity investments and capital
instruments
Structural exchange-rate risk

Note 7.1.3
Note 7.1.4
Note 7.1.5
Note 7.1.6

3.1.3
3.1.4
3.1.5
3.1.6

Note 7.3
Notes 2.2.1
N/A
N/A
N/A
7.4.3
N/A
Note 7.3.3
N/A
N/A

3.2.1
3.2.2
3.2.3
3.2.4
3.2.5
3.2.6
3.2.7
3.2.8
3.2.9
3.2.10

Note 7.4

3.3.1

N/A

3.3.2

N/A
Note 7.4.1

3.3.3
3.3.4

Note 7.4.2

3.4.1

N/A

3.4.2

N/A

3.4.3

N/A

3.4.4

Notes 41 and 49

3.4.5

8

Scope and nature of the exchange-rate risk measurement and reporting systems
Interest-rate risk
Evolution, monitoring and reporting
Nature of interest-rate risk and key hypothesis
Variations in interest risks
Liquidity risk
Liquidity and funding strategy and planning
Governance and monitoring
Liquidity and funding performance in 2018
Liquidity and funding prospects
LCR disclosure
Assets committed in finance transactions
Operational risk
Operational risk definition
Operational risk management model
Operational risk governance
Methods used for calculating capital requirements
Group's operational risk profile
Information on remuneration
Information on the Corporate Governance system
Subsequent events

Note 7.4.2

3.5.1

Note 7.4.2
N/A
Note 7.4.2

3.6.1
3.6.2
3.6.3

Note 7.5.1
Note 7.5.1
Note 7.5.1
N/A
Note 7.5.1
Note 7.5.2

3.7.1
3.7.2
3.7.3
3.7.4
3.7.5
3.7.6

Note 7.6
Note 7.6
N/A
N/A
N/A
Note 54

3.8.1
3.8.2
3.8.3
3.8.4
3.8.5
5
6

Annual Corporate
Governance Report
Note 56

7

9

Index of tables

10

11

12

13

Index of charts

14

15

Executive summary
BBVA is a customer-centric global financial services group founded in 1857. BBVA is
present in more than 30 countries. It is a solid leader in Spain, and the biggest financial
institution in Mexico; it has franchises that are leaders in South America and the Sunbelt
region of the United States; and is the largest shareholder in the Turkish bank Garanti.
Its diversified business is focused on high-growth markets, and it views technology as a
key sustainable competitive advantage.

Business strategy and model
During 2018, BBVA made significant progress on its transformation, firmly underpinned by
the Group’s Purpose, and the six Strategic Priorities, as fundamental pillars of the
Organization’s strategy.

Our vision and aspiration
BBVA is developing a transformation process needed in order to adapt itself to the new
environment within the financial industry, characterized by trends validating the Group’s
strategic vision. In other words, a reconfiguration of the financial services industry is taking
place. Those trends are:


A complex macroeconomic environment, characterized by strong regulatory
pressure, low interest rates, high currency volatility, and geopolitical risks.



A highly regulated banking industry, that is, traditional banking subject to a large
number of legal regulations, both globally and locally.



A shift in the needs and expectations of customers who demand higher valueadded services that enable them to achieve their objectives, with a simple,
transparent and immediate relationship model similar to the one they already enjoy
with a number of other highly digitized industries.



Certain data that is evolving into a strategic asset. Given the large amount of data
stored within organizations, the ability to interpret and make value proposals to
customers is considered to be critical, provided there is customer consent under all
circumstances.



Certain technological giants, with business models based on data that create
ecosystems where the lines between different types of businesses are being
blurred.



Greater competition because of the arrival of new players who focus on the most
profitable aspects of the value chain.

In this context, the main objective of the Group’s transformation strategy –its aspiration– is
to strengthen the relationship with the clients.

Progress in BBVA´s transformation journey
BBVA advanced in fulfilment of its Purpose in 2018: to bring the age of opportunity to
everyone, this is reflected in the tagline: Creating Opportunities. We want to help our
customers make better financial decisions and attain their life goals; we want to be more
than a bank, we want to be an engine of opportunities and have a positive impact on
peoples’ lives and companies’ businesses.
In this respect, important steps were taken in the development of the six Strategic Priorities
of the Group throughout the year in order to continue its advances in the transformation
process. These advances were reflected in the results of key performance indicators
(KPIs).
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Strategic priorities
1. The best customer experience
BBVA Group's main focus is based on providing a new standard in customer experience
that stands out for its simplicity, transparency and swiftness, further empowering its
customers while offering them personalized advice.
2. Digital sales
BBVA's relationship model is evolving to adapt to the growing multi-channel customer
profile, which is why it is essential to foster digitalization. For this purpose, it is developing
an important digital offering including products and services that let customers use the
most convenient channel for them.
3. New business models
Throughout 2018, BBVA continued to consolidate itself as one of the leading banks in
terms of digital transformation and activity in the entrepreneurship ecosystem. The Group
is actively participating in the disruption of the financial industry in order to incorporate key
findings into the Bank's value proposition, through both the search for new digital business
models as well as the leveraging of the FinTech ecosystem.
4. Optimize capital allocation
The objective of this priority is to improve the profitability and sustainability of the business
while simplifying and focusing it on the most relevant activities. Throughout 2018, efforts
continued to promote the correct allocation of capital and this is allowing the Group to
continue improving in terms of solvency.
5. Unrivalled efficiency
In an environment of lower profitability for the financial industry, efficiency has become an
essential priority in BBVA's transformation plan. This priority is based on building a new
organizational model that is as agile, simple and automated as possible.
6. A first class workforce
BBVA Group’s most important asset is its people; therefore, a first class workforce is one of
the six Strategic Priorities, which entails attracting, selecting, training, developing and
retaining top-class talent.
BBVA Group has developed new people management models and new ways of working
which have enabled the Bank to keep transforming its operational model, but have also
promoted cultural transformation and have favoured the ability to become a purpose-driven
company, or, in other words, a company where staff guide their actions according to the
Values, and are genuinely inspired and motivated by the same Purpose.

Highlights
BBVA Group's net attributable profit for 2018, €5,32 billion, includes the capital gains from
the sale of BBVA Chile.
Once more, there was a notably good performance of the more recurring revenue, and
control of operating expenses.
Management of liquidity and funding in BBVA aims to finance the recurring growth of the
banking business at suitable maturities and costs, using a wide range of instruments that
17

provide access to a large number of alternative sources of finance, always in compliance
with current regulatory requirements.
The level of the BBVA Group's liquidity coverage ratio (LCR) remained comfortably above
100% throughout 2018, without including liquidity transfers between subsidiaries; in other
words, no kind of excess liquidity in the subsidiaries abroad is considered in the calculation
of the consolidated ratio. As of December 31, 2018, the LCR stood at 127%. Although this
requirement is only established at Group level, the minimum level is easily exceeded in all
the subsidiaries.
BBVA Group's risk quality metrics have continued to perform positively throughout the
year. Since the end of 2017, non-performing loans continued their declining trend, been
reduced 16.6% and the Group's non-performing loan ratio recorded a further improvement
strongly influenced by the decline in non-performing loans.
As regards solvency, BBVA Group's fully-loaded CET1 ratio stood at 11.3% at the end of
December 2018, in line with the target of 11%. This ratio has increased by 30 basis points
since the end of 2017, leveraged on organic earning generation and reduction of risk
weighted asset capital consumption.
The following sections present details related to the Group's solvency. The Management
Report, which is attached to the BBVA Group Consolidated Financial Statements, presents
the main indicators of the Group's activity and profitability.

18

Introduction
Regulatory environment in 2018
Contents of the 2018 Prudential Relevance Report
Composition of Capital

Regulatory environment in 2018
As a Spanish credit institution, BBVA is subject to Directive 2013/36/EU of the European
Parliament and of the Council dated June 26, 2013, on access to the activity of credit
institutions and investment firms (“Directive CRD IV”) amending Directive 2002/87/EC and
repealing Directives 2006/48/EC and 2006/49/EC by means of which the EU began, as of
January 1 2014, to implement the capital reforms agreed within the framework of Basel III,
thus establishing a period of gradual implementation for certain requirements until January
1 2019.
The major regulation governing the solvency of credit institutions is Regulation (EU) No
575/2013 of the European Parliament and of the Council dated June 26, 2013, on
prudential requirements for credit institutions and investment firms, amending Regulation
(EU) No 648/2012 (“CRR” and, jointly with Directive CRD IV and any other CRD IV
implementation measure, “CRD IV”), which is complemented by several binding Regulatory
Technical Standards that apply directly to EU member states, there being no need to
implement national measures.
Directive CRD IV was transposed to Spanish national law by means of Royal Decree-Law
14/2013 dated November 29 (“RD-L 14/2013”), Law 10/2014, Royal Decree 84/2015 dated
February 13 (“RD 84/2015”), Bank of Spain Circular 2/2014 dated January 31 and Circular
2/2016 dated February 2 (“Bank of Spain Circular 2/2016”).
Regulatory changes
BIS III Reform: in order to strike a balance between risk sensitivity, simplicity and
comparability, the Basel Committee has reformed the Basel III framework. The main
amendments are focused on internal models, the standard credit risk method, the market
risk framework, operational risk and capital floors in the advanced measurement approach
based on the standardized approach. The reform has been approved by the Basel
Committee meeting on December 8, 2017, with an implementation date of January 1,
2022. In the case of capital floors, its introduction is gradual over a period of 5 years, from
a floor of 50% on January 1, 2022 to 72.5% on January 1, 2027. The Committee also
introduced an additional leverage ratio for global systemically important banks (G-SIBs).
CE reforms and provisions: in Europe, on November 23, 2016 the European Commission
published a new reform package amending both the prudential banking regime (CRR) and
the resolution regime (Bank Recovery and Resolution Directive, BRRD). This revision
includes the implementation of international standards into European legislation (regulation
later than 2010 adopted by the Basel Committee – except for standards approved in
December, 2017 – and the total loss absorbing capacity (TLAC)), the final design of the
Minimum Requirement for own funds and Eligible Liabilities (MREL) along with a package
of technical improvements. At the same time, a proposal of directive has also been put
forward to harmonize the hierarchy of senior debt creditors within the European Union. This
directive was approved in December 2017.
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As of today discussions continue within the European Council and Parliament with the aim
of reaching an agreement on the texts that will be the subject of negotiation between the
European Commission, the European Council and the European Parliament. In this
respect, in December 2018 they reached an agreement on the main points of the reform.
However, on December 27, 2017 the Official Journal of the European Union (OJEU)
published the agreement reached by the fast-track procedure relating to the following three
aspects of the reform:
1.

A transitional period of 5 years (2018-2022) during which the banks will be allowed
to mitigate partially the negative impact of the increased provisions under the new
IFRS 9 accounting standard on their CET1 capital, in accordance with the
provisions of Regulation (EU) 2017/2395 (article 473 bis of Regulation (EU) No.
575/2013), to which BBVA Group has adhered voluntarily. In this regard and during
that transitional period, information detailing the impact of not applying those
transitory arrangements will be reported. For these purposes, EBA has published
guidelines that specify the uniform format that should be used to disclose the
information required during the transitional period (EBA/GL/2018/01).
In this report, the phased-in capital ratios as of December 2018 are calculated
taking into account the aforementioned transitional IFRS 9 treatment, whereas the
fully loaded capital ratios incorporate the full impact of these new accounting
regulations.

2.

An additional period of three years (2018-2020) during which exposure with
respect to central governments or central banks of the Member States
denominated and financed in a currency of another Member State remains exempt
from calculation of threshold to large exposures.

3.

Creation of a new category of subordinated senior debt in the hierarchy of bank
creditors that will be eligible for the purposes of TLAC.

Reform of the securitisation framework: with respect to securitisations, the European
Commission published a proposal in 2015 aimed to facilitate the development of a
securitisation market in Europe. The package consisted of two draft Regulations:
1.

Securitisation Regulation: combines the rules applicable to all the securitisations
including high-quality securitisation (simple, transparent and standardized (STS)
securitisation), which is now dispersed across several legal provisions. This
rationalizes and simplifies the existing rules and establishes a general system for
defining STS securitisation.

2.

Text modifying the CRR with respect to the capital requirements for securitisation
positions. Gives a more risk-sensitive treatment to STS securitisations.

These two regulations were published in the OJEU on December 28, 2017, with an
application date of January 1, 2019 for securitisations issued as of that date. For
securitisations made before January 2019, entities will continue to apply the current regime
until December 31, 2019.
Management and framework of NPLs: in July 2017, the European Council published a
package of measures to address non-performing loan assets (NPL) in Europe. For this
purpose, the European Central Bank (ECB) has established supervisory expectations for
Pillar II on prudential provisions for non-performing loan exposures classified as such as of
April 1, 2018. Its application date is from 2021 SREP exercise onwards (“Supervisory
Review and Examination Process”). The supervisory expectations on prudential provisions
applicable to stock (non-performing loan exposures classified as such before April 1, 2018)
will be treated by the ECB within the individual dialog with each bank.
Meanwhile, the EC is working on a Pillar I proposal for a regulation modifying the CRR with
regard to the minimum coverage of losses arising from non-performing loan exposures.
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After a negotiation period between the EC, the European Council and the European
Parliament, an agreement has been reached in December 2018 that is expected to be
applicable throughout 2019. With regard to transparency, the European Banking Authority
(EBA) has released guidelines on the NPLs information disclosure that will apply as of
December 31, 2019, and guidelines regarding the NPLs management that will be
applicable as of June 30, 2019.
Changes in the Pillar III disclosure framework: the Basel Pillar III framework is being
revised by the Basel Committee on Banking Supervision (BCBS), which has divided the
process into three phases.


Phase I: the disclosure requirements of the first phase of review were published in
January 2015, and they replace the disclosure requirements published in 2014
(modified in July 2009). It includes standardized templates related to credit and
market risks, as well as the distinction between the accounting perimeter and
regulatory perimeter.



Phase II: on a second phase, the BCBS has reviewed the disclose requirements
collected on the Basel rules that are currently in force and has consolidated them
under the document “Disclosure requirements for the Third Pillar – consolidated
and enhanced framework”, published in March 2017. It includes standardized
templates related to countercyclical buffer, prudent valuation, LCR, etc.



Phase III: as of December, 11, 2018, BCBS has published the requirements of the
third phase of revision of the Pillar 3 framework under the document “Disclosure
requirements for the Third Pillar – updated framework”, which includes, among
others, new information disclosure requirements derived from the conclusion of the
Basel III reforms.

The disclosure requirements for the first phase of the review of Pillar 3 entered into force in
December 2017, while the disclosure requirements for the second phase have different
implementation dates, with the first phase coinciding with the close of 2017. Furthermore,
the implementation date of the third phase is, in general, on January 1, 2022, with the
exception of certain forms that have been moved forward to the end of 2020.

Contents of the 2018 Prudential Relevance Report
Article 13 of the CRR establishes that the parent entities of the European Union are subject
based on their consolidated situation to the disclosure requirements contained in the Part
Eight of the CRR.
This report includes the prudential information of BBVA consolidated group as of
December 31, 2018. This report has been prepared in compliance with the requirements
set by Part Eight of the CRR, as well as any applicable guideline published by the
European Banking Authority.
Furthermore, the data published in the Prudential Relevance Report (Pillar III) was
prepared in accordance with internal control processes described in the "Corporate Policies
for Preparing Financial and Annual Information in the BBVA Group". These policies ensure
that the information included in Pillar III is subject to the internal control framework defined
by the Group, as well as adequate internal and external revision (by an independent
expert), in compliance with the Guidelines on disclosure requirements under Part Eight of
Regulation (EU) No.575/2013 (EBA/GL/2016/11).
In general, the following EBA guidelines are highlighted:


Guidelines on materiality, proprietary information, and confidentiality, and on the
frequency of disclosure of information according to Article 432, sections 1 and 2,
and Article 433 of Regulation (EU) No. 575/2013 (EBA/GL/2014/14). These
guidelines detail the process and the criteria to be followed regarding the principles
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of materiality, proprietary information, confidentiality and the right to omit
information. They also provide guidance for entities to evaluate the need to publish
information more frequently than the annual. The Executive Commission of the
Bank of Spain adopted these guidelines in February 2015.


Guidelines on disclosure requirements under Part Eight of Regulation (EU) No.
575/2013 (EBA/GL/2016/11). These guidelines provide guidance in relation to the
information that entities must disclose in application of the corresponding articles of
the Part Eight and with the presentation of said information. The Executive
Commission of the Bank of Spain adopted these guidelines in October 2017.



Guidelines on LCR disclosure to complement the information on liquidity risk
management in accordance with Article 435 of Regulation (EU) No. 575/2013
(EBA/GL/2017/01). These guidelines specify the general framework for the
disclosure of information on risk management under Article 435 of Regulation (EU)
No. 575/20132 in relation to liquidity risk, establishing a harmonised structure for
the disclosure of the information required by Article 435, point 1 of said Regulation.
The Executive Commission of the Bank of Spain adopted these guidelines in July
2017.



Guidelines on disclosure of encumbered and unencumbered assets in accordance
with Article 443 of Regulation (EU) No. 575/2013 (EBA/GL/2014/03). The
Executive Commission of the Bank of Spain adopted these guidelines in
September 2014.



Guidelines on uniform disclosure of information under Article 473a of Regulation
(EU) No 575/2013 with regard to the transitional provisions for mitigating the
impact on own funds from the introduction of IFRS 9 (EBA/GL/2018/01). The
Executive Committee of the Bank of Spain has adopted these guidelines in
February 2018.



Guidelines on appropriate remuneration policies under Articles 74, paragraph 3,
and 75, paragraph 2, of Directive 2013/36/EU and disclosure of information under
Article 450 of Regulation (EU) No 575/2013 (EBA/GL/2015/22). The Executive
Commission of the Bank of Spain adopted these guidelines in July 2016.

Annex V of this report, available on the Group’s website, gathers the correspondence of
the articles of Part Eight CRR on information disclosure with the different headings of the
document (or other public documents) where the required information is located.
In an exercise of transparency, as of December 31, 2018, BBVA includes the following
standard templates on disclosure of information recommended by the different regulators.
They can be seen in the following table:
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Disclosure requirements
Template
EU-OV1
EU-LI1
EU-LI2
EU-LI3
EU-INS1
EU-CR1-A
EU-CRB-B
EU-CRB-C
EU-CR1-C
EU-CRB-D
EU-CR1-B
EU-CRB-E
EU-CR1-D
EU-CR2-A
EU-CR2-B
EU-CR1-E
EU-CR4
EU-CR5
EU-CR6
EU-CR9
EU-CR8
EU-CR10 (1)
EU-CR10 (2)
EU-CCR5-A
EU-CCR1
EU-CCR3
EU-CCR4
EU-CCR5-B
EU-CCR7

Guidelines on disclosure requirements EBA/GL/2016/11
Pillar III Section
Overview of RWAs
2.5
Differences between the accounting and regulatory scopes of consolidation and the mapping of financial statement categories
1.1.3
with regulatory risk categories
Main sources of the differences between the regulatory exposure amounts and carrying values in financial statements
1.1.3
Outline of the differences in the scopes of consolidation (entity by entity)
Pillar III Annexes
Non-deducted participations in insurance undertakings
N/A
Credit quality of exposures by exposure class and instrument
3.2.3.4
Total and average net amount of exposures
3.2.3.2
Geographical breakdown of exposures
3.2.3.3
Credit quality of exposures by geography
3.2.3.3
Concentration of exposures by industry or counterparty types
3.2.3.5
Credit quality of exposures by industry or counterparty types
3.2.3.5
Maturity of exposures
3.2.3.6
Ageing of past-due exposures
3.2.3.6
Changes in the stock of general and specific credit risk adjustments
3.2.3.8
Changes in the stock of defaulted and impaired loans and debt securities
3.2.3.8
Non-performing exposures and forborne exposures
3.2.3.9
Standardized approach: credit risk exposure and credit risk mitigation effects
3.2.4.3
Standardized approach
3.2.4.3
IRB approach: credit risk exposures by exposure class and PD range
3.2.5.2
IRB approach: backtesting of PD per exposure class
3.2.5.2
RWA flow statements of credit risk exposures under the IRB approach
3.2.5.2
IRB: specialized lending
3.2.5.4
IRB: equity
3.2.5.5
Impact of netting and collateral held on exposure values
3.2.6.2
Analysis of counterparty credit risk exposures by approach
3.2.6.2
Standardized approach: counterparty credit risk exposures by regulatory portfolio and risk
3.2.6.2.1
IRB approach: counterparty credit risk exposure by portfolio and PD scale
3.2.6.2.2
Composition of collateral for exposures to counterparty credit risk
3.2.6.2.3
RWA flow statements of CCR exposures under the IMM
N/A
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EU-CCR6
EU-CCR2
EU-CCR8
EU-CR3
EU-MR1
EU-MR3
EU-MR2-A
EU-MR2-B
EU-MR4

Credit derivatives exposures
Credit valuation adjustment (CVA) capital charge
Exposures to central counterparty clearing houses
Credit risk mitigation techniques overview
Market risk under the standardized approach
IMA values for trading portfolios
Market risk under the internal model approach (IMA)
RWA flow statements of market risk exposures under the IMA approach
Trading book. Validation of the Market Risk Measurement Model

3.2.6.2.4
3.2.6.3
3.2.6.4
3.2.8.3
3.3.3
3.3.4.2.2
3.3.4.2.2
3.3.4.2.2
3.3.4.2.3

Template
EU- LIQ1

Guidelines on disclosure of liquidity information (EBA/GL/2017/01)
Guidelines on disclosure of Liquidity information

Pillar III Section
3.7.5

Template
RTS on Asset Encumbrance Disclosure (EBA/RTS/2017/03)
Encumbered and unencumbered assets
Collateral received
Sources of encumbrance
Template
IFRS9 - FL

Guidelines with regard to the transitional provisions for mitigating the impact on own funds from IFRS9
(EBA/GL/2018/01)
Comparison of own funds and capital leverage ratios of entities with and without the application of the transitional
arrangements of IFRS9 or similar Expected Credit Losses (ECL)

Pillar III Section
3.7.6
3.7.6
3.7.6
Pillar III Section
2.3

Template
Guidelines on prudent valuation adjustments (EBA/RTS/2014/06)
Prudent Valuation Adjustments

Pillar III Section
3.3.4.2.1

Template
LRSum
LRCom
LRSpl

Pillar III Section
4.1
Pillar III Annexes
Pillar III Annexes

Leverage Ratio - Commission Implementing Regulation (EU) 2016/200
Summary of the reconciliation of accounting assets and exposure corresponding to the Leverage Ratio
Common Leverage Ratio disclosure table
Breakdown of balance-sheet exposures

24

Template
Own Fund requirements - Commission Implementing Regulation (EU) 1424/2013
Template for presenting the main characteristics of capital instruments
Template with information on temporary own funds

Pillar III Section
Pillar III Annexes
Pillar III Annexes

Template
Anticyclical capital buffer Commission Delegated Regulation (EU) 2015/1555
Distribution by geographic areas of the credit exposure for calculation of the countercyclical capital buffer
Amount of the countercyclical capital buffer specific to each entity

Pillar III Section
Introduction
Introduction

Template
SEC1
SEC4
SEC3

Disclose requirements for the Third Pillar – consolidated and enhanced framework
Securitisation exposure in the investment portfolio
Exposure to securitisation in the banking portfolio and associated regulatory capital requirements (bank that acts as investor)
Exposure to securitisation in the banking portfolio and associated regulatory capital requirements (bank that acts as originator
or sponsor)

Pillar III Section
3.2.7.5
3.2.7.6

Template
CC1
CC2

Disclosure requirements for the Third Pillar – updated framework
Template with information on temporary own funds (CC1)
Reconciliation of the regulatory capital with the Public Balance Sheet

Pillar III Section
Pillar III Annexes
1.1.3

3.2.7.7.2
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Composition of Capital
Capital requirements
The regulations require institutions to have a higher and better quality capital level,
increase capital deductions and review the requirements associated with certain assets.
Unlike the previous framework, the minimum capital requirements are complemented with
requirements for capital buffers and others relating to liquidity and leverage. Bank capital
under CRD IV mainly comprises of the elements described in section 2.1 herein.
The most relevant aspects affecting the elements making up minimum capital requirements
and risk-weighted assets are detailed in greater depth in section 2.4 of this document.
In this regard, article 92 of the CRR establishes that credit institutions must maintain at all
times the following own funds requirements:
a) Common Equity Tier 1 capital ratio of 4.5%, obtained as Common Equity Tier 1
capital expressed as a percentage along the total amount of risk-weighted assets.
b) Tier 1 capital ratio of 6%, calculated as the percentage between the Tier 1 capital
expressed as a percentage along the total amount of risk-weighted assets.
c) Total capital ratio of 8%, expressed as the percentage of the own funds along the
total amount risk-weighted assets.
Notwithstanding the application of the Pillar 1 requirement, CRD IV allows competent
authorities to require that credit institutions maintain more own funds than the Pillar 1
requirements to cover risks other than those already covered by the Pillar 1 requirement
(this power of the competent authority is commonly known as Pillar 2).
Furthermore, in accordance with CRD IV, credit institutions must comply with the
“combined requirement of capital buffers” from 2016 onwards. The “combined buffer
requirement” has incorporated five new capital buffers: (i) the capital conservation buffer;
(ii) the buffer for global systemically important banks (the “G-SIB buffer”); (iii) the
countercyclical capital buffer specific to each bank; (iv) the buffer for other systemically
important financial institutions (the “D-SIB buffer”); and (v) the buffer against systemic risks.
The “combined capital buffer requirement” must be met with Common Equity Tier 1 capital
(“CET1”) in addition to that which is provided to meet the minimum capital required by
“Pillar 1” and “Pillar 2".
Both the capital conservation buffer as well as the G-SIB buffer (where appropriate) will
apply to credit institutions, as it establishes a percentage over 0%.
The buffer for global systemically important banks applies to those institutions on the list of
global systemically important banks, which is updated annually by the Financial Stability
Board (“FSB”). Given that BBVA is not considered as G-SIB since November 2015
(effective January 1, 2017), this buffer does not apply to BBVA.
For more details on the quantitative indicators for assessing the global systemically
important banks, see the document "G-SIBs Information" in the section Shareholders and
Investors / Financial Information on the BBVA Group website.
The Bank of Spain has extensive discretionary powers as regards the countercyclical
capital buffer peculiar to each bank, the buffer for other systemically important financial
institutions (which are those institutions considered to be systemically important local
financial institutions “D-SIB”) and the buffer against systemic risks (to prevent or avoid
systemic or macroprudential risks). The European Central Bank (ECB) has the powers to
issue recommendations in this respect following the entry into force on November, 4, 2014
of the Single Supervisory Mechanism (SSM).
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In December 2015, the Bank of Spain agreed to set the countercyclical capital buffer that
applies to credit exposures in Spain at 0% as of January 1 2017. These percentages will
be reviewed every quarter, as the Bank of Spain decided in December 2018 to keep the
countercyclical capital buffer at 0% for the first quarter of 2019.
As far as BBVA is concerned, after the supervisory review and evaluation process
(“SREP”) conducted in 2018, ECB has notified on February, 14, 2019, that BBVA Group ,
as of March, 1, 2019 maintain a phased-in, fully loaded ratio (given that the transitional
period of capital buffers has ended in December 2018) (i) CET1 of 9.26% at the
consolidated level and 8.53% at the individual level and (ii) a total capital ratio of 12.76% at
the consolidated level and 12.03% at the individual level.
The consolidated total capital requirement includes: i) the minimum capital requirement of
Common Equity Tier 1 (CET1) of Pillar 1 (4.5%); ii) the capital requirement of Additional
Tier 1 (AT1) of Pillar 1 (1.5%); iii) the capital requirement of Tier 2 of Pillar 1 (2%); iv) the
CET1 requirement of Pillar 2 (1.5%), which remains at the same level as established after
the last SREP; v) the capital conservation buffer (2.5% of CET1); vi) the capital buffer for
Other Systemically Important Institutions (O-SIIs) (0.75% of CET1); and vii) the
countercyclical capital buffer (0.01% of CET1).
CHART 1. Capital Requirements (Fully loaded)

As of December 31, 2018, BBVA maintains fully loaded CET1 ratio and total ratio of 11.3%
and 15.5%, respectively (in phased-in terms, CET1 and total ratio of 11.6% and 15.7%,
respectively) reinforcing its equity position in the Group.
The following table presents the distribution by geographic areas of the credit exposure for
calculation of the countercyclical capital buffer:
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TABLE 1. Distribution by geographic areas of the credit exposure for calculation of the countercyclical capital buffer
Million euros

(1) Credit exposures exclude exposures to Central Governments or Central Banks, Regional Governments or Local Authorities, Public sector entities, Multilateral Development Banks, International Organizations and Institutions in
accordance with art. 140.4 of Directive 2013/36/EU.
Million euros

(2) Countercyclical buffer calculated as of December 2018 in accordance with Commission Delegated Regulation (EU) 2015/1555
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Leverage Ratio
In order to provide the financial system with a metric that serves as a backstop to capital
levels, irrespective of the credit risk, a measure complementing all the other capital
indicators has been incorporated into Basel III and transposed to the solvency regulations.
This measure, the leverage ratio, can be used to estimate the percentage of the assets
financed with Tier 1 capital.
Although the carrying amount of the assets used in this ratio is adjusted to reflect the
bank's current or potential leverage with a given balance-sheet position, the leverage ratio
is intended to be an objective measure that may be reconciled with the financial
statements.
As of December 31, 2018, BBVA Group had a Leverage Ratio of 6.4% (fully loaded), and a
phased-in ratio of 6.5%, above the minimum requirement set at 3%, and continuing to
compare very favourably with the rest of its peer group.
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1. General information requirements
1.1. Corporate name and differences between the consolidated group for the
purposes of the solvency regulations and accounting criteria
1.1.1.

Corporate name and scope of application

1.1.2.

Differences in the consolidated group for the purposes of the solvency regulations
and accounting criteria

1.1.3.

Reconciliation of the Public Balance Sheet from the accounting perimeter to the
regulatory perimeter

1.1.4.

Main changes to the Group's scope of consolidation in 2018

1.2. Identification of dependent institutions with capital resources below the
minimum requirement. Possible impediments to capital transfer
1.3. Exemptions from capital requirements at the individual or sub-consolidated level

1.1. Corporate name and differences between the consolidated group for the
purposes of the solvency regulations and accounting criteria
1.1.1.Corporate name and scope of application
Banco Bilbao Vizcaya Argentaria, S.A. (hereinafter “the Bank” or “BBVA") is a private-law
entity subject to the laws and regulations governing banking entities operating in Spain. It
carries out its activity through branches and agencies across the country and abroad.
The Bylaws and other public information are available for consultation at its registered
address (Plaza San Nicolás, 4 Bilbao) and on its corporate website (www.bbva.com).
The Solvency Regulations are applicable at the consolidated level for the whole Group.

1.1.2. Differences in the consolidated group for the purposes of the solvency regulations
and accounting criteria
BBVA Group's Consolidated Annual Report are presented in accordance with the
International Financial Reporting Standards as adopted by the European Union (“EUIFRS”) in effect as of December 31, 2018, taking into consideration Bank of Spain Circular
4/2017, and its successive amendments, and other provisions of the regulatory financial
reporting framework applicable to the Group in Spain.
The BBVA Group's Consolidated Annual Report for 2018 are posted according to the
models included in Circular 3/2018 of the Spanish Securities and Investment Board, with
the aim of adapting the content of public financial information of credit institutions to the
terminology and formats of financial statements established as mandatory by the European
Union for credit institutions.
Based on accounting criteria, companies are considered to form part of a consolidated
group when the controlling institution holds or can hold, directly or indirectly, control of
them. An institution is understood to control another entity when it is exposed, or is entitled
to, variable returns because of its involvement in the subsidiary and has the capacity to
influence those returns through the power it exercises on the subsidiary. For such control
to exist, the following aspects must be fulfilled:
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a)

Power: an investor has power over a subsidiary when it has current rights that
provide it with the capacity to direct its relevant activities, i.e. those that significantly
affect the returns of the subsidiary.

b)

Returns: an investor is exposed, or is entitled to variable returns, as a result of its
involvement in the subsidiary when the returns obtained by the investor for such
involvement may vary based on the economic performance of the subsidiary.
Investor returns may be positive only, negative only or both positive and negative.

c)

Relationship between power and returns: An investor has control over a subsidiary
when it not only has power over the subsidiary and is exposed, or is entitled to,
variable returns for its involvement in the subsidiary, but also has the capacity to
use its power to influence the returns it obtains due to its involvement in the
subsidiary.

Therefore, in drawing up the Group’s Consolidated Annual Report, all dependent
companies and consolidated structured entities have been consolidated by applying the full
consolidation method.
Jointly-controlled entities, as well as joint ventures (those over which joint control
arrangements are in place), are valued using the equity method.
The list of all the companies forming part of BBVA Group is included in the appendices to
the Group's Consolidated Annual Report.
For the purposes of solvency regulations, the following subsidiaries form part of the
consolidated group, as defined in article 18 of CRR:


Credit institutions



Investment firms



Financial institutions
A financial institution is a company, different than an institution (credit institution or
investment firm), whose main activity consists of acquiring holdings or performing
one or more of the following activities:
o

Loans, including in particular consumer finance, credit agreements relating
to immovable property, recourse and non-recourse factoring, and financing
of commercial transactions (including forfaiting)

o

Financial leasing

o

Payment services

o

Issuing and managing other payment channels (e.g. traveller’s cheques
and bank cheques)

o

Granting of guarantees and commitments

o

Trading on their own account or on behalf of customers on any of the
following instruments:
-

Money market instruments (cheques, bills, certificates of deposit
etc.)

-

Foreign currency

-

Financial futures and options
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-

Foreign-exchange or interest-rate instruments

-

Marketable securities

o

Participating in the issuance of securities and the provision of
corresponding services

o

Advising companies with regard to capital structure, industrial strategy and
related matters, as well as advice and services for mergers and
acquisitions of companies

o

Brokerage in the interbank markets

o

Managing or advising on equity management

o

Custody and administration of marketable securities

o

Issuance of electronic money

This definition includes financial holding companies, mixed financial holding
companies, payment institutions and asset management firms, but excludes pure
industrial holding companies, insurance companies, insurance holding companies
and mixed insurance holding companies.


Auxiliary services companies: a company whose main activity is holding or
management of property, management of computing services or any other similar
activity of an auxiliary nature with regard to the main activity of one or more
institutions (credit institution or investment firm).

Therefore, for the purposes of calculating solvency requirements, and hence the drawing
up of this Prudential Relevance Report, the scope of consolidated entities is different from
the scope defined for the purposes of drawing up the Group’s Consolidated Financial
Statements.
The effect of the difference between the two regulations is basically due to:


The difference between the balances contributed by entities (largely insurance entities)
that are consolidated in the Group’s Consolidated Annual Report by the full
consolidation method and consolidated for the purposes of solvency by applying the
equity method.



The inclusion of the balance from institutions (mainly financial) that are consolidated by
the equity method at the accounting level but for purposes of solvency by the
proportional integration method.

The details of these companies are available in Annexes of the file Pillar III 2018 Annexes,
available in the section for Shareholders and Investors/Financial Information on the
Group's website.
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1.1.3.Reconciliation of the Public Balance Sheet from the accounting perimeter to the
regulatory perimeter
This section includes an exercise in transparency aimed at offering a clear view of the
process of reconciliation between the book balances reported in the Public Balance Sheet
(attached to the Group's Consolidated Annual Report) and the book balances this report
uses (regulatory scope), revealing the main differences between both scopes.
Table 2: CC2 – Reconciliation of the regulatory capital with Public balance sheet
Million Euros

The main differences between the public balance sheet and the regulatory balance sheet
are due to withdrawals from the balance generated by insurance, real estate and financial
entities that are consolidated through the application of the equity method for the amount of
-EUR 20.19 billion; and balance entries generated by entities that are consolidated using
the proportional integration method for an amount of +EUR 0.62 billion.
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The following table also shows the risks to which each one of the items on the regulatory
balance sheet is exposed:
TABLE 3: EU LI1 - Differences between the accounting and regulatory scopes of
consolidation and the mapping between of the financial statement categories and
with regulatory risk categories
Million Euros

(1) For the purpose of the table, when a single item is associated with the capital requirements according to more than one risk
framework, it is showed in all the columns corresponding to the capital requirements to which it is associated. As a result, the sum
of the values of the columns by type of risk may be greater than the carrying value according to the scope of regulatory
consolidation
(2) Due to the new accounting classification of financial assets and liabilities after the introduction of IFRS9, SFTs have been
reclassified out of financial assets and liabilities at amortized cost and into financial assets and liabilities measured at fair value
held for trading (Note 2.2.1 of the Group's Consolidated Annual Financial Statements)
(3) Deferred tax assets amount to 3,004 Million Euros, which deducted from deferred tax liabilities (article 38 of CRR), consume
250% RWAs, according to Article 48 of CRR
(4) The amount of other assets includes 2,032 million Euros corresponding to Insurance or reinsurance assets are not subject to
capital requirements

A table summarizing the main sources of the differences between the amount of exposure
in regulatory terms (EAD) and the book balances according to the Financial Statements is
presented below.
TABLE 4: EU LI2 - Main sources of the differences between the regulatory exposure
amounts and the carrying values in financial statements
Million Euros

(1) Includes provisions for exposures to credit risk via advanced method. The provisions of the credit risk exposures via standard
method amounting to 8,022 million euros are not included.
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The following table breaks down the credit risk and counterparty amounts by the items of
the Public Balance Sheet by exposure and risk-weighted assets.
TABLE 5: Credit and counterparty risk headings of the Public Balance Sheet for OE,
EAD and RWAs
Million Euros

(1) OE: Original Exposure
(2) EAD: OE net of provisions, adjustments and CRM
(3) RWAs: EAD after taking into account risk-weights
(4) Excluding funds for CCP defaults
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1.1.4. Main changes to the Group's scope of consolidation in 2018
Ongoing divestments
Sale of BBVA, S.A.'s stake in BBVA Chile
On November 28, 2017, BBVA received a binding offer (the "Offer") from The Bank of Nova
Scotia group ("Scotiabank") to buy its shareholding in Banco Bilbao Vizcaya Argentaria
Chile, S.A. ("BBVA Chile") as well as in other Group companies in Chile with activities
related to the mentioned banking business (including, BBVA Seguros Vida, S.A.). BBVA’s
total direct and indirect share in BBVA Chile is approximately 68.19% of its share capital.
On December 5, 2017, BBVA announced the acceptance of the Offer and signed the sale
agreement, which was completed on July 6, 2018.
The total amount in cash was approximately 2.2 billion USD, with a net capital gain of 633
million EUR, recorded in the year 2018.
Agreement for the creation of a joint venture and transfer of the real-estate business in
Spain
On November 29, 2017, BBVA reached an agreement with a subsidiary of Cerberus
Capital Management, L.P. ("Cerberus"), for the creation of a joint venture to which it will
transfer BBVA's real-estate business in Spain (the "Business").
The Business includes: (i) foreclosed real-estate owned (hereinafter, the "REOs"), for a
gross value of approximately €13 billion, based on a starting point of the situation of the
REOs as of June 26, 2017; and (ii) the assets and employees needed for the autonomous
management of the Business. For the purpose of the agreement with Cerberus, the whole
Business has been valued at approximately €5 billion.
On October 10, 2018, once all mandatory authorisations were obtained, the transfer of the
real estate business of BBVA in Spain was finalised. The transaction closing led to the sale
of 80% of the share capital of the company Divarian Propiedad, S.A. to an entity managed
by Cerberus.
Divarian is the company to which the BBVA Group previously provided contributions to,
although the effective transfer of certain REOs is subject to compliance with certain
conditions. The final amount to be paid by Cerberus will be adjusted according to the REOs
that are finally contributed.
The transaction does not have a significant effect on the attributable profit of the BBVA
Group, nor on Common Equity Tier 1 (fully loaded) as of December 31, 2018.
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1.2. Identification of dependent institutions with capital resources below the
minimum requirement. Possible impediments to capital transfer
As of December, 31, 2018, there is no institution in the Group with own funds below the
regulatory minimum requirement.
The Group operates mainly in Spain, Mexico, the United States, Turkey and South
America. The Group’s banking subsidiaries around the world are subject to supervision and
regulation (with respect to issues such as compliance with a minimum level of regulatory
capital) by a number of regulatory bodies.
The obligation to comply with these capital requirements may affect the capacity of these
banking subsidiaries to transfer funds (e.g. via dividends) to the parent company.
In some jurisdictions in which the Group operates, the regulations lay down that dividends
may only be paid with the funds available by regulation for this purpose.

1.3. Exemptions from capital requirements at the individual or subconsolidated level
In accordance with the exemption from capital requirements compliance for Spanish credit
institutions belonging to a consolidated group (at individual or subconsolidated level)
established in the CRR, the Group obtained exemption from the supervisor on December
30, 2009 for the following companies (this exemption was ratified through ECB decision
1024/2013):


Banco Industrial de Bilbao, S.A.



Banco Occidental, S.A.

In addition, for Establecimiento Financiero de Crédito de Portugal (BBVA IFIC, S.A.), the
BCE has decided not to apply individual prudential or liquidity requirements.
Moreover, Banco Bilbao Vizcaya Argentaria Portugal S.A. has been merged by absorption
by BBVA S.A., and it will continue operating in Portugal through a branch. As a result of
this merger, BBVA Portugal S.A. ceases to have legal personality and, therefore, is not
subject to supervision.
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2. Own funds and Capital
2.1. Characteristics of the eligible capital resources
2.2. Amount of capital
2.3. IFRS9 Transitional Arrangements
2.4. Bank risk profile
2.5. Breakdown of minimum capital requirements by risk type
2.6. Procedure employed in the internal capital adequacy assessment process

2.1.

Characteristics of the eligible capital resources

The following are considered for the purpose of calculating the minimum capital
requirements under the solvency regulations: the elements and instruments corresponding
to Tier 1 capital, which is defined as the sum of Common Equity Tier 1 capital (CET1) and
additional Tier 1 capital (AT1), as defined in Part Two, Title I, Chapters I to III of the CRR,
as well as their corresponding deductions, in accordance with articles 36 and 56,
respectively.
Also considered are the elements of Tier 2 capital defined in Part Two of Chapter IV,
section I of the CRR. The deductions defined as such in section II of the same Chapter are
also considered.
In line with the stipulations of the solvency regulation, Common Equity Tier 1 capital
essentially comprises the following elements:
a) Capital and share premium: this includes the elements described in article 26
section 1, articles 27, 28 and 29 of the CRR and the EBA list referred to in article
26 section 3 of the CRR.
b) Accumulated gains, other reserves and other equity: in accordance with article 26.
1 c), the gains that may be used immediately and with no restriction to hedge any
risks or losses are included.
c) Other accumulated income: in accordance with article 26. 1, d), under this heading
will be classified mainly the exchange-rate differences and the valuation
adjustments associated with the financial assets at fair value through accumulated
other comprehensive income portfolio.
d) Minority shareholdings: includes the sum of Common Equity 1 capital instruments
of a subsidiary that arise in the process of its global consolidation and are
attributable to natural or legal third persons, according to article 84 and subsequent
articles of CRR.
e) Provisional benefits: the independently verified benefits are included, net of any
possible expense or foreseeable dividend previously authorized by the supervisor
(following the treatment provided for in Article 5 of Decision (EU) 2015/656 of the
ECB.
Capital is, moreover, adjusted mainly through the following deductions:
f)

Additional value adjustments: the adjustments originated by the prudent valuation
of the positions at fair value are included, as set out in article 105 of the CRR.
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g) Intangible assets: these are included net of the corresponding tax liabilities, as set
out in article 36, section 1, letter b) and article 37 of the CRR. It mainly includes
goodwill, software and other intangible assets.
h) Deferred tax assets: these are understood to be assets for deferred taxes that
depend on future returns, excluding those deriving from temporary differences (net
of the corresponding tax liabilities when the conditions established in article 38.3 of
the CRR are met), as per article 36.1 c) and article 38 of the CRR, mainly loss
carryforwards (LCFs).
The application of the deduction of deferred tax assets (LCFs) will be carried out
progressively during a transitional period that ends in December 2018, as
established under current regulation.
i)

Reserves at fair value connected to losses or gains by cash flow hedging: includes
value adjustments of cash flow hedging of financial instruments not valued at fair
value, including expected cash flows in accordance with article 33 a) of the CRR.

j)

Expected losses versus credit risk adjustments in the advanced model : the losses
arising from the calculation of risk-weighted exposures through the method based
on internal ratings are included, as set out in article 36.1 d) of the CRR.

k) Profit or losses at fair value: these are derived from the entity's credit risk itself, in
accordance with article 33 b) of the CRR.
l)

Direct and indirect holdings of own instruments (treasury stock): includes the
shares and other securities booked as own funds that are held by any of the
Group's consolidated entities, together with those held by non-consolidated entities
belonging to the economic Group, as set out in article 33. 1 f) and article 42 of the
CRR. It mainly includes finance for own shares, synthetic treasury stock and own
securities.

m) Securitisation: securitisations that receive a risk weighting of 1,250% are included,
as set out in article 36.1 k) ii) of the CRR.
n) Transitional Common Equity Tier 1 capital: considered as such are unrealized fair
value gains and losses, in accordance with articles 467 and 468 of the CRR, as
well as all the fair value gains and losses arising from the institution's own credit
risk related to derivative liabilities (DVA) under article 33 c).
o) Qualifying deductions of common equity Tier 1: this includes the deductions that
exceed the additional Tier 1 capital, as described in article 36.1 b) of the CRR.
Additionally, as detailed in the "Regulatory Environment" section, the Entity has decided to
apply the transitional arrangements to mitigate the impact on equity of the introduction of
IFRS 9, which allows the impact to be recognized progressively during a transitional period
of 5 years (2018-2022).
Other deductions that may be applicable are significant stakes in financial institutions and
assets for deferred taxes arising from temporary differences that exceed the 10% limit of
the CET1, and the deduction for exceeding the overall 17.65% limit of the CET1 according
to article 48.2 of the CRR.
As of 31 December 2018, the Group no longer holds interests in financial entities that are
not subject to deduction for exceeding the indicated limits (article 49 of the CRR) and,
therefore, the standard template of the EBA INS1 shall not be applicable.
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In addition, the Group includes as total eligible capital the additional Tier 1 capital
instruments defined in article 51, 85 and 484 of the CRR, including the corresponding
adjustments, in accordance with article 472 of the CRR:
p) Equity instruments and issue premiums classified as liabilities: this heading
includes the perpetual contingent convertible securities that meet the conditions set
out in article 51 and 52.1 of the CRR.
q) Elements referred to in article 484.4 of the CRR: this section includes the preferred
securities issued by the Group.
r)

Qualifying Tier 1 capital included in the consolidated additional capital issued by
affiliates and held by third parties: included as additional consolidated Tier 1 capital
is the amount of Tier 1 capital from the subsidiaries, calculated in accordance with
article 85 of the CRR.

s) Temporary adjustments of additional Tier 1 capital: this includes the adjustments
considered in article 472 of the CRR as measures established for gradual adoption
of the new capital ratios.
Finally, the Group also includes Tier 2 as eligible capital. Combined with what is indicated
in Article 87 of the CRR, it is made up of the following elements:
t)

Equity instruments and Tier 2 share premiums: understood as the funding that, for
credit seniority purposes, comes behind all the common creditors. The issues,
moreover, have to fulfil a number of conditions which are laid out in article 63 of the
CRR.

u) Amounts of the eligible elements, under article 484: Tier 2 capital includes the
subordinated debt received by the Group that does not meet the conditions set out
in article 63 of the CRR, but is acceptable in the transitional regulatory capital
under article 484 of the CRR.
v) Qualifying capital instruments included in the consolidated Tier 2 capital issued by
subsidiaries and held by third parties: these instruments are included under articles
87 and 88 of the CRR.
w) Adjustment for credit risk: a calculation is made of the surplus resulting between
the allowances for impairment losses on assets and provisions for risks related to
exposures calculated as per the IRB Approach on the expected losses, for the part
that is below 0.6% of the risk-weighted exposures calculated according to this
method.
The Annex available on the Group's website presents the Group's issuance of perpetual
contingent convertible securities and issuance of preference shares, which as explained
above, form part of additional Tier 1 capital.
This Annex also details the Group's issues of subordinated debt as of December 31, 2018,
calculated as Tier 2 capital.
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2.2.

Amount of capital

The table below shows the amount of total eligible capital, net of deductions, for the
different items making up the capital base as of December 31, 2018 and December 31,
2017, in accordance with the disclosure requirements for information relating to temporary
capital set out by Implementing Regulation (EU) No. 1423/2013 of the Commission dated
December 20, 2013:
TABLE 6: Amount of capital (CC1)
Million Euros

(1) Reference to regulatory balance sheet headings (CC2), where the different entries were reflected
(2) With the aim of enhance the robustness of the consolidated financial statements, as of December, 31, 2018, the Group has
made an accounting policy change that consists in the record on a sole accounting entry of "Retained earnings", of both the
booking entries for the reevaluation of monetary assets due to hyperinflation effects, and of the conversion differences generated
in the translation of the public statements of the subsidiaries in hyperinflationary economies.
Both impacts were being previously recorded in "Other Comprehensive Income". The Group has made this change on accounting
policies since, according to NIC8, it provides more reliable and relevant information about the hyperinflationary economies. For
more information, see note 1.3 of the Consolidated Financial Statements as of 2018.

As of December 31, 2018, the Tier 1 phased-in Capital (CET1) stood at 11.6% (the fully
loaded ratio was 11.3%). Excluding the phasing calendar effect in the computability of
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minority interests and deductions –which increases from 80% in 2017 to 100% in the year
2018–, and including the positive impact of the sale of the BBVA Chile share (+50 basis
points), the phased-in CET1 ratio increased by +48 basis points, marked by the generation
of the net result of payment of dividends and instruments AT1 payments, and a contained
evolution of risk-weighted assets.
Additionally, the phased-in CET1 ratio takes into account the impact of the first
implementation of the IFRS 9 standard. In this context, the European Commission and
Parliament have established temporary arrangements that are voluntary for the institutions,
adapting the impact of IFRS 9 on capital adequacy ratios. The Group has informed the
supervisory body of its adherence to these arrangements.
Additionally, transfer of BBVA’s real estate business in Spain to Cerberus had no material
impact on the ratio (check section 1.1.4.).
At the Tier 1 level, the phased-in ratio is 13.2%, standing out the computation of two new
issues of preferred shares, potentially convertible into ordinary shares (CoCos), rated as
Additional Tier 1 for an amount of 1 billion USD and 1 billion EUR, respectively. Likewise,
1.5 billion USD issue of AT1, which was cancelled early in May, and another for 1.5 billion
euros, for which BBVA announced in January 2019 that it will exercise the early
redemption option have been stopped from being computed. The net impact of these
emissions on the phased-in Tier 1 capital ratio is -26 basis points.
At the Tier 2 level, the Group received authorization in the third quarter from the regulator
for the calculation of a subordinated issue of 300 million dollars made in May and the
cancellation of the issues made by BBVA Chile after the sale of the share in this entity. The
total phased-in ratio is 15.7%, taking into account the effects mentioned above.
Additionally, the Group has continued with its program to fulfil with MREL requirements by
closing two public issues of non-preferred senior debt, for a total of 2.5 billion EUR. In
terms of MREL (minimum requirement for own funds and eligibility liabilities), as of January
1, 2020, the requirement that BBVA must reach shall be a volume of equity and eligible
liabilities corresponding to 15.08% of the total liabilities and equity of its resolution group
(BBVA S.A. and its subsidiaries, which belong to the same European resolution group),
with data as of December 31, 2016 (28.04% expressed in RWA terms). The Group is
currently in line with this MREL requirement.
CHART 2: Fully loaded CET1 ratio by year

(1)

Other effects mainly include the variation on eligible minority interests and other regulatory deductions.

These capital levels are above the requirements established by the ECB in its SREP letter
and the systemic buffers applicable to BBVA Group for the CET1 ratio in 2018.
On the other hand, risk-weighted assets (RWA) decreased during the year, mainly due to
the sale of BBVA Chile and the depreciation of currencies against the euro. The Group has
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performed three securitisations during the year, including one traditional in June, of a
portfolio of consumer finance automobiles loans for an amount of 800 million euros and two
other synthetic ones in March and December, for which the European Investment Fund
(EIF, a subsidiary of the European Investment Bank) granted a financial guarantee. The
positive impact of the three securitisations on capital via the release of risk-weighted assets
was 971 million euros. In addition, during the first semester, BBVA received authorisation
from the European Central Bank (ECB) to update the calculation of the RWA for structural
exchange rate risk under the standard model.
Annex III, available on the Group's website, shows the features of the main capital
instruments, in accordance with Implementing Regulation (EU) No. 1423/2013 of the
Commission dated December 20, 2013.
The process followed is shown below, the process following for, based on the
shareholders' equity reported in the Group's Consolidated Annual Report and by applying
the deductions and adjustments shown in the table below, the regulatory capital figure
eligible for solvency purposes is arrived at:
TABLE 7: Reconciliation of the Public Balance Sheet from the accounting perimeter
to the regulatory perimeter
Million Euros

(1) Calculated over the minimum total capital applicable at each period
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2.3.

IFRS9 Transitional Arrangements

Following the guidelines of the EBA (EBA/GL/2018/01), the following is a summary of own
funds, principal capital ratios, leverage ratio with and without the application of the
transitional provisions of IFRS 9 or ECL analogous.
TABLE 8. IFRS9-FL: Summary of the own funds, main capital and leverage ratios
with and without the application of IFRS9 transitional arrangements or similar
Expected Credit Losses (ECL)
Million euros

(1) The application of article 5 of Decision (EU) 2015/656 of the European Central Bank of 4 February, 2015, implies the inclusion
of a dividend of €2,142 million which is the outcome of applying the pay-out ratio of 2017 to the interim profits of September 30,
2018, instead of €1,476 million that reflects the shareholders remuneration's policy announced by BBVA Group.
Applying the pay-out announced by the Group, the phased-in CET1 ratio as of September 2018 comes to 11.6% (11.3% fully
loaded)
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2.4.

Bank risk profile

BBVA Group has a general Risk Management and Control Model (hereinafter, the "Model")
adapted to its business model, organization and the geographic areas in which it operates.
It allows it to operate within the framework of the control and risk management strategy
defined by the Bank's company bodies and adapt to an economic and regulatory
environment, addressing management globally and adapted to the circumstances at any
particular time. The Model establishes a system of risk management that is adapted to the
entity's risk profile and strategy.
The risks inherent in the business that make up the risk profile of BBVA Group are as
follows:


Credit and dilution risk: credit risk arises from the probability that one party to a
financial instrument will fail to meet its contractual obligations for reasons of
insolvency or inability to pay and cause a financial loss for the other party. This
includes counterparty risk, issuer credit risk, liquidation risk and country risk.



Counterparty risk: the credit risk corresponding to derivative instruments,
repurchase and resale transactions, securities or commodities lending or
borrowing transactions and deferred settlement transactions.



Credit valuation adjustment (CVA) risk: Its aim is to reflect the impact on the
fair value of the counterparty's credit risk, resulting from OTC derivative
instruments that are not credit derivatives recognized for the purpose of
reducing the amount of credit exposures.



Market risk: Market risk originates in the possibility that there may be losses in
the value of positions held due to movements in the market variables that
affect the valuation of financial products and assets in trading activity (trading
portfolio). This includes risk with respect to the position in debt and equity
instruments, exchange rate risk and commodity risk.



Operational risk: the risk which can cause of losses due to human errors,
inadequate or defective internal processes, inadequate conduct towards
customers or markets, failures, interruptions or deficiencies of systems or
communications, inadequate management of data, legal risks and, finally, as a
consequence of external events, including cyberattacks, fraud committed by
third parties, disasters and poor service provided by suppliers. This definition
includes legal risk, but excludes strategic and/or business risk and reputational
risk.



Structural risks: these are divided into structural interest-rate risk (movements
in interest rates that cause alterations in an entity's net interest income and
equity value) and structural exchange-rate risk (exposure to variations in
exchange rates originating in the Group's foreign companies and in the
provision of funds to foreign branches financed in a different currency from that
of the investment).



Liquidity risk: risk of an entity having difficulties in duly meeting its payment
commitments, and where it does not have to resort to funding under
burdensome terms, which may harm the Group’s image or reputation.



Reputational risk: considered to be the potential loss in earnings as a result of
events that may negatively affect the perception of the Group's different
stakeholders.
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The chart below shows the total risk-weighted assets broken down by type of risk (where
the credit risk encompasses the counterparty risk) as of December 31, 2018 and
December 31, 2017:

CHART 3: Distribution of RWAs by risk type under Pillar I

(*) Credit Risk includes Risk by CVA adjustment
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2.5.

Breakdown of minimum capital requirements by risk type

In this section, an overview of risk weighted assets and capital requirements in accordance
with article 92 of the CRR are shown.
The total for capital requirements are shown below, broken down by type of risk as of
December 31, 2018 and December 31, 2017.

TABLE 9: EU OV1 - Overview of RWAs

Million Euros

(1) Risk-weighted assets according to the transitional period (phased-in).
(2) Calculated on the total capital requirement of 8% (Article 92 CRR).
(3) Under CET 1 requirements (8.4504%) after the supervisory evaluation process (SREP), the requirements amount to EUR
29.43 billion. Under Total Capital requirements (11.9504%), the requirements amount to EUR 41.62 billion.
(4) Deferred tax assets arising from temporary differences, which are not deducted from own funds (subject to a risk weight of
250%) are excluded, in accordance with Article 48.4 CRR. This amount is up to EUR 6,549 million and EUR 6,778 million at 31
December 2018 and 31 December 2017, respectively.
(5) Equity, calculated under the simple risk-weighted approach and internal model method, is included. Significant investments in
financial sector entities and insurers that are not deducted from eligible own funds (subject to a risk weight of 250%) are excluded,
in accordance with Article 48.4 CRR. This amount rises to EUR 6,314 million and EUR 7,747 million as of 31 December 2018 and
31 December 2017, respectively.
(6) Exposures under the FIRB method correspond to Specialised Lending, for which the Group has opted for the method of
supervisory slotting criteria, in line with article 153.5 of CRR.
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The table below shows the risk-weighted assets broken down by risk and the capital
requirements broken down by type of risk and categories of exposure, as of December 31
2018 and December 31 2017:
TABLE 10: Capital requirements by risk type and exposure class
Million Euros

(1) Risk-weighted assets according to the transitional period (phased-in)
(2) Calculated on the total capital requirements of 8% (Article 92 CRR)

A breakdown of the percentage of RWAs calculated according to the standardised
approach and advanced approach for each exposure class for credit, counterparty and
securitisation risk is shown below.
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CHART 4: Breakdown of RWAs by exposure class and approach

(1) Table 27 of the report sets out the models and portfolios authorized by the supervisor for the purpose of their use in calculating
own funds.
(2) RWAs in the equity portfolio are calculated according to the methods indicated in article 155 of the CRR
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2.6.

Procedure employed in the internal capital adequacy assessment
process

The Group carries out the internal capital assessment process in accordance with the
Capital Requirements Directive 2013/36/EU, in the ECB guide for the ICAAP process
published on March 2018, and guidelines on collection of information relating to ICAAP for
the purpose of the supervisory review and evaluation process (SREP) published by the
European Banking Authority in February 2017.
As part of the internal capital assessment process, the Group assesses and quantifies all
the risks that may significantly affect its capital position and extracts a conclusion on its
capital adequacy from a holistic medium-term perspective.
The Group applies a proportionate approach that aims to ensure the bank's survival and
continuous compliance with all the legal and internal requirements. As well as the
regulatory and accounting perspectives, the Group bases its analysis on its capital
adequacy position in a sound internal approach that assesses its capital position from an
economic point of view that integrates both the quantification of risk capital needs covered
in the Basel Pillar I and the needs due to risks not included in it.
The following are some of the points are assessed within the internal capital adequacy
assessment process:


Business and strategy model, describing both the changes planned by the bank in
the current business model and its underlying activities such as the relationship
between the business strategy and internal capital adequacy assessment.



Internal governance, risk management and the control framework, reviewing the
processes and mechanisms that ensure that the bank has a sound and integrated
framework for managing present and future material risks.



Risk appetite framework, describing the correspondence between this framework
and the bank's business strategy and model.



Identification and assessment of risks (including credit, operational, market,
liquidity and other asset and liability risks) and quantification of the capital
necessary to cover them, with a quantitative reconciliation between the Pillar I and
Pillar II approaches.



Planning of capital under baseline and stress scenarios, projecting the capital base
of the Group, the parent and its main subsidiaries over the next three years and
analysing capital sufficiency in accordance with the regulatory requirements and
the internal objectives set out by the entity for the close of the period, also dealing
with the planned capital actions.

This internal capital adequacy assessment process concludes with submission to the
supervisor of an annual report on the process. The report pays a key role in the review and
evaluation methodology applied by the Single Supervisory Mechanism, and is an important
element for determining capital requirements under Pillar II.
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3. Risks
3.1. General Risk Management and Control Model
3.1.1.

Governance and organization

3.1.2.

Risk Appetite Framework

3.1.3.

Decisions and processes

3.1.4.

Assessment, monitoring and reporting

3.1.5.

Infrastructure

3.1.6.

Risk culture

3.2. Credit and counterparty risk
3.2.1.

Scope and nature of the Credit Risk measurement and reporting systems for
capital framework purposes

3.2.2.

Definitions and accounting methodologies

3.2.3.

Information on credit risks

3.2.4.

Information on the standardized approach

3.2.5.

Information on the IRB approach

3.2.6.

Information on counterparty risk

3.2.7.

Information on securitisations

3.2.8.

Risk protection and reduction policies. Supervision strategies and processes

3.2.9.

Information on credit risk mitigation techniques

3.2.10. RWA density by geographic area
3.3. Market risk
3.3.1.

Scope and nature of the market risk measurement and reporting systems

3.3.2.

Differences in the trading book for the purposes of applying the solvency
regulations and accounting criteria

3.3.3.

standardized approach

3.3.4.

Internal models

3.4. Structural risk in the equity portfolio
3.4.1.

Scope and nature of the structural risk in the equity portfolio measurement and
reporting systems

3.4.2.

Differentiation between portfolios held for sale and those held for strategic
purposes

3.4.3.

Book value and exposure of equity investments and capital instruments contained
in above portfolios

3.4.4.

Risk-weighted assets of equity investments and capital instruments

3.4.5.

Profit and loss and adjustments for valuation of equity investments and capital
instruments
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3.5. Structural exchange-rate risk
3.5.1.

Scope and nature of the exchange-rate risk measurement and reporting systems

3.6. Interest-Rate Risk
3.6.1.

Scope and nature of the interest-rate risk measurement and reporting systems

3.6.2.

Nature of interest-rate risk and key hypotheses

3.6.3.

Variations in interest rates

3.7. Liquidity Risk
3.7.1.

Liquidity and Funding Strategy and Planning

3.7.2.

Governance and monitoring

3.7.3.

Liquidity and funding performance in 2018

3.7.4.

Liquidity and funding outlook

3.7.5.

LCR Disclosure

3.7.6.

Assets committed in finance transactions

3.8. Operational Risk
3.8.1.

Definition of Operational Risk

3.8.2.

Operational Risk management model

3.8.3.

Operational Risk Government

3.8.4.

Methods used for calculating equity

3.8.5.

Operational risk profile

3.1.

General Risk Management and Control Model

The BBVA Group has an overall risk management and control model (hereinafter 'the
model') tailored to its business model, its organization and the geographies in which it
operates, This model allows BBVA Group to develop its activity in accordance with the risk
strategy and risk controls and management policies defined by the governing bodies of the
Bank and to adapt to a changing economic and regulatory environment, tackling risk
management globally and adapted to the circumstances at all times. The model
establishes a system of appropriate risk management regarding risk profile and strategy of
the Group.
This Model is applied comprehensively in the Group and is made up of the basic elements
set out below:






Governance and organization
Risk Appetite Framework
Decisions and processes
Assessment, monitoring and reporting
Infrastructure

The Group promotes the development of a risk culture that ensures consistent application
of the risk management and control model in the Group, and that guarantees that the risk
function is understood and assimilated at all levels of the organization.
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3.1.1.

Governance and organization

BBVA Group´s risk governance model is characterized by a special involvement of its
corporate bodies, both in setting the risk strategy and in the ongoing monitoring and
supervision of its implementation.
Thus, as developed below, the corporate bodies are the ones that approve this risk
strategy and corporate policies for the different types of risk. The risk function is
responsible at management level for their implementation and development, and reporting
to the governing bodies.
The responsibility for the daily management of the risks lies on the businesses which abide
in the development of their activity to meet the policies, rules, procedures, infrastructures
and controls, which are defined by the function risk on the basis of the framework set by
the governing bodies.
To perform this task properly, the risk function in the BBVA Group is configured as a single,
global function with an independent role from commercial areas.

3.1.1.1.

Corporate bodies

The BBVA Board of Directors (hereinafter also referred to as "the Board") approves the risk
strategy and oversees the internal management and control systems. Specifically, in
relation to the risk strategy, the Board approves the Group's risk appetite statement, the
core metrics (and their statements) and the main metrics by type of risk, as well as the
general risk management and control model.
The Board of Directors is also responsible for approving and monitoring the strategic and
business plan, the annual budget and management goals, as well as the investment and
funding policy, in a consistent way and in line with the approved Risk Appetite Framework.
For this reason, the processes for defining the Risk Appetite Framework proposals and the
strategic and budgetary planning at Group level are coordinated by the executive areas for
submission to the Board.
To ensure that the Risk Appetite Framework is integrated into management, on the basis
established by the Board of Directors, the Executive Committee approves the
metrics by type of risk in relation to profitability and income recurrence and the
Group's basic structure of limits at geographic area, risk type, asset type and
portfolio level. This Committee also approves specific corporate policies for each
type of risk.
Lastly, the Board of Directors has set up a committee specializing in risks, the Risk
Committee, that assists the Board and the Executive Committee in determining the Group's
risk strategy and the risk limits and policies, respectively, analysing and assessing
beforehand the proposals submitted to those bodies. In 2018, the Risk Committee has held
21 meetings and 20 meetings are planned for 2019.
The Board of Directors has the exclusive authority to amend the Group’s risk strategy and
its elements, including the Risk Appetite Framework metrics within its scope of decision,
while the Executive Committee is responsible for amending the metrics by type of risk
within its scope of decision and the Group's basic structure of limits (core limits), when
applicable. In both cases, the amendments follow the same decision-making process
described above, so the proposals for amendment are submitted by the executive area
(Chief Risk Officer, “CRO”) and analysed by the Risk Committee, for later submission to
the Board of Directors or to the Executive Committee, as appropriate.
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Moreover, the Risk Committee, the Executive Committee and the Board itself conduct
proper monitoring of the risk strategy implementation and of the Group's risk profile. The
risks function regularly reports on the development of the Group's Risk Appetite Framework
metrics to the Board and to the Executive Committee, after their analysis by the Risk
Committee, whose role in this monitoring and control work is particularly relevant.

3.1.1.2.

The risk function: CRO. Committees organization and structure

The head of the risk function at executive level is the Group’s CRO, who carries out his
functions independently and with the necessary authority, rank, experience, knowledge and
resources. He is appointed by the Board as a member of its senior management and has
direct access to its corporate bodies (Board, Executive Standing Committee and Risk
Committee), to whom he reports regularly on the status of risks in the Group.
The CRO is supported in the exercise of his functions by a structure consisting of crosssectional risk units in the corporate area and the specific risk units in the geographical
and/or business areas of the Group. Each of the latter units is headed by a Chief Risk
Officer for the geographical and/or business area who, within his/her area of responsibility,
carries out risk management and control functions and is responsible for applying the
corporate policies and rules approved at Group level in a consistent manner, adapting
them if necessary to local requirements and reporting to the local corporate bodies.
The Chief Risk Officers of the geographical and/or business areas report both to the
Group's CRO and to the head of their geographical and/or business area. The aim of this
dual reporting system is to ensure that the local risk management function is independent
from the operating functions and enable its alignment with the Group's corporate risk
policies and goals.
As explained above, the risk management function consists of risk units from the corporate
area, which carry out cross-sectional functions, and risk units from the geographical and/or
business areas.


The corporate area's risk units develop and submit to the Group CRO the proposal for
the Group's Risk Appetite Framework, the corporate policies, rules and global
procedures and infrastructures within the framework approved by the corporate bodies;
they ensure their application and report either directly or through the CRO to the
Bank's corporate bodies. Their functions include:
o

Management of the different types of risks at Group level, in accordance with
the strategy defined by the corporate bodies.

o

Planning of risks in line with the Risk Appetite Framework principles defined by
the Group.

o

Monitoring and control of the Group's risk profile in relation to the Risk Appetite
Framework approved by the Bank's corporate bodies, providing precise and
reliable information with the frequency and in the format required.

o

Prospective analyses to enable an evaluation of compliance with the risk
appetite framework in stress scenarios and the analysis of risk mitigation
mechanisms.

o

Management of the technological and methodological developments required
for implementing the Model in the Group.

o

Design of the Group's Internal Control model and definition of the
methodology, corporate criteria and procedures for identifying and prioritizing
the risk inherent in each unit's activities and processes.

o

Validation of the models used and the results obtained by them to verify
whether they are appropriate to the different uses to which they are applied.
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The risk units in the business units develop and present to the Chief Risk Officer of the
geographical and/or business area the risk appetite framework proposal applicable in
each geographical and/or business area, independently and always within the Group's
strategy/Risk Appetite Framework. They also ensure that the corporate policies and
rules are approved and applied consistently at a Group level, adapting them if
necessary to local requirements; that they are provided with appropriate infrastructures
for management and control of their risks, within the global risk infrastructure
framework defined by the corporate areas; and that they report to their corporate
bodies and/or to senior management, as appropriate.

The local risk units thus work with the corporate area risk units in order to adapt to the
risk strategy at Group level and share all the information necessary for monitoring the
development of their risks.
The risk function has a decision-making process to perform its functions, underpinned by a
structure of committees, where the Global Risk Management Committee (GRMC) acts as
the top-level committee within the risk function. It proposes, examines and, where
applicable, approves, among others, the internal risk regulatory framework and the
procedures and infrastructures needed to identify, assess, measure and manage the
material risks faced by the Group in carrying out its business, and the determination of risk
limits by portfolio. The members of this Committee are the Group's CRO, the Heads of the
main Areas of the GRM Front, the Heads of GRM Corporate Discipline Units and the Head
of Risk Management Group of GRM.
The GRMC carries out its functions assisted by various support committees which include:


Global Credit Risk Management Committee: it is responsible for analysing and
decision-making related to wholesale credit risk admission.



Wholesale Credit Risk Management Committee: its purpose is the analysis and
decision-making regarding the admission of wholesale credit risk of certain
customer segments of the BBVA Group.



Work Out Committee: its purpose is to be informed about decisions taken under
the delegation framework regarding risk proposals concerning clients on Watch List
and clients classified as NPL of certain customer segments of the BBVA Group, as
well the sanction of proposals regarding entries, exits and changes of Watch List,
entries and exits in non-performing unlikely to pay and turns to written off.



Asset Allocation Committee: the executive authority responsible for analyzing and
deciding on credit risk issues related to processes aimed at achieving a portfolios
combination and composition that, under the restrictions imposed by the Risk
Appetite framework, allows to maximize the risk adjusted return on equity.



Risk Models Management Committee: it ensures an appropriate decision-making
process regarding the planning, development, implementation, use, validation and
monitoring of the models required to achieve an appropriate management of the
Model Risk in the BBVA Group.



Global Market Risk Unit Global Committee (CGGMRU): it is responsible for
formalizing, supervising and communicating the monitoring of trading desk risk in
all the Global Markets business units, as well as coordinating and approving
GMRU key decisions activity, and developing and proposing to GRMC the
corporate regulation of the unit.



Corporate Committee on Admission of Operational Risk and Product Governance:
it identifies, analyzes and assesses the operational risks associated initiatives
related with new business, products or services, outsourcing, process
transformation and new systems, prior to its launch. As well, it will verify that
Product Governance normative requirements are met and will decide about the
insurance scheme (global policies).
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Retail Credit Risk Committee: it ensures for the analysis, discussion and decision
support on all issues regarding the retail credit risk management that impact or
potentially do in the practices, processes and corporate metrics established in the
Policies, Rules and Operating Frameworks.



Asset Management Global Risk Steering Committee: its purpose is to develop and
coordinate the strategies, policies, procedures, and infrastructure necessary to
identify, assess, measure and manage the material risks facing the bank in the
operation of businesses linked to BBVA Asset Management.



Global Insurance Risk Committee: its purpose is to guarantee and promote the
alignment and the communication between all the Insurance Risk Units in the
BBVA Group. It will do this by promoting the application of standardized principles,
policies, tools and risk metrics in the different regions with the aim of maintaining
proper integration of insurance risk management in the Group.



Operations Committee (COPOR): its purpose is to analyse and make decision in
relation to the operations of the various geographies in which Global Markets is
present.

Each geographical and/or business area has its own risk management committee (or
committees), with objectives and contents similar to those of the corporate area, which
perform their duties consistently and in line with corporate risk policies and rules, whose
decisions are reflected in the corresponding minutes.
Under this organizational scheme, the risk management function ensures that the risk
strategy, the regulatory framework, and standardized risk infrastructures and controls are
integrated and applied across the entire Group. It also benefits from the knowledge and
proximity to customers in each geographical and/or business area, and transmits the
corporate risk culture to the Group's different levels. Moreover, this organization enables
the risks function to conduct and report to the corporate bodies integrated monitoring and
control of the entire Group's risks.

3.1.1.3.

Internal Risk Control and Internal Validation

The Group has a specific Internal Risk Control unit. Its main function is to ensure that there
is an adequate internal regulatory framework, a process and measures defined for each
type of risk identified in the Group (and for those other types of risk that may potentially
affect the Group). It controls their application and operation, as well as ensuring integration
of the risk strategy into the Group's management. In this regard, the Internal Risk Control
unit verifies the performance of their duties by the units that develop the risk models,
manage the processes and execute the controls. Its scope of action is global, from the
geographical point of view and the type of risks.
The Group's Head of Internal Risk Control is responsible for the function and reports on its
activities and informs of its work plans to the CRO and to the Board's Risks Committee,
assisting it in any matters where requested. For these purposes the Internal Risk Control
department has a Technical Secretary's Office, which offers the Committee the technical
support it needs to better perform its duties.
In addition, the Group has an Internal Validation unit, which reviews the performance of its
duties by the units that develop the risk models and of those that use them in management.
Its functions include review and independent validation at internal level of the models used
for management and control of risks in the Group.
3.1.2.

Risk Appetite Framework

The Group's Risk Appetite Framework, approved by the corporate bodies, determines the
risks (and their level) that the Group is willing to assume to achieve its business objectives
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considering an organic evolution of its business. These are expressed in terms of solvency,
profitability and liquidity and funding, which are reviewed periodically as well as in case of
material changes to the entity’s business or relevant corporate transactions. The definition
of the risk appetite has the following goals:


To express the maximum levels of risk it is willing to assume, at both Group and
geographical and/or business area level.



To establish a set of guidelines for action and a management framework for the
medium and long term that prevent actions from being taken (at both Group and
geographical and/or business area level) that could compromise the future viability
of the Group.



To establish a framework for relations with the geographical and/or business areas
that, while preserving their decision-making autonomy, ensures they act
consistently, avoiding uneven behavior.



To establish a common language throughout the organization and develop a
compliance-oriented risk culture.



Alignment with the new regulatory requirements, facilitating communication with
regulators, investors and other stakeholders, thanks to an integrated and stable
risk management framework.

Risk appetite framework is expressed through the following elements:


Risk Appetite Statement: includes the general principles of the Group's risk
strategy and the target risk profile. The Group's Risk Appetite Statement in 2018 is
as follows:
BBVA Group's Risk Policy is aimed to promote a multichannel and responsible
universal banking model, based on principles, targeting sustainable growth, risk
adjusted profitability and recurrent value creation. To achieve these objectives, the
Risk Management Model is oriented to maintain a moderate risk profile that allows
the Group to keep strong financial fundamentals in adverse environments
preserving our strategic goals, maintaining a prudent management, an integral
view of risks, and a portfolio diversification by geography, asset class and client
segment, focusing on keeping a long term relationship with our customers.



Core metrics: based on the risk appetite statement, statements are established to
set down the general risk management principles in terms of solvency, liquidity and
funding, profitability and income recurrence.
o

Solvency: a sound capital position, maintaining resilient capital buffer from
regulatory and internal requirements that supports the regular development
of banking activity even under stress situations. As a result, BBVA
proactively manages its capital position, which is tested under different
stress scenarios from a regular basis.

o

Liquidity and funding: A sound balance-sheet structure to sustain the
business model. Maintenance of an adequate volume of stable resources,
a diversified wholesale funding structure, which limits the weight of short
term funding and ensures the access to the different funding markets,
optimizing the costs and preserving a cushion of liquid assets to overcome
a liquidity survival period under stress scenarios.

o

Profitability and income recurrence: A sound margin-generation capacity
supported by a recurrent business model based on the diversification of
assets, a stable funding and a customer focus; combined with a moderate
risk profile that limits the credit losses even under stress situations; all
focused on allowing income stability and maximizing the risk-adjusted
profitability.
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The core metrics define, in quantitative terms, the principles and the target risk profiles set
out in the risk appetite statement and are in line with the strategy of the Group. Each metric
has three thresholds (traffic-light approach) ranging from a standard business management
to higher deterioration levels: Management reference, Maximum appetite and Maximum
capacity.. BBVA Group's core metrics in 2018 are those specified in the following chart:

CHART 4: BBVA Group's Core Metrics



Metrics by type of risk: based on the core metrics, statements are established for
each type of risk reflecting the main principles governing the management of that
risk and several metrics are calibrated, compliance with which enables compliance
with the core metrics and the risk appetite statement of the Group. The metrics by
type of risk have a maximum appetite threshold..



The basic structure of limits (Core limits): the purpose of the basic limits
structure or core limits is to shape the Risk Appetite Framework at geographical
area risk type, asset type and portfolio level, ensuring that the management of risks
on an ongoing basis is within the thresholds set forth for by type of risk.

In addition to this framework, there’s a level of management limits that is defined and
managed by the risk function developing the core limits, in order to ensure that the
anticipatory management of risks by subcategories or by subportfolios complies with that
core limits and, in general, with the Risk Appetite Framework.
The basic scheme of BBVA's Risk Appetite Framework is outlined in the following chart:

CHART 6: Scheme of BBVA Group Risk Appetite Framework
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The corporate risk area works with the various geographical and/or business areas to
define their risk appetite framework, which will be coordinated with and integrated into the
Group's risk appetite to ensure that its profile fits as defined.
The Risk Appetite Framework is integrated into the management and the processes for
defining the Risk Appetite Framework proposals and strategic and budgetary planning at
Group level are coordinates.
As explained above, the core metrics of BBVA Risk Appetite Framework measure Groups
performance in terms of solvency, liquidity and funding, profitability and income recurrence;
most of the core metrics are accounting related or regulatory metrics which are published
regularly to the market in the BBVA Group annual report and in the quarterly financial
reports. During 2018, the Group risk profile evolved in line with the Risk Appetite metrics..

3.1.3.

Decisions and processes

The transfer of the Risk Appetite Framework to ordinary management is underpinned by
three basic aspects:
-

A standardized set of regulations

-

Risk planning

-

A comprehensive management of risks throughout their life cycle

3.1.3.1.

Standardized regulatory framework

The corporate risk area is responsible for the definition and proposal of the corporate
policies, specific rules, procedures and schemes of delegation based on which risk
decisions should be taken within the Group.
This process aims for the following objectives:


Hierarchy and structure: well-structured information through a clear and simple
hierarchy creating relations between documents that depend on each other.



Simplicity: an appropriate and sufficient number of documents.



Standardization: a standardized name and content of document.



Accessibility: ability to search for, and easy access to, documentation through
the corporate risk management library.

The approval of corporate policies for all types of risks is the responsibility of the corporate
bodies of the Bank, while the corporate risk area endorses the remaining regulations.
Risk units of geographical and / or business areas comply with this set of regulations and,
where necessary, adapt it to local requirements for the purpose of having a decision
process that is appropriate at local level and aligned with the Group policies. If such
adaptation is necessary, the local risk area must inform the corporate area of GRM, who
must ensure the consistency of the regulatory body at the Group level and, therefore, if
necessary, give prior approval to the modifications proposed by the local risk areas..
3.1.3.2.

Risk planning

Risk planning ensures that the risk appetite framework is integrated into management
through a cascade process for establishing limits and profitability adjusted to the risk
profile, in which the function of the corporate area risk units and the geographical and/or
business areas is to guarantee the alignment of this process with the Group's Risk Appetite
Framework in terms of solvency, liquidity and funding, profitability and income recurrence.
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There are tools in place that allow the Risk Appetite Framework defined at aggregate level
to be assigned and monitored by business areas, legal entities, types of risk,
concentrations and any other level considered necessary.
The risk planning process is aligned and taken into consideration within the rest of the
Group's planning framework so as to ensure consistency.

3.1.3.3.

Comprehensive management

All risks must be managed comprehensively during their life cycle, and be treated
differently depending on the type.
The risk management cycle is composed of five elements:


Planning: with the aim of ensuring that the Group's activities are consistent with the
target risk profile and guaranteeing solvency in the development of the strategy.



Assessment: a process focused on identifying all the risks inherent to the activities
carried out by the Group.



Formalization: includes the risk origination, approval and formalization stages.



Monitoring and reporting: continuous and structured monitoring of risks and
preparation of reports for internal and/or external (market, investors, etc.)
consumption.



Active portfolio management: focused on identifying business opportunities in
existing portfolios and new markets, businesses and products.

3.1.4.

Assessment, monitoring and reporting

Assessment, monitoring and reporting is a cross-cutting element that ensure the Model has
a dynamic and proactive vision to enable compliance with the risk appetite framework
approved by the corporate bodies, even in adverse scenarios. The materialization of this
process has the following objectives:


Assess compliance with the risk appetite framework at the present time, through
monitoring of the core metrics, metrics by type of risk and the basic structure of
limits.



Assess compliance with the risk appetite framework in the future, through the
projection of the risk appetite framework variables, in both a baseline scenario
determined by the budget and a risk scenario determined by the stress tests.



Identify and assess the risk factors and scenarios that could compromise
compliance with the risk appetite framework, through the development of a risk
repository and an analysis of the impact of those risks.



Act to mitigate the impact in the Group of the identified risk factors and scenarios,
ensuring this impact remains within the target risk profile.



Supervise the key variables that are not a direct part of the risk appetite framework,
but that condition its compliance. These can be either external or internal.

This process is integrated in the activity of the risk units, both of the corporate area and in
the business units, and it is carried out during the following phases:
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Identification of the risk factors that can compromise the performance of the Group
or of the geographical and/or business areas in relation to the defined risk
thresholds.



Assessment of the impact of the materialization of the risk factors on the metrics
that define the Risk Appetite Framework based on different scenarios, including
stress scenarios.



Response to unwanted situations and proposals for readjustment to enable a
dynamic management of the situation, even before it takes place.



Monitoring of the Group's risk profile and of the identified risk factors, through
internal, competitor and market indicators, among others, to anticipate their future
development.



Reporting: Complete and reliable information on the development of risks for the
corporate bodies and senior management, with the frequency and completeness
appropriate to the nature, significance and complexity of the reported risks. The
principle of transparency governs al reporting of risk information.

3.1.5.

Infrastructure

The infrastructure is an element that must ensure that the Group has the human and
technological resources needed for effective management and supervision of risks in order
to carry out the functions set out in the Group's risk Model and the achievement of their
objectives.
With respect to human resources, the Group risk function has an adequate workforce, in
terms of number, skills, knowledge and experience.
With regards to technology, the Group risk function ensures the integrity of management
information systems and the provision of the infrastructure needed for supporting risk
management, including tools appropriate to the needs arising from the different types of
risks for their admission, management, assessment and monitoring.
The principles that govern the Group risk technology are:


Standardization: the criteria are consistent across the Group, thus ensuring
that risk handling is standardized at geographical and/or business area level.



Integration in management: the tools incorporate the corporate risk policies
and are applied in the Group's day-to-day management.



Automation of the main processes making up the risk management cycle.



Appropriateness: provision of adequate information at the right time.

Through the “Risk Analytics” function, the Group has a corporate framework in place for
developing the measurement techniques and models. It covers all the types of risks and
the different purposes and uses a standard language for all the activities and
geographical/business areas and decentralized execution to make the most of the Group's
global reach. The aim is to continually evolve the existing risk models and generate others
that cover the new areas of the businesses that develop them, so as to reinforce the
anticipation and proactiveness that characterize the Group's risk function.
Also the risk units of geographical and / or business areas have sufficient means from the
point of view of resources, structures and tools to develop a risk management in line with
the corporate model..
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3.1.6.

Risk culture

The BBVA Group promotes the development of a risk culture based on the observance and
understanding of values, attitudes, and behaviors that allow the compliance with the
regulations and frameworks that contribute to an appropriate risk management.
At BBVA the Risk Governance Model is characterized by a special involvement of social
bodies, as they define the risk culture that permeates the rest of the organization and has
the following main elements:


Our Purpose which defines our reason to be and with our values and behaviors
guide the performance of our organization and the people who are part of it.



The Risk Appetite Framework which determines the risks and levels of risks
that the Group is willing to assume in order to fulfill its goals.



The Code of Conduct establishes the behavior guidelines that we must follow
to adjust our behavior to the BBVA values.

The Risk Culture at BBVA is based on these levers:


Communication: the BBVA Group promotes the dissemination of the principles
and values that should govern the conduct and risk management in a
comprehensive and consistent manner. To do this, the most appropriate
channels of communication are used, to allow for the Risk culture to be
integrated into the business activities at all levels of the organization.



Training: the BBVA Group favors the understanding of the values, risk
management model, and the code of conduct in all scenarios, ensuring
standards in skills and knowledge.



Motivation: the BBVA Group aims to define incentives for BBVA employees
that support the risk culture at all levels. Among these incentives, the role of
the Compensation policy and incentive programs stand out, as well as
implementation of risk culture control mechanisms, including the complaint
channels and the disciplinary committees.



Monitoring: the BBVA Group pursues at the highest levels of the organization a
continuous evaluation and monitoring of the risk culture to guarantee its
implementation and identification of areas for improvement.
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3.2.

Credit and counterparty risk

3.2.1.

Scope and nature of the Credit Risk measurement and reporting systems for
capital framework purposes

Credit risk arises from the probability that one party to a financial instrument will fail to meet
its contractual obligations for reasons of insolvency or inability to pay and cause a financial
loss for the other party.
It is the most important risk for the Group and includes counterparty risk, issuer risk,
settlement risk and country risk management.
BBVA Group has a risk strategy determined by the Board of Directors of the parent
company, which establishes the Group's Risk Appetite statement and the core and main
metrics by type of risk in which it is materialized, as well as the General Risk Management
and Control Model.
On the basis of what is approved by the Board of Directors, BBVA's Executive Committee
establishes the Corporate Policies and specific limits for each type of risk, to enable the
Group to take up a position within the parameters established by the Board.
The Risk Committee assists the Board of Directors to determine the Group's risk policy and
the Executive Committee to determine the limits and risk policy strategy, analysing and
assessing in advance the proposals submitted to these governing bodies.
The Risk Committee, Executive Committee and the Board itself conduct proper monitoring
of the risk strategy implementation and of the Group's risk profile.
Based on the risk strategy determined by the Board of Directors, and following the report of
the Risk Committee, the Executive Committee values and, where appropriate, approves as
part of the basic limits structure, the proposed Asset Allocation core limit with the
determined level of disaggregation. The limits are established annually, at maximum levels
of exposure by type of portfolio.
The asset allocation limits to portfolios, businesses and risks will be defined taking into
account the established metrics in terms of exposure and composition of portfolios, and
must be geared to maximizing the Group's added generation of recurring economic
earnings, subject to a framework of restrictions resulting from the definition of the target
risk profile.
The Corporate Risk Area will establish risk concentration thresholds: individual, per
portfolio and sector. Individual concentration will be limited to its impact on solvency
(CET1). The portfolio and sector concentration will be in terms of EAD, under the cuts by
retail portfolio/wholesale sector. Herfindahl indices are used for the individual portfolio
concentration index, taking the 1,000 first counterparties in terms of EAD, as well as the
sum of the exposure of the 20 biggest counterparties in relation to the solvency impact.
The Business Areas must work in line with the global vision and defined metrics, optimizing
each of the portfolios for which they are responsible in terms of risk/return, within the
Group's limits and policies.
The existing gaps with respect to the target portfolio must be identified at global level and
transmitted to the Business Areas, establishing plans at global and local level to adapt the
risk to the predefined target profile and taking into account the future expected
performance of the portfolios.
For managing risks and capital, BBVA quantifies its credit risk using two main metrics:
expected loss ("EL") and economic capital ("EC"). Expected loss reflects the average value
of losses and is considered a business cost. Economic capital is the amount of capital
considered necessary to cover unexpected losses if actual losses are greater than
expected losses.
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These risk metrics are combined with information on profitability in value-based
management, thus building the profitability-risk binomial into decision-making, from the
definition of business strategy to approval of individual loans, price setting, assessment of
non-performing portfolios, incentives to areas in the Group, etc.
There are three essential parameters in the process of calculating the EL and EC
measurements: the probability of default ("PD"), loss given default ("LGD") and exposure at
default ("EAD"), mainly based on the estimate of credit conversion factors ("CCF"). They
are generally estimated using the available historical information and are assigned to
operations and customers according to their particular characteristics.
In this context, the credit rating tools (ratings and scorings) assess the risk in each
customer/transaction according to their credit quality by assigning them a score, which is
used to assign risk metrics together with other additional information: transaction
seasoning, loan to value ratio, customer segment, etc.
Section 3.2.5.1 of this document details the definitions, methods and data used by the
Group to determine the capital requirements for estimating and validating the parameters
of probability of default (PD), loss given default (LGD) and exposure at default (EAD).

3.2.2.

Definitions and accounting methodologies

The impairment accounting impairment model is applied to financial assets valued at
amortized cost and to financial assets measured at fair value with changes in accumulated
other comprehensive income, except for investments in equity instruments and contracts
for financial guarantees and loan commitments unilaterally revocable by BBVA. Likewise,
all financial instruments measured at fair value with change through profit or loss are
excluded from the impairment model.
For more information about the accounting impairment model, and other accounting
definitions (according to article 442 of CRR), refer to note 2.2.1 of the Group’s
Consolidated Financial Statements.

3.2.3.
3.2.3.1.

Information on credit risks
Credit risk exposure

Pursuant to article 5 of the CRR, with respect to the bank capital requirements for credit
risk, exposure is understood to be any asset item and all items included in the Group’s
memorandum accounts involving credit risk and not deducted from the Group’s bank
capital. Accordingly, mainly loans and receivables are included, with their corresponding
undrawn balances, letters of credit and guarantees, debt securities and capital instruments,
cash and deposits in central banks and credit institutions, assets purchased or sold under a
repurchase agreement (asset and liability repos), financial derivatives (nominal) and fixed
assets.
The credit risk exposure specified in the following sections of this document is broken down
into the standardised credit risk approach (section 3.2.4), advanced credit risk approach
(section 3.2.5) and counterparty risk (section 3.2.6), securitisation credit risk (section
3.2.7), and structural risk in the equity portfolio (section 3.4).
In addition to the exposure to risk at the time of default and the risk-weighted assets, the
table below shows the original exposure, the exposure net of provisions and the exposure
applying the conversion factors under the standardized and advanced measurement
approaches as of December 31, 2018 and December 31, 2017 (including counterparty
risk):
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TABLE 11: Credit risk exposure
Million euros

(1) Gross exposure of provisions before credit risk mitigation techniques, excluding contributions to the default of a CCP
(2) Includes provisions and adjustments due to impairment of financial assets and contingent risks and commitments.
(3) Exposures are only adjusted by provisions in those cases that are calculated by standardized approach. Equity exposure is presented net of impairment.
(4a)(4b) Eligible credit mitigation techniques are included, either on-balance or off-balance, according to Chapter 4 of CRR. For securitization exposures, includes credit
risk mitigation by personal warranties.
(5) It corresponds to the exposure in the adjusted value by eligible credit mitigation techniques.
(6) Exposure to credit risk at default, calculated as (4a)+((4b)*CCF)
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Million euros

(1) Gross exposure of provisions before credit risk mitigation techniques, excluding contributions to the default of a CCP
(2) Includes provisions and adjustments due to impairment of financial assets and contingent risks and commitments.
(3) Exposures are only adjusted by provisions in those cases that are calculated by standardized approach. Equity exposure is presented net of accounting
provisions.
(4a)(4b) Eligible credit mitigation techniques are included, either on-balance or off-balance, according to Chapter 4 of CRR. For securitization exposures, includes
credit risk mitigation by personal warranties.
(5) It corresponds to the exposure in the adjusted value by eligible credit mitigation techniques.
(6) Exposure to credit risk at default, calculated as (4a)+((4b)*CCF)
(7) Equity exposure as of December, 31, 2017, includes the impairment of Telefónica, S.A. for an amount of 1,123 million euros
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3.2.3.2.

Average value of the exposures during 2018 and 2017

The table below shows the average value of exposure to credit risk in 2018 and 2017, for
both the advanced measurement and standardized approaches for each one of the
exposure categories:
TABLE 12: EU CRB-B - Total and average net amount of exposures (includes
counterparty credit risk)
Million euros

(1) The table above shows the original exposure net of credit risk adjustments reported in COREP statements of Credit Risk and
Equity excluding securitization exposures

3.2.3.3.

Distribution by geographic area

The following chart shows the distribution by geographic areas of the original exposure net
of provisions, by the obligor's country. The distribution includes exposure to credit and
counterparty risk, as well as the equity exposures.
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TABLE 13: EU CRB-C - Geographical breakdown of exposures (including
counterparty credit risk)
Million euros

(1) Geographical areas have been determined based on the country of the counterparty.
(2) The table above shows original exposure net of credit risk adjustments reported in COREP statements of Credit Risk and
Equity excluding securitisation exposures.
Million euros

(1) Geographical areas have been determined based on the country of the counterparty.
(2) The table above shows original exposure net of credit risk adjustments reported in COREP statements of Credit Risk and
Equity excluding securitisation exposures.
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It also shows graphically the distribution of original exposure by geographic area, revealing
the Group's high level of geographical diversification, which constitutes one of the key
levers for its strategic growth.
CHART 7: Distribution by geographical area of credit risk exposure

The next table shows the distribution by geographical area of the defaulted and impaired
exposures of financial assets and contingent risks, as well as the adjustments for credit
risk:
TABLE 14: EU CR1-C - Credit quality of exposure by geography (including
counterparty credit risk)
Million euros

(1) The table above shows original exposure net of credit risk adjustments reported in COREP statements of Credit Risk and
Equity excluding securitisation exposures.
Million euros

(*) CCR is included, whose corrections for impairment as of December, 31, 2017 amounted to 10 million euros
(1) The table above shows original exposure net of credit risk adjustments reported in COREP statements of Credit Risk and
Equity excluding securitisation exposures.

3.2.3.4.

Credit quality of exposure by exposure class and instrument

Below is the value of the exposures by exposure class, broken down into defaulted and
non-defaulted exposures as of December 31, 2018: This table excludes exposures subject
to the Counterparty Risk framework under Part 3, Title II, Chapter IV of the CRR, as well as
69

exposures subject to the Securitisation framework as defined in Part 3, Title II, chapter V of
the CRR.

TABLE 15: EU CR1-A - Credit quality of exposures by exposure class and instrument
(excluding counterparty credit risk)
Million euros

(1) Exposures in default are additionally broken down by their respective original categories.
(2) Exposures associated with particularly high risk that are in default are reported in the column Exposures in default, since they
are not included in the total amount of the exposures in default of the COREP of Credit Risk by standardised approach.
(3) Net exposure is calculated as follows:
- Net exposure by standardised approach = Non-defaulted exposures - Credit risk adjustment; except Exposures in
default and Items associated with particularly high risk that are calculated as exposures by IRB approach do;
- Net exposure by IRB approach = Exposures in default + Non-defaulted exposures - Credit risk adjustment
(4) The table above shows gross original exposure of COREP statements of Credit Risk and Equity exposures by standardised
and IRB approach.

70

Million euros

(1) Exposures in default are additionally broken down by their respective categories of origin.
(2) Exposures associated with particularly high risk that are in default are reported in the column Exposures in default, since they
are not included in the total amount of the exposures in default of the COREP of Credit Risk by standardised approach.
(3) Net exposure is calculated as follows:
- Net exposure by standardised approach = Non-defaulted exposures - Credit risk adjustment; except Exposures in
default and Items associated with particularly high risk that are calculated as exposures by IRB approach do;
- Net exposure by IRB approach = Exposures in default + Non-defaulted exposures - Credit risk adjustment
(4) The table above shows gross original exposure of COREP statements of Credit Risk and Equity exposures by standardised
and IRB approach.

3.2.3.5.

Distribution by sector

The following table shows the distribution of original exposure by economic sector
(standardised and advanced measurement approach) of original exposure net of provisions
for financial assets and contingency risks, excluding counterparty risk, and including equity:
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TABLE 16: EU CRB-D - Concentration of exposures by industry or counterparty types (excluding counterparty credit risk)
Million euros

(1) The table above shows original exposure net of credit risk adjustments reported in COREP statements of Credit Risk and Equity excluding securitisation exposures.
Million euros

(1) The table above shows original exposure net of credit risk adjustments reported in COREP statements of Credit Risk and Equity excluding securitisation exposures.
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The next table shows the distribution by counterparty of the defaulted and impaired
exposures of financial assets and contingent risks, as well as their corresponding
adjustments for credit risk:
TABLE 17: EU CR1-B - Credit quality of exposures by industry or counterparty types
(excluding counterparty credit risk)
Million euros

(1) The table above shows original exposure net of credit risk adjustments reported in COREP statements of Credit Risk and
Equity excluding securitisation exposures..
Million euros

(1) The table above shows original exposure net of credit risk adjustments reported in COREP statements of Credit Risk and
Equity excluding securitisation exposures..

3.2.3.6.

Distribution by residual maturity

The following table shows the distribution of original exposure net of credit risk adjustments
by residual maturity of financial assets and contingency risks, broken down by exposure
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class under the standardised and advanced measurement approaches, excluding
counterparty risk and including equity positions:

TABLE 18: EU CRB-E - Maturity of exposures (excluding counterparty credit risk)
Million euros

(1) The table above shows original exposure net of credit risk adjustments reported in COREP statements of Credit Risk and
Equity excluding securitisation exposures.
Million euros

(1) The table above shows original exposure net of credit risk adjustments reported in COREP statements of Credit Risk and
Equity excluding securitisation exposures.

The following table shows the distribution by gross carrying amount of the loans and debt
securities by residual maturity
TABLE 19: EU CR1-D - Ageing of past-due exposures
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Million euros

(1) Accounting gross carrying values.
(2) Includes gross carrying value of reverse repo transactions.
Million euros

(1) Accounting gross carrying values.
(2) Includes gross carrying value of reverse repo transactions.

3.2.3.7.

Total impairment losses for the period

The following table shows details of impairment losses and allowances on financial assets
and contingent risks and commitments, as well as derecognition of losses recognised
previously in asset write-offs recorded directly in the income statement in 2018 and 2017:
TABLE 20: EU CR2-A - Changes in the stock of general and specific credit risk
adjustments

Million euros

(1) Credit risk adjustments of on balance sheet items (including CCR) and credit risk adjustments of contingent commitments (off balance sheet items)

In addition, a movement in the stock of non-performing exposures in the balance sheet
between December 31, 2018 and December 31, 2017 is shown below:

TABLE 21: EU CR2-B - Changes in the stock of defaulted and impaired loans and
debt securities
Million euros

(1) Counterparty credit risk is included, but securitization exposures are excluded
(2) Accounting gross carrying values
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3.2.3.8.

Non-performing exposures and restructured and refinanced exposures

Below is a table with a general overview of the non-performing exposures and restructured
and refinanced exposures:

TABLE 22: EU CR1-E - Non-performing exposures and forborne exposures
Million euros

(1) Accounting gross carrying values
Million euros

(1) Accounting gross carrying values

3.2.4.
3.2.4.1.

Information on the standardized approach
Identification of external rating agencies

The external credit assessment institutions (ECAIs) appointed by the Group to determine
the risk weightings applicable to its exposures are the following: Standard & Poor’s,
Moody's, Fitch and DBRS.
The exposures for which the ratings of each ECAI are used are those corresponding to the
wholesale portfolios, involving "Sovereigns and central banks" in developed countries, and
"Financial Institutions".
In cases where a counterparty has ratings from different ECAIs, the Group follows the
procedure laid down in Article 138 of the Solvency Regulations, which specifies the order
of priority to be used in the assignment of ratings.
When two different credit ratings made by designated ECAIs are available for a rated
exposure, the higher risk weighting will be applied. However, when there are more than two
credit ratings for the same rated exposure, use is to be made of the two credit ratings that
provide the lowest risk weightings. If the two lowest risk weightings coincide, then that
weighting will be applied; if they do not coincide, the higher of the two will be applied.
The correspondence between the alphanumeric scale of each agency used and the risk
categories used by the Group are defined in the Final Draft Implementing Technical
Standards on the mapping of ECAIs’ credit assessment under Article 136(1) and (3) of
Regulation (UE) No. 575/2013; complying with the provisions of Article 136 of the CRR.

76

3.2.4.2.

Assignment of the credit ratings of public share issues

The number of cases and the amount of these assignments are not relevant for the Group
in terms of admission and management of issuer credit risk.

3.2.4.3.

Exposure values before and after the application of credit risk mitigation
techniques

The original net exposure amounts for provisions and value adjustments, exposure after
risk mitigation techniques, and RWA density for each exposure category by the
standardized approach, are shown below, excluding securitisation and counterparty risk
exposure which is presented in section 3.2.6 of this Report.
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TABLE 23: EU CR4 - standardized approach: credit risk exposure and credit risk
mitigation effects

Million euros

(1) Net OE: Original Exposure net of credit risk adjustments
(2) EAD: Net Original Exposure of provisions, value adjustments after CRM and CCF
(3) RWAs: EAD after applying risk-weights.
Million euros

(1) Net OE: Original Exposure net of credit risk adjustments
(2) EAD: Net Original Exposure of provisions, value adjustments after CRM and CCF
(3) RWAs: EAD after applying risk-weights.

In addition, the following tables present the amounts of net exposure, before and after the
application of credit risk mitigation techniques, for different risk weightings and for the
different exposure categories that correspond to the standardized

exposure.

method, excluding securitisation positions and counterparty credit risk

Exposure net of provisions and after applying CCF and CRM corresponding to
counterparty risk are shown in table EU-CCR3 of section 3.2.6 of this report.

78

TABLE 24: Standardized approach: exposure values before the application of credit risk mitigation techniques
Million Euros

(1) Of which: Unrated refers to exposures for which no credit rating from designated ECAIs is available
Million Euros

(1) Of which: Unrated refers to exposures for which no credit rating from designated ECAIs is available
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TABLE 25: EU CR5 - Standardised approach: Exposure values after the application of credit risk mitigation techniques

Million Euros

(1) Of which: Unrated refers to exposures for which no credit rating from designated ECAIs is available
Million Euros

(1) Of which: Unrated refers to exposures for which no credit rating from designated ECAIs is available
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The following table presents the main variations in the period in terms of RWAs for the
credit and counterparty credit risk standardised approach:
TABLE 26: RWA flow statement of credit risk exposures under the Standardized
Approach
Million Euros

Throughout 2018, risk-weighted assets of credit risk measured using the standard method
decreased by approximately EUR 10.79 billion, predominantly due to the sale of the
Group's stake in BBVA Chile, which was closed in the third quarter of 2018; and the
depreciation of various currencies against the euro, primarily, the Turkish lira. Besides, the
amount included in the asset size is affected by the inflationary impact on the Group's
exposures in Argentina and Venezuela.

3.2.5.

Information on the IRB approach

3.2.5.1.

General information

3.2.5.1.1.

Authorization by the supervisor to use the IRB model

The following is a list of the models authorized by the supervisor for use in the calculation
of capital requirements.
TABLE 27: Models authorized by the supervisor for use in the calculation of capital
requirements

The main types of rating models used in the IRB portfolios are ratings for wholesale
portfolios and proactive and reactive scorings in the case of retail portfolios.
The rating models give contracts/customers a score that orders customers according to
their credit quality. This score is determined by the characteristics of the transactions,
economic and financial conditions of the customer, information on payment behaviour,
credit bureau, etc.
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The approval of the models by the supervisor includes both own estimations of the
probability of default (PD), loss given default (LGD) and the internal estimation of credit
conversion factors (CCFs).
The Group maintains its calendar established for receiving approval for additional
Advanced Internal Models in different risk classes and geographical areas.

3.2.5.1.2.

Structure of internal rating systems and relationship between internal and
external ratings

The Group has rating tools for each one of the exposure categories listed in the Basel
Accord.
The retail portfolio has scoring tools for determining the credit quality of transactions on the
basis of information on the transaction itself and on the customer. The scoring models are
algorithms calculated using statistical methods that score each transaction. This score
reflects the transaction’s level of risk and is in direct relation to its probability of default
(PD).
These decision models are the basic tool for deciding who should receive a loan and the
amount to be granted, thereby contributing to both the arrangement and management of
retail-type loans.
For the wholesale portfolio, the Group has rating tools that, unlike scorings, do not assess
transactions but rather customers. The Group has different tools for rating the various
customer segments: small companies, corporates, government and other government
agencies, etc. In those wholesale portfolios where the number of defaults is very low
(sovereign risks, corporates, financial institutions) the internal information is supplemented
by the benchmarks of external rating agencies.
The PD estimates made by the Group are transferred to the Master Scale that is shown
below, enabling a comparison to be made with the scales used by external agencies. This
is shown below.
TABLE 28: Master Scale of BBVA's rating
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3.2.5.1.3.

Use of internal estimations for purposes other than the calculation of capital
requirements

The Group’s internal estimations are a vital component of management based on value
creation, giving rise to criteria for assessing the risk-return trade-off.
These measures have a broad range of uses, from the adoption of strategic business
decisions through to the individual admission of transactions.
Specifically, internal estimates are used in everyday business in support of credit-risk
management through their inclusion in admission and monitoring processes, as well as in
the pricing of transactions.
The management use of performance metrics that consider expected loss, economic
capital and risk-adjusted return enables the monitoring of portfolios and the assessment of
non-performing positions, among others.

3.2.5.1.4.

Process for managing and recognizing the effects of credit risk mitigation

Mitigation is an iterative process whose purpose is to recognize the benefits of the
existence of collateral and guarantees, ordering them from the highest to the lowest credit
quality.
The Group uses risk mitigation techniques for exposures pertaining to the wholesale
portfolio by replacing the obligor’s PD with that of the guarantor, in those cases in which
the latter is eligible and its PD is lower than the obligor’s. In retail admission processes, the
scoring contains the effect of the guarantor, and the recovery flows that are forthcoming
throughout the cycle reflect the recoveries related to the guarantees associated with the
contracts. This means that the effect of the guarantees is taken into account in the actual
estimation of the loss given default for retail portfolios.

3.2.5.1.5.

Control mechanisms for internal rating systems

The Group has a management framework for rating systems that includes all the phases of
its life cycle: from the time when a need that triggers the construction or modification of a
model is identified, until its use and monitoring.
An appropriate monitoring allows detection of unexpected behaviour, identification of
incorrect use and even anticipation when changes in the risk profile of the portfolios or
products require corrective action to be taken. The monitoring of the risk rating systems is
made with a frequency that is appropriate to the nature of the model, the availability of new
data, modelling techniques and the importance of its use in management. This is analysed
from a twofold perspective: performance and use.
The monitoring of the performance has the aim of detecting deficiencies in the performance
of the rating systems for risk anticipating its deterioration over time. It permits the
determination whether they operate correctly, helping to verify that the components of the
model operate as expected. The framework for monitoring performance can identify
weaknesses and identify plans of action needed to ensure correct operation. This analytic
framework, a fundamental component of the planning of risk models, establishes the
minimum criteria that must be taken into account, as well as the metrics and thresholds to
alert undesired behaviour.
The monitoring of the use aims to check that the model is used generally, for the planned
uses, and appropriately. This control mechanism allows continued detection of deviations
from the planned use of models, as well as the establishment of action plans for their
correction.
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Additionally, the Group has an independent area of the developers of the rating systems
and the departments responsible for its monitoring, whose main function is to carry
effective contrasts to the internal models, in order to guarantee their accuracy, robustness
and stability.
This review process is not restricted at the time of approval, or when updating the models,
but rather is framed within such a plan that allows for a periodic evaluation of them,
resulting in the issuance of recommendations and mitigating actions for the identified
deficiencies.
The various aspects to be improved are detected during the review process are reflected in
the validation reports by setting recommendations. These reports are presented to the
established Risk Committees, together with the state of the action plans associated with
the recommendations, to ensure their resolution and the proper operation of the rating
systems at any time.

3.2.5.1.6.

Description of the internal rating process

There follows a description of the internal classification processes according to each
customer category:


Central Banks and Central Governments: for this segment, the assignment of
ratings is made by the Risk units appointed for this purpose, which periodically
analyse this type of customers, rating them according to the parameters included in
the corresponding rating model. There are 3 different methods currently in use for
assigning country ratings: (i) ratings from external agencies, used for developed
nations, emerging countries with elevated incomes and emerging countries where
the Group has little risk; (ii) internal rating based on a proprietary tool used for
emerging countries where the Group has an appreciable risk; and lastly (iii) the
country risk ratings published by the Belgian export credit agency (which manages
the quantitative model used by the OECD to assign its country risk ratings) for
countries of marginal importance for the Group that have no external ratings.
Sovereign ratings are generated in local and foreign currency for all the tools, as well
as a transfer rating, which evaluates the risk of inconvertibility/transfer restrictions.
In the case of emerging countries with presence of BBVA subsidiaries or branches,
the rating in local currency is adjusted to that obtained by the emerging countries
tool under the authorization of the Risk Committee assigned for this purpose.



Institutions: the rating of Public Institutions is generally provided by the risk units
responsible for their approval, on a yearly basis, coinciding with the review of
customer risk or with the reporting of their accounts.
In the case of financial institutions, the Risk unit responsible makes a regular
classification of these customers, continuously monitoring them on domestic and
international markets. External ratings are a key factor in assigning ratings for
financial institutions.



Large Companies: includes the rating of exposures with corporate business groups.
The result is affected both by indicators of business risk (evaluation of the
competitive environment, business positioning, regulation, etc.) and financial risk
indicators (size of the group by sales, cash generation, levels of debt, financial
flexibility, etc.).
In accordance with the characteristics of the large companies segment, the rating
model is global in nature, with specific algorithms by sector of activity and
geographical adaptations. The rating of these customers is generally calculated
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within the framework of the annual risk review process, or the admission of new
operations.
The responsibility for the assessment lies with the units originating the risk, while
those approving it validate it when the decision is taken.


Medium-sized companies: this segment also takes into account quantitative factors
derived from economic and financial information, and qualitative factors that are
related to the age of the company, the sector, management quality, etc. and alert
factors derived from risk monitoring.
As in the Corporate segment, the rating tends to run parallel to the admission
process, so the responsibility for rating lies with the unit proposing the risk, while the
decision-making level is in charge of validating it.



Small Businesses: as in the case of medium-sized companies, this segment also
takes into account quantitative factors derived from economic and financial
information, and qualitative factors that are related to the age of the company, the
sector, management quality, etc. and alert factors derived from risk monitoring.
Similarly, the rating tends run parallel with the admission process, so the
responsibility for rating is with the unit proposing the risk, while the decision-making
level is in charge of validating it.



Specialised Lending: for classifying this segment, the Group has chosen to apply
the supervisory slotting criteria approach, as included in the Basel Accord of June
2004 and in the Solvency Regulation (CRR article 153.5).



Developers: The rating of real-estate developers covers the rating of both the
customers who are developers and the individual real-estate projects. Its use makes
it easier to monitor and rate projects during their execution phase, as well as
enriching the admission processes.



BBVA Bancomer companies: this segment also takes into account quantitative
factors derived from economic and financial information and bureau information, as
well as qualitative factors related to the age of the company, the sector, the quality of
its management, etc. The rating tends to run parallel to the admission process, so
that responsibility for the rating is with the unit originating the risk, while the decisionmaking body validates it.
In general in the wholesale area, the rating of customers is not limited to admission,
as the ratings are updated according to new information available at any time
(economic and financial data, changes in the company, external factors, etc.)



Retail: this has been broken down into each one of the exposure categories referred
to by the correlations provided for in the sections defined in the Solvency Regulation.
One of the most important processes in which scoring is fully integrated at the
highest level and in all decision-making areas is the Group’s process for approving
retail transactions. Scoring is an important factor for the analysis and resolution of
transactions and it is a mandatory requirement to include it in decision-making on
risk in those segments for which it has been designed. In the process of marketing
and approving retail transactions, the manager is responsible for marketing
management, the credit quality and the profitability, in other words, the customer’s
integrated management, attending to the processes of admission, monitoring and
control.
The rating process is as follows for each specific category of retail exposure:
a. Mortgages, consumer finance and retail credit cards - Spain: the
manager collects data on the customer (personal, financial, banking
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relationship information) and on the transaction (LTV, amount, maturity,
destination etc.) and calculates the rating of the transaction with the
scoring. The decision of whether it is approved is made based on the
results of applying the model.
b. Consumer Finance Autos Spain: the financing request may enter
through the call centre or be directly recorded in web application by our
authorized dealers. The necessary information on the customer
(personal, financial information, authorization of the consultation to the
external bureau of credit) and on the transaction (maturity, amount, etc.)
is recorded to rate the transaction with the scoring. Once the validity of
the information provided is obtained, the decision of whether to approve
it is made based on the results of applying the model.
c.

Retail Revolving (BBVA Bancomer credit cards): the manager or
specialist party gathers the necessary information on the customer
(personal, financial information and authorization of the consult from the
external bureau of credit) and on the transaction (limit requested) to rate
the transaction with the scoring. There are additional processes for
validating and checking this information through the back office or
operational support areas. The decision of whether it is approved is
made based on the results of applying the model.
Behavioural: every month all the active cards are rated according to
their transactional behaviour and payment status.
Proactive: each month all the customers who have asset positions in
credit cards, consumer finance or mortgages and liabilities positions are
rated, based on information on internal behaviour and flows.

d. Proactive - Spain: each month all the customers who have asset
positions in credit cards, consumer finance or mortgages and first and
second in liability seniority, are rated according to information on their
behaviour.


Equity: for its portfolio position registered as equity, the Group is applying the rating
obtained for customers as a result of their rating in the lending process.

3.2.5.1.7.

Definitions, methods and data for estimating and validating risk parameters

The estimation of the parameters is based on the uniform definition of default established
at Group level. Specifically, for a contract or customer to be considered in a situation of
default, the provisions of current regulations must be met.
Specifically, there are two approaches within the Group for considering default and
estimating parameters:


The contract-level approach is applied within the sphere of retail risk. Each
customer transaction is dealt with as an independent unit in terms of credit risk.
Therefore, non-compliance with credit obligations to the bank is handled at the
transaction level, regardless of the behaviour of the customer with respect to other
obligations.



The customer-level approach is applied to the remainder of the portfolio. The
significant unit for defining default is the customer’s sum of contracts, which
become defaulted jointly when the customer defaults.

In addition, to avoid including defaults for small amounts in the estimations, defaulted
volumes are to pass through a materiality filter that depends on the type of customer and
transaction.
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Estimating parameters
In the case of Spain and Mexico, the Group has an RAR information system that reflects
exposure to credit risk in the Group's different portfolios included in advanced internal
models.
This information system guarantees the availability of historical data recorded by the
Group, which are used to estimate the parameters of Probability of Default (PD), Loss
Given Default (LGD) and Credit Conversion Factors (CCF). These are then used to
calculate the regulatory capital using the advanced measurement approach, economic
capital and expected loss by credit risk.
Other sources of information for the Bank may be used in addition, depending on any new
needs detected in the estimation process. Internal estimations of the PD, LGD and CCF
parameters are made for all the Group’s portfolios.
In the case of low default portfolios (LDP), in which the number of defaults tends to be
insufficient for obtaining empirical estimates, use is made of data from external agencies
that are merged with the internal information available and expert criteria.
The following shows the estimation methodologies used for the PD, LGD and CCF risk
parameters, for the purpose of calculating the capital requirements.


Probability of default (PD)

The methodology used for estimating the PD in those cases that have a mass of internal
data of sufficient size is based on the creation of pools of exposures. The pools proposed
with a view to calibration are defined by pooling contracts together seeking to achieve intragroup uniformity in terms of credit quality and differentiation with all the other risk groups.
The largest possible number of pools is defined in order to allow a suitable discrimination of
risk.
The fundamental metric used for making these groupings is the score, being supplemented
by other metrics relevant to PD that are proven to be sufficiently discriminating depending
on the portfolio.
Once the pools of exposures have been defined, the average empirical PD recorded for
each one is obtained and adjusted to the cycle. This metric provides stable estimates over
the course of the economic cycle, referred to as PD-TTC (through the cycle). This
calculation considers the portfolio's track record and provides long-term levels of PD.
In low default portfolios the empirical PDs observed by external credit assessment
institutions are used to obtain the PD of internal risk groups.
Finally, in customer-focused portfolios there is a Master Scale, which is simply a standard
and uniform rule for credit levels that makes it possible to make comparisons of credit
quality in the Group’s different portfolios.


Loss given default (LGD)

As a general rule, the method used to estimate LGD in portfolios with a sufficient number of
defaults is Workout LGD. Here, the LGD of a contract is obtained as a quotient of the sum
of all the financial flows recorded during the recovery process that takes place when a
transaction defaults and the transaction’s exposure at the time of default.
This estimate is made by considering all the historical data recorded in internal systems.
When making the estimates, there are transactions that have already defaulted but for
which the recovery process is still ongoing. The loss given default recorded at the time of
the estimate is therefore higher than it will ultimately be. The necessary adjustments are
made in these cases so as not to distort the estimate.
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These estimates are made by defining uniform risk groups in terms of the nature of the
operations that determine loss given default. They are made in such a way that there are
enough groups for each one to be distinguishable and receive a different estimate.
In keeping with the guidelines set out by the regulation, the estimates are made by
distinguishing between wholesale and retail exposures.
There is insufficient historical experience to make a robust estimate in low default portfolios
using the Workout LGD method, so external sources of information are used, combined
with internal data to provide the portfolio with a representative rate of loss given default.
The loss given default rates estimated according to the internal databases the Group holds
are conditioned to the moment of the cycle of the data window used, since loss given
default varies over the economic cycle. Hence, the following concepts can be defined:
long-run loss given default (LRLGD), downturn loss given default (DLGD), and bestestimate loss given default (LGD BE).
LRLGD is calculated by making an adjustment to capture the difference between the loss
given default obtained empirically with the available sample and the average loss given
default observed throughout the economic cycle if the observation of the cycle is complete.
In addition, the LGD observed in a period of stress in the economic cycle, the downturn
loss given default (DLGD) is determined.
These estimates are made for those portfolios whose loss given default
sensitive to the cycle. The different ways in which the recovery cycles can
determined for each portfolio where this LGD in conditions of stress has
observed, and the level these parameters would have in a downturn
estimated.

is noticeably
conclude are
not yet been
situation are

Finally, LGD BE is determined according to the LGD observed in the BE period, which
aims to cover the defaults closest in time to the present, in other words those that have
been produced at a time of the economic cycle that is similar to the present and that also
correspond to a very similar portfolio to the present one.
However, for defaulted transactions, the LGD at the worst time will be the LGD BE plus a
stress, which is measured based on the own volatility of the LGD.


Credit conversion factor (CCF)

As with the two preceding parameters, the exposure at the moment of default is another of
the necessary inputs for calculating expected loss and regulatory capital. A contract’s
exposure usually coincides with its balance. However, this does not hold true in all cases.
For example, for those products with explicit limits, such as credit cards or credit lines, the
exposure should incorporate the potential increase in the balance that may be recorded up
to the time of default.
In observance of regulatory requirements, exposure is calculated as the drawn balance,
which is the real risk at any specific moment, plus a percentage (CCF) of the undrawn
balance, which is the part that the customer can still use until the available limit is reached.
Therefore, the CCF is defined as the percentage of the undrawn balance that is expected
to be used before default occurs.
CCF is estimated by using the cohort approach 1, analysing how the exposure varies from a
pre-established reference date through to the moment of default, obtaining the average
performance according to the relevant metrics.

A cohort is a twelve-month window that has a reference date (end of each month) and contains all delinquent
transactions whose date of noncompliance occurs within said cohort. All operations must have a contract date
prior to the reference date.
1

88

Different approaches are used for wholesale and retail type exposures. The contract
approach analyses the exposure’s evolution until the contract’s moment of breach of
contract, whereas the customer approach analyses changes in the exposure through to the
time of default by the customer.
Once again, in low default portfolios there is insufficient historical experience to make a
reliable calculation with the Workout LGD method defined. In this case, too, use is made of
external sources that are combined with internal data to provide a representative CCF of
the portfolio.

3.2.5.2.

Exposure values by category and PD range

The following table presents the information on credit risk as of December 31, 2018
(excluding counterparty risk, which is set out in detail in Table CCR4 in section 3.2.6.2.2)
using the internal ratings-based (IRB) approach, by obligor grade for the different
categories of exposure:
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TABLE 29: EU CR6 - IRB approach: Credit risk exposure by exposure class and PD range
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(1) PD intervals recommended by EBA guidelines on Pillar III disclosure requirements (Eighth Part of CRR).
(2) Calculated as EAD after CCF for off-balance exposures over total off-balance exposure before CCF.
(3) Corresponds to PD by EAD-weighted debtor category.
(4) Corresponds to LGD by EAD-weighted debtor category.
(5) Corresponds to the EAD-weighted debtor expiration in days.
(6) Exposures under the FIRB method correspond to Specialized Lending, for which the Group has opted for the method of supervisory slotting criteria, in line with article 153.5 of CRR.
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(1) PD intervals recommended by EBA guidelines on Pillar III disclosure requirements (Eighth Part of CRR).
(2) Calculated as EAD after CCF for off-balance exposures over total off-balance exposure before CCF.
(3) Corresponds to PD by EAD-weighted debtor category.
(4) Corresponds to LGD by EAD-weighted debtor category.
(5) Corresponds to the EAD-weighted debtor expiration in days.
(6) Exposures under the FIRB method correspond to Specialized Lending, for which the Group has opted for the method of supervisory slotting criteria, in line with article 153.5 of CRR.
(7) Equity exposure as of December, 31, 2017, includes the impairment of Telefónica, S.A. for an amount of 1,123 million euros
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The information contained in the above tables is set out below in graphic format (including
counterparty risk):

CHART 8: Advanced measurement approach: EAD by obligor category

CHART 9: Advanced measurement approach: Average weighted PD by EAD
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CHART 10: Advanced measurement approach: Average weighted LGD by
EAD

CHART 11: Advanced measurement approach: RWAs by obligor category
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The table below shows a comparison of the PDs used in IRB models with the effective
default rates of the Group's obligors for credit and counterparty risks. The table aims to
provide backtesting data to validate the reliability of PD calculations.
Specifically, the table compares the PD used in advanced approach models with the
effective default rates of obligors.
Backtesting data is provided in the tables separately by geographies with advanced model
approaches and the following are the criteria adopted in order to comply with the EBA
standard template:


Portfolio: the breakdown of the portfolios corresponds to that recommended by the
supervisor, excluding the equity positions.



PD scale: corresponds to the master rating scale in section 3.2.5.1.2 (Table 28).



External rating equivalent: uses the equivalence between the PDs and the external
ratings described in section 3.2.5.1.2.



Weighted PD and arithmetic average PD by obligors: uses the PD after mitigation,
i.e. which associated with guarantors.



Number of obligors: presents the obligors at the close of the year and at the close
of the previous year.



Defaulted obligors: for the purpose of guaranteeing the traceability of the table,
columns "g" and "h" of the standard table have been combined to report the
information on transactions/customers that defaulted at some time in the last 12
months, so that the defaulted obligors in the last year are shown for each PD
range.



Average historical annual default rate: this presents the annual default rate of the
last five years.

96

TABLE 30: EU CR9 - IRB approach: Backtesting of PD per exposure class
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The following table presents the main variations in the year in terms of RWAs for the Credit
Risk and Counterparty advanced measurement approach:
TABLE 31: EU CR8 - RWA flow statements of credit risk exposures under the IRB
approach
Million Euros

Of particular note in the evolution of credit risk-weighted assets measured using internal
models in 2018 were:
The update to some of the model's parameters. In this regard, the PD parameter
was re-estimated in the BBVA SA Corporates portfolio (introducing three additional
years of defaults in the historical series), reducing RWAs by EUR 2.16 billion.



In addition, a more restrictive downturn LGD was used for the Large Corporates
portfolio at BBVA Bancomer, resulting in an increase of approximately EUR 1.20
billion in RWAs. By comparison, it improved the model's discriminatory capacity in
the ratings, which reduced RWAs by approximately EUR 470 million.


The deleveraging occurring in the portfolios under the IRB model in Spain, and the
effect of releasing RWAs—which caused the new securitizations that took place in
2018, and an improvement to the bank's risk profile—reduced RWAs by EUR 1.36
billion.



In regard to the exchange rate, it should be noted that exposures in US dollars and
Mexican pesos increased due to the appreciation of these currencies against the
euro.

3.2.5.3.

Comparative analysis of the estimations made

The following charts compare the expected loss adjusted to the cycle calculated according
to the Group's internal estimates for the main portfolios approved by the European Central
Bank, with the effective loss incurred between 2001 and 2018. They also present the
average effective loss between 2001 and 2018 in accordance with the following:


Expected loss: expected regulatory loss calculated with the internal estimates
based on calibrations in force as of 2018, and adapted to the economic cycle, i.e.
the annual average expected loss in an economic cycle.



Observed loss: effective loss calculated as the ratio of gross additions to NPA
over the average observed exposure multiplied by the estimated point in time
severity2.

2

The LGD (PIT) methodology allows for a better measurement of observed losses. For more recent years, given
that the recovery processes have not concluded, the best estimate of final LGD is included.
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Average: effective average loss (2001-2018), which is the average of effective
losses for each year (light blue solid line).

The effective loss is the annual loss incurred. It must be less than the expected loss
adjusted to the cycle in the best years of an economic cycle and greater during years of
crisis.
The comparison has been made for the portfolios of Mortgages, Consumer Finance, Credit
Cards (2004-2018 window) and Autos (retail), and SMEs and Developers (2008-2018
window), all of them in Spain and Portugal. In Mexico, the comparison has been carried out
for the Credit Card portfolio (2006-2018 window), SMEs, and Large Companies (20062018 window). Regarding the categories of Institutions (Public and Financial Institutions)
and Corporates, historical experience shows that there is such a small number of defaulted
exposures (Low Default Portfolios) that it is not statistically significant, and hence the
reason the comparison is not shown.
The charts show that during the years of biggest economic growth, in general the effective
loss was significantly lower than the expected loss adjusted to the cycle calculated using
internal models.
The contrary was the case after the start of the crisis. This is in line with the major
economic slowdown and the financial difficulties of households and companies, above all in
the case of developers and construction companies.
The fact that in some portfolios the average observed loss is greater than the estimated
loss is consistent with the fact that the observed time window may be worse than what
would be expected in a complete economic cycle. In fact, this window has fewer expansive
years than crisis years. This is not representative of a complete economic cycle.
Retail Mortgages:
Starting in 2007, the effective losses are above the expected loss adjusted to the cycle, as
they are losses incurred in years of crisis. The effective losses are in line with that adjusted
to the cycle.
CHART 12: Comparative analysis of expected loss: Retail mortgages
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Consumer finance:
The chart shows that during the years of biggest economic growth the effective loss was
lower than the expected loss adjusted to the cycle. The contrary was the case starting in
2007. This is in line with the major economic slowdown and the financial difficulties of
households. In any case, the comparison between the expected loss adjusted to the cycle
and effective loss shows conservative levels.
CHART 13: Comparative analysis of expected loss: Consumer finance

Credit cards:
As in the case of Mortgages and Consumer Finance, the observed loss is lower than the
Expected Loss adjusted to the cycle calculated using internal models at best periods of the
cycle, and higher during its worst periods.
CHART 14: Comparative analysis of expected loss: Credit cards
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Automobiles:
In the case of the Automobile portfolio, the expected loss adjusted to the cycle continues to
be higher than the average effective losses for the last fifteen years, which suggests the
conservative nature of the estimate.
CHART 15: Comparative analysis of expected loss: Automobiles

SMEs and Developers:
Due to a methodological change in the estimate of LGD, only the expected loss for the
2008-2018 window is shown for the SME and Developer portfolios. It can be seen that
since 2009 the observed losses are much higher than the average expected losses in the
cycle. This is because the major difficulties suffered by companies in the years of crisis,
particularly those in the Construction and Developer businesses. The chart also shows that
the average expected loss of the cycle is below the average observed losses. The reason
is the use of an observation window which is unrepresentative of a complete economic
cycle (the estimate would include comparatively more years of crisis than of economic
growth).

CHART 16: Comparative analysis of expected loss: SMEs and Developers
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Mexico Credit Cards:
In the case of the main Bancomer card portfolio the average Expected Loss of the cycle is
slightly in line with the average of observed losses.
CHART 17: Comparative analysis of expected loss: Mexico Credit Cards

Mexico Corporates:
As with the credit cards portfolio, the Mexico corporates portfolio shows conservative levels
of expected loss adjusted to the cycle if it is compared with the average observed loss.
CHART 18: Comparative analysis of expected loss: Mexico Corporates
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3.2.5.4.

Risk weightings of specialized lending exposures

The solvency regulation stipulates that the consideration of specialized lending companies
is to apply to legal entities with the following characteristics:


The exposure is to an entity created specifically to finance and/or operate physical
assets.



The contractual arrangements give the lender a substantial degree of control over
the assets and income they generate.



The primary source of repayment of the obligation is the income generated by the
assets being financed, rather than the independent capacity of the borrower.

The following table presents the exposures assigned to each one of the risk weightings of
the specialised lending exposures (including counterparty risk) as of December 31, 2018:
TABLE 32: EU CR10 (1) - IRB: Specialised lending
Million Euros

(1) Corresponds to the amount of the exposures net of provisions.
(2) Corresponds to the value of off-balance sheet exposure, regardless of credit conversion factors (CCF), or the effect of the
Credit Risk Mitigation (CRM) techniques.
(3) Corresponds to exposure value after CRM and CCF.
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Million Euros

(1) Corresponds to the amount of the exposures net of provisions.
(2) Corresponds to the value of off-balance sheet exposure, regardless of credit conversion factors (CCF), or the effect of the
Credit Risk Mitigation (CRM) techniques.
(3) Corresponds to exposure value after CRM and CCF.
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3.2.5.5.

Equity exposures by calculation method

The following table presents equity exposures by internal, PD/LGD and simple method (in
this case, broken down by risk weighting) methods as of December 31, 2018 and
December 31, 2017.
TABLE 33: EU CR10 (2) - IRB: Equity
Million Euros

(1) Corresponds to the amount of the exposures net of provisions.
(2) Corresponds to the value of off-balance sheet exposure, regardless of credit conversion factors (CCF), or the effect of the
Credit Risk Mitigation (CRM) techniques.
(3) Corresponds to exposure value after CRM and CCF.
Million Euros

(1) Corresponds to the amount of the exposures net of provisions.
(2) Corresponds to the value of off-balance sheet exposure, regardless of credit conversion factors (CCF), or the effect of the
Credit Risk Mitigation (CRM) techniques.
(3) Corresponds to exposure value after CRM and CCF.

In addition, section 3.4 shows detailed information on structural equity risk.

3.2.6.

Information on counterparty risk

Counterparty exposure involves that part of the original exposure corresponding to
derivative instruments, repurchase and resale transactions, securities lending transactions
and deferred settlement transactions.

3.2.6.1.

Policies for managing counterparty risk

3.2.6.1.1.

Methodology: allocation of internal capital and limits to exposures subject to
counterparty risk

The Group has an economic model for calculating internal capital through exposure to
counterparty risk in treasury operations. This model has been implemented in the Risk unit
systems in Market areas. It is used to estimate the credit exposures for each of the
counterparties for which the entity operates.
The generation of exposures is undertaken in a manner that is consistent with those used
for the monitoring and control of credit risk limits. The time horizon is divided up into
intervals, and the market risk factors (interest rates, exchange rates, etc.) underlying the
instruments that determine their valuation are simulated for each interval.
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The exposures are generated from 500 different scenarios using the Monte Carlo method
for risk factors (subject to counterparty risk) and applying the corresponding mitigating
factors by counterparty (i.e. applying collateral and/or netting arrangements as applicable).
The correlations, loss given defaults, internal ratings and associated probabilities of default
are consistent with the Group’s economic model for general credit risk.
The capital by counterparty is then calculated using the exposure profile and taking into
account the analytical formula adopted by Basel. This figure is modified by an adjustment
factor for the possible maturity subsequent to one year of the operations in a similar vein to
the general approach adopted by Basel for the treatment of credit risk.
Counterparty limits are specified within the financial programs authorized for each
subsidiary within the line item of treasury limits. It stipulates both the limit and the maximum
maturity for the transaction.
The businesses that generate counterparty risk are subject to risk limits that control both
bilateral risk and risk with CCPs. When setting these limits for each business area and
segment, and to ensure their correct application, the corresponding capital consumption
and revenue generated by this operation are taken into account.
There is also a risk committee that analyses individually the most significant transactions to
assess (among other aspects) the relationship between profitability and risk.
The consumption of transactions within the limits is measured in terms of mark-to-market
valuation plus the potential risk with Monte Carlo Simulation methodology (95% confidence
level) and bearing in mind possible mitigating factors (such as netting, break clauses and
collateral contracts).
Management of consumption by lines in the Markets area is carried out through a
corporate platform that enables online monitoring of the limits and availabilities established
for the different counterparties and customers. This control is completed by independent
units of the business area to guarantee proper segregation of functions.

3.2.6.1.2.

Policies for ensuring the effectiveness of collateral and establishing the value
adjustments for impairment to cover this risk

The Group negotiates agreements with its customers to mitigate counterparty risk within
the legal frameworks applicable in each of the countries where it operates. These
agreements regulate the exchange of guarantees as a mechanism to reduce exposure
derived from transactions that generate counterparty risk.
The assets covered by these agreements include cash, as well as financial assets with a
high asset quality. In addition, the agreements with customers include mechanisms that
allow the immediate replacement of the collateral if its quality is impaired (for example, a
reduction in the market value or adverse changes in the asset rating).
Mitigation by netting transactions and by collateral only reduces the consumption of limits
and capital if there is a positive opinion on their immediate effectiveness in case of the
counterparty's default or insolvency.
The MENTOR tool has been specifically designed to store and process the collateral
contracts concluded with counterparties. This application enables the existence of
collateral to be taken into account at the transaction level (useful for controlling and
monitoring the status of specific operations) as well as at the counterparty level.
Furthermore, said tool feeds the applications responsible for estimating counterparty risk
by providing all the necessary parameters for considering the impact of mitigation in the
portfolio due to the agreements signed.
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Likewise, there is also an application that reconciles and adjusts the positions serving the
Collateral and Risks units.
In order to guarantee the effectiveness of collateral contracts, the Group carries out a daily
monitoring of the market values of the operations governed by such contracts and of the
deposits made by the counterparties. Once the amount of the collateral to be delivered or
received is obtained, the collateral demand (margin call), or the demand received, is
carried out at the intervals established in the contract, usually daily.
If significant variations arise from the process of reconciliation between the counterparties,
after reconciliation in economic terms, they are reported by the Collateral unit to the Risks
unit for subsequent analysis and monitoring. Within the control process, the Collateral unit
issues a daily report on the guarantees which includes a description by counterparty of the
exposure and collateral, making special reference to those guarantee deficits at or beyond
the set warning levels.
Financial assets and liabilities may be the object of netting, in other words presentation for
a net amount in the balance sheet, only when the Group's entities comply with the
provisions of IAS 32 - Paragraph 42, and thus have the legally obliged right to offset the
amounts recognized, and the intention to settle the net amount or to divest the asset and
pay the liability at the same time.
In addition, the Group has assets and liabilities on the balance sheet that are not netted
and for which there are master netting agreements, but for which there is neither the
intention nor the right to settle. The most common types of events that trigger netting of
reciprocal obligations include the bankruptcy of the credit institution in question, swiftly
accumulating indebtedness, default, restructuring or the winding up of the entity.
In the current market context, derivatives are arranged under a variety of framework
contracts, with the most general being those developed by the International Swaps and
Derivatives Association (ISDA), and for the Spanish market the Framework Agreement for
Financial Transactions (FAFT). Practically all portfolio derivative operations have been
concluded under these master contracts, including in them the netting clauses referred to
in the above point as Master Netting Agreements, considerably reducing the credit
exposure in these instruments. In addition, in the contracts concluded with professional
counterparties, annexes are included with collateral agreements called Credit Support
Annexes (CSA), thus minimizing exposure to a possible counterparty insolvency.
At the same time, the Group has a high volume of assets bought and sold under
repurchase agreements traded through clearing houses that use mechanisms to reduce
counterparty risk, as well as through various master contracts in bilateral operations, the
most common being the Global Master Repurchase Agreement (GMRA), which is
published by the International Capital Market Association (ICMA). This tends to have
clauses added relating to the exchange of collateral within the main body of the master
contract itself.

3.2.6.1.3.

Policies on the risk of adverse effects due to correlations

Derivatives contracts may give rise to potential adverse correlation effects between the
exposure to the counterparty and its credit quality (wrong-way-exposures).
The Group has specific policies for treating these kinds of exposures, which establish:





How to identify transactions subject to adverse correlation risk.
A specific admission procedure transaction by transaction.
Measurements appropriate to the risk profile with adverse correlation.
Control and monitoring of the transaction.
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3.2.6.1.4.

Impact of collateral in the event of a downgrade in credit quality

In derivatives transactions, as a general policy the Group does not subscribe collateral
contracts that involve an increase in the amount to be deposited in the event of the Group
being downgraded.
The general criteria applied to date with banking counterparties is to establish a zero
threshold within collateral contracts, irrespective of the mutual rating; provision will be
made as collateral of any difference that arises through mark-to-market valuation.
During 2018, in addition, with the entry into force of the regulatory requirements for the
exchange of margins for derivatives not offset in clearing house, all signed collateral
annexes are adequate to the characteristics required by the regulation, including the
establishment of a zero threshold.

3.2.6.2.

Amounts of counterparty risk

The original exposure for the counterparty risk of derivatives, according to Chapter 6 of the
CRR, can be calculated using the following methods: original risk, mark-to-market
valuation, standardized and internal models.
The Group calculates the value of exposure to risk through the mark-to-market method,
obtained as the aggregate of the positive mark-to-market value after contractual netting
agreements plus the potential future risk of each transaction or instrument.
Below is a breakdown of the amount in terms of original exposure, EAD and RWAs:

TABLE 34: Positions subject to counterparty credit risk in terms of OE, EAD and
RWAs
Million Euros
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Million Euros

From the amounts shown in the table above, those referring to the counterparty risk in the
trading book are shown below:
TABLE 35: Amounts of counterparty risk in the trading book
Million Euros

The Group currently has a totally residual amount of capital requirements for trading-book
activity liquidation risk.
The following table presents the amounts in million euros involved in the counterparty risk
of derivatives as of December 31, 2018 and December 31, 2017:
TABLE 36: EU CCR5-A - Impact of netting and collateral held on exposure values (1)
Million Euros

(1) SFTs include both relative amount of recognized financial instruments and collaterals that are not netted on balance sheet but
reduce credit risk.
Collaterals of derivatives correspond only to those that mitigate for capital purpose.
(2) Positive mark to market of derivatives is included.
(3) Includes solely the amount of reverse repo transactions.
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Million Euros

(1) SFTs include both relative amount of recognized financial instruments and collaterals that are not netted on balance sheet but
reduce credit risk.
Collaterals of derivatives correspond only to those that mitigate for capital purpose.
(2) Positive mark to market of derivatives is included.
(3) Includes solely the amount of reverse repo transactions

Below, there is a complete overview of the methods used to calculate the regulatory
requirements for counterparty credit risk and the main parameters of each method
(excluding requirements for CVA and exposures offset through a CCP, which are shown in
tables CCR2 and CCR8, respectively).
TABLE 37: EU CCR1 - Analysis of counterparty credit risk exposure by approach
Million Euros

3.2.6.2.1.

Counterparty risk by standardized approach

The following table presents a breakdown of exposure to counterparty credit risk (following
mitigation and CCF techniques) calculated using the standardized method, by exposure
class and risk weighting:
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TABLE 38: EU CCR3 - Standardized approach: counterparty credit risk exposures by regulatory portfolio and risk
Million Euros

(1) Of which: Unrated refers to exposures for which no credit rating from a designated ECAIs is available
Million Euros

(1) Of which: Unrated refers to exposures for which no credit rating from a designated ECAIs is available
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3.2.6.2.2.

Counterparty risk by advanced measurement approach

The following table presents the relevant parameters used to calculate the capital
requirements for counterparty credit risk in the IRB models as of December 31, 2018:
TABLE 39: EU CCR4 - IRB approach: counterparty credit risk exposure by portfolio
and PD scale
Million Euros

(1) PD intervals recommended by EBA guidelines on Pilar III disclosure requirements (Eighth Part of CRR).
(2) Corresponds to PD by EAD-weighted debtor category.
(3) Corresponds to LGD by EAD-weighted debtor category.
(4) Corresponds to the EAD-weighted debtor expiration in days.
(5) Exposures under the FIRB method correspond to Specialised Lending, for which the Group has opted for the method of
supervisory slotting criteria, in line with article 153.5 of CRR.
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Million Euros

(1) PD intervals recommended by EBA guidelines on Pilar III disclosure requirements (Eighth Part of CRR).
(2) Corresponds to PD by EAD-weighted debtor category.
(3) Corresponds to LGD by EAD-weighted debtor category.
(4) Corresponds to the EAD-weighted debtor expiration in days.
(5) Exposures under the FIRB method correspond to Specialised Lending, for which the Group has opted for the method of
supervisory slotting criteria, in line with article 153.5 of CRR.

3.2.6.2.3.

Composition of collateral for counterparty risk exposures

A table with a breakdown of all the types of collateral contributed or received by the Group
to strengthen or reduce exposure to counterparty credit risk related to derivate transactions
and securities financing transactions as of December 31, 2018 and December 31, 2017 is
presented below:
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TABLE 40: EU CCR5-B - Composition of collateral for exposures to counterparty
credit risk (1)
Million Euros

(1) Credit risk mitigation techniques are considered eligible according to title II, chapter 4, section 2 of CRR
(2) Refers to collateral that is held in a bankruptcy-remote manner.
(3) Refers to collateral that is not held in a bankruptcy-remote manner.
Million Euros

(1) Credit risk mitigation techniques are considered eligible according to title II, chapter 4, section 2 of CRR
(2) Refers to collateral that is held in a bankruptcy-remote manner.
(3) Refers to collateral that is not held in a bankruptcy-remote manner.

3.2.6.2.4.

Credit derivative transactions

The table below shows the amounts corresponding to transactions with credit derivatives,
broken down into purchased and sold derivatives:
TABLE 41: EU CCR6 - Credit derivatives exposures
Million Euros

Million Euros

As of year-end 2018 and 2017, the Group did not use credit derivatives in brokerage
activities as collateral.
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3.2.6.3.

CVA charge requirements

The surcharge for CVA in Capital refers to the additional surcharge in capital on account of
the unexpected CVA adjustment loss, for which there are two approaches:


Standardised Approach (Art. 384 CRR): application of a standard regulatory formula.
The formula applied is an analytical approximation to the calculating of the CVA VaR
by supposing that the counterparty spreads depend on a single systematic risk factor
and on its own idiosyncratic factor, both variables distributed by independent normal
distributions, assuming a 99% confidence level.



Advanced Approach (Art 383 CRR): based on the market risk VaR approach, which
requires a calculation of the “CVA VaR”, assuming the same confidence level (99%)
and time horizon (10 days), as well as a stressed scenario. As of December 31, 2018
and December 31, 2017, the Group has no surcharge for CVA calculated under the
advanced approach.

Procedures for calculating the valuation of adjustments and reserves
Credit valuation adjustments (CVA) and debit valuations adjustments (DVA) are
incorporated into derivative valuations of both assets and liabilities, to reflect the impact on
fair value of the counterparty credit risk and own credit risk, respectively. (See Note 8 of the
Group's Consolidated Financial Statements for more information).
The amounts in million euros involved in the adjustments by credit risk as of December 31,
2018 and December 31, 2017 are below:

TABLE 42: CCR2 - Credit valuation adjustment (CVA) capital charge
Million Euros

Million Euros

The variations in terms of RWAs during the period are below:
TABLE 43: Variations in terms of RWAs of CVA
Million Euros

As of December 2018, CVA's risk-weighted assets remain stable compared to December
2017.
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3.2.6.4.

Exposures to central counterparty entities

The following table presents a complete overview of the exposures to central counterparty
entities by type of exposure (arising from transactions, margins, contributions to the
guarantee fund) and their corresponding capital requirements:
TABLE 44: CCR8 - Exposures to central counterparty clearing houses
Million Euros

3.2.7.

Information on securitisations

3.2.7.1.

General characteristics of securitisations

3.2.7.1.1.

Purpose of securitisation

The Group’s current policy on securitisation considers a program of recurrent issuance,
with a deliberate diversification of securitised assets that adjusts their volume to the Bank’s
capital requirements and to market conditions.
This program is complemented by all the other finance and equity instruments, thereby
diversifying the need to resort to wholesale markets.
The definition of the strategy and the execution of the operations, as with all other
wholesale finance and capital management, are supervised by the Assets & Liabilities
Committee, with the pertinent internal authorisations obtained directly from the Board of
Directors or from the Executive Committee.
The main aim of securitisation is to serve as an instrument for the efficient management of
the balance sheet, above all as a source of liquidity at an efficient cost, obtaining liquid
assets through eligible collateral, as a complement to other financial instruments. In
addition, there is another objectives associated with the use of securitisation instruments,
such as freeing up of regulatory capital by transferring risks of a third party portfolio, as well
as, freeing of potential excess over the expected loss, provided it is allowed by the volume
of the first-loss tranche and risk transfer.
The main risks inherent to securitisation operations are detailed below.
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1.

Default risk

Consists in the obligor not paying at the due date and in the correct way the contractual
obligations assumed (for example, potential non-payment of instalments).
In the particular case of securitisations, the entities provide information to investors on the
situation of the securitised loan portfolio. In this respect, it is worth noting that transactions
transferred to the Securitisation Fund do not include defaults, or at most, if there is one, in
no case do they exceed 30 days of non-payment, demonstrating the high quality of
transactions that are securitised. The rating agencies take this element closely into account
when analysing the credit risk of transactions.
BBVA monitors the changes in these indicators with the aim of establishing specific action
plans in the different products, in order to correct any deviations that are leading to
deterioration in credit quality.
Monthly information is available on all these indicators to monitor them, in some cases
daily. It includes flows of additions, recoveries, irregular investment and the non-performing
loan ratio. The information is obtained through different applications and reports prepared
in the Risks area.
BBVA's philosophy of recovery for unpaid loans consists of defining an operating system
that allows a speedy and efficient correction of the irregular situation. It is based on a highly
personalised management, with a key role being played by the Recovery Manager and his
close and ongoing relationship with the debtor.
The main guarantee is always the mortgage on the asset that is the object of acquisition
and finance, or on the primary residence. In addition, there are frequent personal
guarantees issued by the holders of the loan or the guarantors, which reinforce the
repayment of the debt and quality of the risk. The rights to collection before insurance
companies are also subrogated in favour of the Bank in cases where there is damage to
the mortgaged building due to fire or other duly stipulated causes.
2.

Early repayment risk

This derives from the potential total or partial prepayment by the obligor of the amounts
corresponding to the securitised loans, which could imply that the maturity of the
securitisation bonds calculated at the time of the issue is shorter than the maturity of the
loans transferred to the Fund.
This risk is basically manifested due to the variations of market interest rates, but despite
its importance it is not the only determining factor; to this have to be added other more
personal elements, such as inheritance, divorce, change of residence, etc.
In the specific case of our securitisations, this risk is very limited, as the maturity date of the
securitisation bond issue is set according to the maturity of the last loan of the portfolio
used.
3.

Liquidity risk

At times it is noted that a possible limited liquidity of the markets in which the bonds are
traded could constitute a risk derived from the securitisation processes.
Although it is true that an entity may not undertake to contract in the secondary market one
of the bonds issued by the Securitisation Fund, and thus provide liquidity to the funds, the
securitisation process itself consists of converting illiquid assets that form part of the Bank's
balance sheet into liquid assets in the form of securitisation bonds, which give the
possibility for trading and transferring them in a regulated market. This would not be the
case if they were not subject to the securitisation process.
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In addition, understanding liquidity risk as the possible time mismatch between the
maturities of the collections generated by the loans and the payments the bonds originate,
BBVA has not so far made any securitisation issues in which there is a divergence
between collections and payments. The entities that have programs for commercial paper
issuance, in which this risk is typically present, mitigate it with the use of liquidity lines that
are included in the structure of the Fund.

3.2.7.1.2.

Functions performed by the securitisation process and degree of involvement

The Group’s degree of involvement in its securitisation funds is not usually restricted to the
mere role of assignor and administrator of the securitised portfolio.
CHART 19: Functions carried out in the securitisation process and degree of
involvement of the Group

As seen in the above chart, the Group has usually taken additional roles such as:


Payment Agent.



Provider of the treasury account.



Provider of the subordinated loan and of the loan for start-up costs, with the former
being the one that finances the first-loss tranche, and the latter financing the fund’s
fixed expenditure.



Administrative agent of the securitised portfolio

The Group has not assumed the role of sponsor of securitisations originated by third-party
institutions.
It is worth noting that the Group has maintained a consistent line in the generation of
securitisation operations since the credit crunch, which began in July 2007.
In addition, the Group has performed three Synthetic Securitisations to date, introducing
this new operation as an additional source of regulatory capital release.
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3.2.7.1.3.

Methods used for the calculation of risk-weighted exposures in its
securitisation activity

The methods used to calculate risk-weighted exposures in securitisations are:


The standard securitisation method: when this method is used for securitised
exposures, in full or in a predominant manner if it involves a mixed portfolio.



The IRB securitisation approach: when internal models are used for securitised
exposures, in full or in a predominant manner. Within the alternatives of the IRB
approach, the model based on external rating is used.

3.2.7.2.

Accounting treatment of traditional securitisation

3.2.7.2.1.

Criteria for removing or maintaining assets subject to securitisation on the
balance sheet

The accounting procedure for the transfer of financial assets depends on the manner in
which the risks and benefits associated with securitised assets are transferred to third
parties.
Financial assets are only removed from the consolidated balance sheet when the cash
flows they generate have dried up or when their implicit risks and benefits have been
substantially transferred out to third parties.
The Group is considered to substantially transfer the risks and benefits when these
account for the majority of the overall risks and benefits of the securitised assets.
When the risks and benefits of transferred assets are substantially conveyed to third
parties, the financial asset transferred is deregistered from the consolidated balance sheet,
and any right or obligation retained or created as a result of the transfer is simultaneously
recognised.
In many situations, it is clear whether the entity has substantially transferred all the risks
and benefits associated with the transfer of an asset or not. However, when it is not
sufficiently clear if the transfer took place or not, the entity evaluates its exposure before
and after the transfer by comparing the variation in the amounts and the calendar of the net
cash flows of the transferred asset. Therefore, if the exposure to the variation in the current
value of the net cash flows of the financial asset does not significantly change as a result of
the transfer, it is understood that the entity has not substantially transferred all the risks and
benefits associated with the ownership of the asset.
When the risks and/or benefits associated with the financial asset transferred are
substantially retained, the asset transferred is not deregistered from the consolidated
balance sheet and continues to be valued according to the same criteria applied prior to
the transfer.
In the specific case of securitisation funds to which Group institutions transfer their loanbooks, existing contractual rights other than voting rights are to be considered with a view
to analysing their possible consolidation. It is also necessary to consider the design and
purpose of each fund, as well as the following factors (among others):


Evidence of the practical ability to direct the relevant activities of the funds
according to the specific needs of the business (including the decisions that may
arise in particular circumstances only).
126



Possible existence of special relations with the funds.



The Group's implicit or explicit commitments to back the funds.



Whether the Group has the capacity to use its power over the funds to influence
the amount of the returns to which it is exposed.

Thus, there are cases where the Group is highly exposed to the existing variable returns
and retains decision-making powers over the institution, either directly or through an agent.
In these cases, the securitisation funds are consolidated with the Group.

3.2.7.2.2.

Criteria for the recognition of earnings in the event of the removal of assets
from the balance sheet

In order for the Group to recognize the result generated on the sale of financial
instruments, the sale has to involve the corresponding removal from the accounts, which
requires the fulfilment of the requirements governing the substantial transfer of risks and
benefits as described in the preceding point.
The result will be reflected on the income statement, being calculated as the difference
between the book value and the net value received including any new additional assets
obtained minus any liabilities assumed.
When the amount of the financial asset transferred matches the total amount of the original
financial asset, the new financial assets, financial liabilities and liabilities for the provision of
services, as appropriate, that are generated as a result of the transfer will be recorded
according to their fair value.

3.2.7.2.3.

Key hypothesis for valuing risks and benefits retained on securitised assets

The Group considers that a substantial withholding is made of the risks and benefits of
securitisations when the subordinated bonds of issues are kept and/or it grants
subordinated finance to the securitisation funds that mean substantially retaining the credit
losses expected from the loans transferred.

3.2.7.3.

Risk transfer in securitisation activities

A securitisation fulfils the criterion of significant and effective transfer of risk, and therefore
falls within the solvency framework of the securitisations, when it meets the conditions laid
down in Articles 244.2 and 243.2 of the CRR.

3.2.7.4.

Accounting treatment of synthetic securitisation

Unlike traditional securitisations, synthetic securitisations are treated either as financial
guarantees or as credit derivatives. Both instruments protect the holder against credit risk.
In the particular case of the synthetic securitisations performed by the Group to date, both
of these meet the requirements of the accounting regulations for their recognition as
collateral. These contracts require the issuer to make specific payments to reimburse the
holder for any losses incurred when a specific debtor breaches its payment obligation, in
accordance with the conditions of a debt instrument, either original or amended.
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In this regard, it should be noted that there are three characteristics that are evaluated to
determine whether a contract should be considered a financial guarantee; a) reference
obligation is a debt instrument, b) the holder is compensated for a loss incurred and c) the
holder is not compensated for an amount greater than the loss incurred.
The consideration as a financial guarantee entails accrual of the commission paid for it
during the term of it.

3.2.7.5.

Securitisation exposure in the investment portfolio and financial instruments
held for trading

The table below shows the amounts in terms of EAD of investment and trading book by
type of exposure:
TABLE 45: SEC1 - Securitisation exposure in the investment portfolio
Million Euros

Million Euros

As of December 31, 2018 and December 31, 2017, the Group has no securitisation
exposure in the held for trading portfolio.

3.2.7.6.

Investment securitisations

The table below shows the amounts in terms of EAD and RWAs of investment
securitisation positions by type of exposure, tranches and weighting ranges corresponding
to the securitisations and their corresponding capital requirements as of December 31,
2018 and December 31, 2017.
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TABLE 46: SEC4 - Securitisation exposure in the banking portfolio and associated
regulatory capital requirements (bank that acts as investor)
Million Euros

Million Euros

3.2.7.7.

Originated securitisations

3.2.7.7.1.

Rating agencies used

The external credit assessment institutions (ECAI) that have been involved in the Group's
issues that fulfil the criteria of risk transfer and fall within the securitisations solvency
framework are, generally, Fitch, Moody’s, S&P and DBRS. The types of securitisation
exposure for which each agency is used are, with no differentiation between the different
agencies, all the asset types that tend to be used as residential mortgage loans, loans to
SMEs and small companies, consumer finance and autos and leasing.
In all the SSPEs, the agencies have assessed the risk of the entire issuance structure:


Awarding ratings to all bond tranches.



Establishing the volume of the credit enhancement.



Establishing the necessary triggers (early termination of the restitution period, prorata amortisation of AAA classes, pro-rata amortisation of series subordinated to
AAA and amortisation of the reserve fund, amongst others).

In each and every one of the issues, in addition to the initial rating, the agencies carry out
regular quarterly monitoring.

3.2.7.7.2.

Positions on originated securitisations

The table below shows the amounts in terms of EAD and RWAs of investment
securitisation positions originated by type of exposure, tranches and weighting ranges
corresponding to the securitisations and their corresponding capital requirements as of
December 31, 2018 and December 31, 2017.
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TABLE 47: SEC3 - Securitisation exposure in the banking portfolio and associated
regulatory capital requirements (bank that acts as originator or sponsor)
Million Euros

(1) As of December 31st, 2018, securitisation exposures with a RW of 1250% are calculated under the IRB RBA method.
Million Euros

(1) As of December 31st, 2017, securitisation exposures with a RW of 1250% are calculated under the IRB RBA method.

The Group carried out three securitisations in 2018, including a traditional one in June, a
portfolio of self-employed consumer finance for EUR 0.80 billion and two synthetic ones in
March and December, amounting to EUR 1.95 billion and EUR 1 billion, respectively (in
terms of exposure), in relation to which the European Investment Fund (EIF) granted a
financial guarantee on the mezzanine tranche. These operations played a role in the riskweighted asset release of EUR 0.97 million (+0.89 billion of assets weighted by
securitisation risk net of -1.86 billion due to a reduction in consumption of the underlying
loans).

3.2.7.7.3.

Breakdown of securitised balances by type of asset

The table below shows the outstanding exposure, impaired and past due exposures and
impairment losses registered during the period, related to underlying assets of originated
securitisations in which the risk transfer criteria are met, broken down by asset type as at
31 December 2018 and 31 December 2017.
TABLE 48. Breakdown of securitized balances by type of asset
Million Euros

(1) Includes the total amount of non-performing exposures
Million Euros

(1) Includes the total amount of non-performing exposures
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BBVA structured all operations initiated since 2006 (not including the operations of the
merged companies, Unnim and Catalunya Banc).
The following is the outstanding balance corresponding to the underlying assets of
securitisations initiated by the Group, in which the risk transfer criteria are not met and
which, therefore, do not fall within the solvency framework for securitisations, but rather for
which the Capital calculation of the exposures is carried out as if it had not been
securitised:
TABLE 49. Outstanding balance corresponding to the underlying assets of the
Group’s originated Securitisations, in which risk transfer criteria are not fulfilled
Million Euros

3.2.8.

Risk protection and reduction policies. Supervision strategies and processes

In most cases, maximum exposure to credit risk is reduced by collateral, credit
enhancements and other actions, which mitigate the Group’s exposure. The BBVA Group
applies a credit risk hedging and mitigation policy derived from an approach to the banking
business focused on relationship banking.
The existence of guarantees could be a necessary but not sufficient instrument for
accepting risks, as the assumption of risks by the Group requires the verification of the
debtor's capacity for repayment, or that the debtor can generate sufficient resources to
allow the amortization of the risk incurred under the agreed terms.
The policy of accepting risks is therefore, organized into two different levels in BBVA
Group:


Analysis of the financial risk of the operation, based on the debtor’s capacity for
repayment or generation of funds.



When applicable, analysis of the guarantees to determine its capacity to mitigate
the risk and the constitution of adequate guarantees to mitigate the risks, in any of
the generally accepted forms: monetary, secured, personal or hedge guarantees.

This is carried out through a prudent risk policy that consists in the analysis of the financial
risk, based on the capacity of reimbursement or generation of resources of the borrower,
the analysis of the guarantee assessing, among others, the efficiency, the robustness and
the risk, the adequacy of the guarantee with the operation and other aspects such as the
location, currency, concentration or the existence of limitations. Additionally, the necessary
tasks for the constitution of guarantees must be carried out - in any of the generally
accepted forms (collaterals, personal guarantees and financial hedge instruments) appropriate to the risk assumed.
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The procedures for the management and valuation of collateral are set out in the Credit
Risk Management Policies Retail and Wholesale, which establish the basic principles for
credit risk management, including the management of collateral arranged in transactions
with customers. The criteria for the systematic, standardized and effective treatment of
collateral in credit transaction procedures in BBVA Group’s wholesale and retail banking
are included in the Specific Collateral Rules.
The methods used to value the collateral are in line with the best market practices and
imply the use of appraisal of real-estate collateral, the market price in market securities, the
trading price of shares in mutual funds, etc. All collateral assigned must be properly drawn
up and entered in the corresponding register in the official formats and legal organizations.
The following is a description of the main types of collateral for each financial instrument
class:


Financial assets held for trading: the guarantees or credit enhancements obtained
directly from the issuer or counterparty are implicit in the clauses of the instrument
(mainly personal guarantees).



Derivatives and hedge accounting derivatives: in derivatives, credit risk is
minimized through contractual netting agreements, where positive- and negativevalue derivatives with the same counterparty are offset for their net balance. There
may likewise be other kinds of guarantees, depending on the counterparty’s
solvency and the nature of the transaction (mainly collaterals).



Financial assets designated at fair value through profit or loss and available-forsale financial assets: guarantees or credit enhancements obtained directly from the
issuer or counterparty are inherent in the structure of the instrument (mainly
personal guarantees).



Loans and receivables:
o

Loans and advances to credit institutions: these usually only have the
counterparty’s personal guarantee.

o

Loans and advances to customers: most of these operations are backed
by personal guarantees extended by the counterparty. There may also be
collateral to secure loans and advances to customers (such as mortgages,
cash guarantees, pledged securities and other collateral), or to obtain
other credit enhancements (bonds, hedging, etc.).

o

Debt securities: guarantees or credit enhancements obtained directly from
the issuer or counterparty are inherent in the structure of the instrument.



Financial guarantees, other contingent risks and drawable by third parties: these
have the counterparty’s personal guarantee.

3.2.9.

Information on credit risk mitigation techniques

3.2.9.1.

Hedging based on netting operations on and off the balance sheet

Within the limits established by the rules on netting in each one of its operating countries,
the Group negotiates with its customers the assignment of the derivatives business to
master agreements (e.g., ISDA or CMOF) that include the netting of off-balance-sheet
transactions.
The clauses of each agreement determine in each case the transactions subject to netting.
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The mitigation of counterparty risk exposure stemming from the use of mitigation
techniques (netting plus the use of collateral agreements) leads to a reduction in overall
exposure (current market value plus potential risk).
As pointed out above, financial assets and liabilities may be the object of netting, in other
words, presentation for a net amount on the balance sheet, only when the Group's entities
comply with the provisions of IAS 32 - Paragraph 42, and thus, have the legal right to offset
the amounts recognized, and the intention to settle the net amount or to divest the asset
and pay the liability at the same time.

3.2.9.2.

Hedging based on collateral

3.2.9.2.1.

Management and valuation policies and procedures

The procedures for management and valuation of collateral are included in the Collateral
Rules, or in the Policies for Retail and Wholesale Credit Risk.
These Policies lay down the basic principles of credit-risk management, which includes the
management of the collateral assigned in transactions with customers.
Accordingly, the risk management model jointly values the existence of a suitable cash flow
generation by the obligor that enables them to service the debt, together with the existence
of suitable and sufficient guarantees that ensure the recovery of the credit when the
obligor’s circumstances render them unable to meet their obligations.
The valuation of the collateral is governed by prudential principles and thoroughness,
carried out with the necessary information to determine it and prudential extreme in the use
of appraisal valuation, assessments of independent experts, market price for shares,
quoted value of shares in a mutual fund, etc.
The milestones, under which the valuations of the collaterals must be updated, in
accordance with local regulation, are established under these prudential principles.
With respect to the entities that carry out the valuation of the collateral, principles are in
place in accordance with local regulations that govern their level of relationship and
dependence with the Group and some associated control processes. These valuations will
be updated by statistical methods, indices or appraisals of goods, inquiries to internal or
external sources, etc., which shall be carried out under the generally accepted standards in
each market and in accordance with local regulations.
All collateral assigned must be recorded in the associated contracts, properly instrumented
and recorded in the corresponding official register under the applicable formats.

3.2.9.2.2.

Types of collaterals

As collateral for the purpose of calculating equity, the Group uses the coverage established
in the solvency regulations. The following are the main collaterals available in the Group:


Mortgage collateral: the collateral is the property upon which the loan is arranged.



Financial collateral: their object is any one of the following financial assets, as per
articles 197 and 198 of the solvency regulation.
o

Cash deposits, deposit certificates or similar securities.

o

Debt securities issued for the different categories.
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o


Shares or convertible bonds.

Other property and rights used as collateral: the following property and rights are
considered acceptable as collateral as per article 200 of the solvency regulation.
o

Cash deposits, deposit certificates or similar instruments held in third-party
institutions other than the lending credit institution, when these are pledged
in favour of the latter.

o

Life insurance policies pledged in favour of the lending credit institution.

o

Debt securities issued by other institutions provided that these securities
are to be repurchased at a pre-set price by the issuing institutions at the
request of the holder of the securities.

The value of the exposure hedged with financial collateral and other collateral calculated
using the standardized and advanced approaches, and the counterparty risk, is as follows:
TABLE 50: Exposure covered with financial guarantees and other collateral
calculated using the standardized and advanced approaches
Million Euros

3.2.9.3.

Hedging based on personal guarantees

According to the solvency regulations, unfunded credit protection consists of personal
guarantees, including those arising from credit insurance, that have been granted by the
providers of coverage defined in articles 201 and 202 of the solvency regulation.
In the category of Retail exposure under the advanced measurement approach,
guarantees impact on the PD and do not reduce the amount of the credit risk in EAD.
The total value of the exposure covered with personal guarantees is as follows (including
counterparty risk):

134

TABLE 51: Exposure covered by personal guarantees. Standardized and advanced
approach
Million Euros

An overview of the level of use of each of the credit risk mitigation techniques employed by
the Group as of December 31, 2018 is presented below:
TABLE 52: EU CR3 - Credit risk mitigation techniques overview

(1)

Million Euros

(1) Includes reverse repo transactions and excludes securitization exposures.

Million Euros

(1) Includes reverse repo transactions and excludes securitization exposures.

3.2.9.4.

Risk concentration

BBVA has established the measurement, monitoring and reporting criteria for the analysis
of large credit exposures that could represent a risk of concentration, with the aim of
guaranteeing their alignment with the risk appetite defined in the Group.
In particular, measurement and monitoring criteria are established for large exposures at
the level of individual concentrations, concentrations of retail portfolios and wholesale
sectors.
A quarterly measurement and monitoring process has been established for reviewing the
risks of concentration.
The main measures to prevent risk concentration in BBVA are:


At both BBVA Group level and the subsidiaries belonging to the banking group,
there are details affecting the customers (groups) that present the biggest
exposure (greater than 10% of fully-loaded CET1; in the subsidiaries the figure of
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the banks' own funds is used). If a customer presents a level of concentration that
exceeds the thresholds, the maintenance of this exposure must be justified every
year in writing, or the measures to reduce the exposure be explained (for example,
cancellation of risks).


As an additional support to management, the level of portfolio concentration is
calculated using the Herfindahl index. The level of concentration at Group level is
"very low".



The measures for reducing credit risk do not have a significant impact on the level
of BBVA Group's major exposure, and they are used solely as a mechanism for
mitigating intra-group risk (standby letters of credit issued by BBVA in favour of the
banking Group's subsidiaries).



The typical sector concentration is based on the grouping of risks according to the
economic activity carried out. BBVA uses a classification that groups activities into
15 sectors. All of them are at BBVA Group level, under the acceptable thresholds.



In retail portfolios, the analysis is carried out at sub-portfolio level (mortgages and
non-mortgage retail). Both are under the acceptable thresholds at BBVA Group
level.

3.2.10. RWA density by geographical area
A summary of the average weighting percentages by exposure category existing in the
main geographical areas in which the Group operates is shown below for credit risk and
counterparty exposure, for the purpose of obtaining an overview of the Group's risk profile
in terms of RWAs.
TABLE 53: Breakdown of RWA density by geographical area and approach
Million Euros

(1) Does not include equity exposures.
(2) Calculated as RWAs/EAD.
(3) In Spain, Central Governments or Central Banks exposures includes deferred tax assets net of deferred tax liabilities.
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Million Euros

(1) Does not include equity exposures.
(2) Calculated as RWAs/EAD.
(3) In Spain, Central Governments or Central Banks exposures includes deferred tax assets net of deferred tax liabilities.
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3.3.

Market risk

3.3.1.

Scope and nature of the market risk measurement and reporting systems

Market risk originates in the possibility that there may be losses in the value of positions
held due to movements in the market variables that affect the valuation of financial
products and assets in trading activity.
The main risks generated may be classified into the following groups:


Interest-rate risk: they arise as a result of exposure to the movement in the
different interest-rate curves on which there is trading. Although the typical
products generating sensitivity to movements in interest rates are money market
products (deposits, futures on interest rates, call money swaps, etc.) and the
traditional interest-rate derivatives (swaps, interest-rate options such as caps,
floors, swaptions, etc.), practically all the financial products have some exposure to
movements in interest rates due to the effect of the financial discount in valuing
them.



Equity Risk: arises as a result of movements in the price of shares. This risk is
generated in spot positions in shares or any derivative products whose underlying
asset is a share or an equity index. Dividend risk is a sub-risk of equity risk, as an
input of any equity option. Its variability may affect the valuation of positions and
thus it is a factor that generates risk on the books.



Exchange-rate risk: it occurs due to a movement in the exchange rates of the
currencies in which the position is held. As in the case of equity risk, this risk is
generated in the spot foreign-currency positions, as well as any derivative product
whose underlying is an exchange rate.
In addition, the quanto effect (transactions where the underlying and the nominal of
the transaction are denominated in different currencies) means that in certain
transactions where the underlying is not a currency an exchange-rate risk is
generated that has to be measured and monitored.



Credit spread risk: credit spread is an indicator of an issuer's credit quality. The
spread risk takes place due to variations in the levels of spread in corporate or
government issuers and affects both bond and credit derivative positions.



Volatility risk: this occurs as a result of variations in the levels of implied volatility in
the price of different market instruments in which derivatives are traded. This risk,
unlike the others, is exclusively a component of derivative transactions and is
defined as a risk of first-order convexity that is generated in all the possible
underlying transactions where there are products with an optionality that require a
volatility input for their valuation.

The metrics developed to control and monitor market risk in BBVA Group are aligned with
best practices in the market and are implemented consistently across all the local market
risk units.
Measurement procedures are established in terms of the possible impact of negative
market conditions on the trading book of the Group's Global Markets units, both under
ordinary circumstances and in situations of heightened risk factors.
The standard metric used to measure market risk is Value at Risk (VaR), which indicates
the maximum losses that may be incurred in the portfolios at a given confidence level
(99%) and time horizon (one day).
Chapter 3.3.4 explains in more detail the risk measurement models used in BBVA Group,
focused on internal models approved by the supervisor for BBVA S.A. and BBVA
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Bancomer for the purpose of calculating the capital for positions in the trading book. For
the rest of the geographic areas (South America and Compass), the calculation of capital
for the risk positions in the trading book is carried out using the standard model.
Analysis of the Group's RWA structure demonstrates that 4% corresponds to Market Risk
(including the foreign-exchange risk).

3.3.2.

Differences in the trading book for the purposes of applying the solvency
regulations and accounting criteria

According to the solvency regulation, the trading book shall be made up of all the positions
in financial instruments and commodities that the credit institution holds for the purpose of
trading or that act as hedging for other elements in this book.
With respect to this portfolio, the rule also refers to the need to establish clearly defined
policies and procedures.
For this purpose, regulatory trading book activities defined by BBVA Group include the
positions managed by the Group’s Trading units, for which market risk limits are set and
then monitored daily. Moreover, they comply with the other requirements defined in the
solvency regulations.
The definition of the accounting negotiation portfolio is included in Note 2.2.1. of the
Group's Consolidated Annual Accounts.

3.3.3.

Standardised approach

RWAs weighted for market risk under the standardised approach (excluding exchange-rate
risk) account for 25% of the total of market risk weighted assets.
The amounts in terms of RWAs and capital requirements by market risk calculated under
the standardized approach as of December 31, 2018 and December 31, 2017 are
presented below:
TABLE 54: EU MR1- Market risk under the standardised approach
Million Euros
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Million Euros

3.3.4.
3.3.4.1.

Internal models
Scope of application

For the purposes of calculating capital as approved by the supervisor, the scope of
application of the internal market risk model extends to BBVA S.A. and BBVA Bancomer
Trading Floors.
As explained in Note 7.4 of the Group's Consolidated Financial Statements, most of the
items on the Group's consolidated balance sheet subject to market risk are positions
whose principal metric used to measure their market risk is VaR.
This Note specifies the accounting headings of the consolidated balance sheets as of
December 31, 2018 and as of December 31, 2017 in the geographic areas with an Internal
Model where there is market risk in the trading activity subject to this measurement.

3.3.4.2.

Characteristics of the models used

The measurement procedures are established in terms of the possible impact of negative
market conditions, both under ordinary circumstances and in situations of tension, on the
trading book of the Group's Global Markets units.
The standard metric used to measure market risk is Value at Risk (VaR), which indicates
the maximum losses that may be incurred in the portfolios at a given confidence level
(99%) and time horizon (one day).
This statistic is widely used in the market and has the advantage of summarizing in a single
metric the risks inherent in trading activity, taking into account the relations between all of
them, and providing the forecast of the losses that the trading book might incur as a result
of price variations in equity markets, interest rates, exchange rates and credit. In addition,
for certain positions, other risks also need to be considered, such as credit spread risk,
basis risk, volatility and correlation risk.
With respect to the risk measurement models used in BBVA Group, the supervisor has
authorised the use of the internal model for the calculation of capital for the risk positions in
the trading book of BBVA, S.A. and BBVA Bancomer which, together, account for around
62% of the market risk of the Group's trading book.
BBVA users a single model to calculate the regulatory requirements by risk, taking into
account the correlation between the assets and thus recognizing the diversifying effect of
the portfolios. The model used estimates the VaR in accordance with the "historical
simulation" methodology, which involves estimating the losses and gains that would have
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been incurred in the current portfolio if the changing market conditions that occurred over a
given period of time were repeated. Based on this information, it infers the maximum
foreseeable loss in the current portfolio with a given level of confidence.
Absolute and relative returns are used in simulating the potential variation of the risk
factors, depending on the type of risk factor. Relative returns are used in the case of equity
and foreign currency; while absolute returns are used in the case of spreads and interest
rates.
The decision on the type of return to apply is made according to the risk factor metric
subject to variation. The relative return is used in the case of price risk factors, while for
interest-rate risk factors it is absolute returns.
The model has the advantage of accurately reflecting the historical distribution of the
market variables and of not requiring any specific distribution assumption. The historical
period used in this model is two years.
VaR figures are estimated following two methodologies:


VaR without smoothing, which awards equal weight to the daily information for the
previous two years. This is currently the official methodology for measuring market
risks for the purpose of monitoring compliance with risk limits.



VaR with smoothing, which weighs more recent market information more heavily.
This model adjusts the historical information of each market variable to reflect the
differences between historical volatility and current volatility. This metric is
supplementary to the one above.

VaR with smoothing adapts itself more swiftly to the changes in financial market conditions,
whereas VaR without smoothing is, in general, a more stable metric that will tend to exceed
VaR with smoothing when the markets show less volatile trends, but be lower when they
present upturns in uncertainty.
Furthermore, and following the guidelines established by Spanish and European
regulators, BBVA incorporates additional VaR metrics to fulfil the regulatory requirements
issued by the supervisor for the purpose of calculating capital for the trading book.
Specifically, the new measures incorporated in the Group since December 2011 (which
follow the guidelines set out by Basel 2.5) are as follows:


VaR: in regulatory terms, the charge for VaR Stress is added to the charge for VaR
and the sum of both (VaR and VaR Stress) is calculated. This quantifies the losses
associated with movements in the risk factors inherent in market operations
(interest rate, FX, RV, credit, etc.).
Both VaR and VaR Stress are rescaled by a regulatory multiplier set at three and
by the square root of ten to calculate the capital charge.



Specific Risk: Incremental Risk Capital (IRC). Quantification of non-performing risk
and downgrade risk in the rating of some positions held in the portfolio, such as
bonds and credit derivatives. The specific risk capital IRC is a charge exclusively
for those geographical areas with an approved internal model (BBVA S.A. and
Bancomer).
The capital charge is determined based on the associated losses (at 99.9% over a
time horizon of 1 year under the assumption of constant risk) resulting from the
rating migration and/or default of the asset's issuer. Also included is the price risk
in sovereign positions for the indicated items.
The calculation methodology is based on the Monte Carlo simulation of the impact
of defaults and rating transitions on the portfolio of positions subject to incremental
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risk capital. The model defining the transition and default process of a counterparty
is based on the changes in a counterparty's credit quality. Under a Merton onefactor model, which underlies the Basel or Creditmetrics model, this credit quality
will correspond to the value of the issuer's assets, depending on a systemic factor
that is common to all the issuers, and an idiosyncratic factor specific to each.
All that is needed to simulate the rating transition and default process of the issuers
is to simulate the systemic factor and idiosyncratic component. Once the
underlying variable is available, the final rating can be obtained. The simulation of
the individual credit quality of the issuers allows the losses by systemic risk and
idiosyncratic risk to be obtained.
Transition matrixes
The transition matrix used for calculation is estimated based on the external
information of the rating transitions provided by the rating agencies. Specifically,
the information provided by the Standard & Poor’s agency is used.
The appropriateness of using information on external transitions is justified by:


The internal ratings for the Sovereign, Emerging Sovereign Country (ESC),
Financial Institution (FI) and Corporate segments (which constitute the
core positions subject to incremental risk capital) are aligned with the
external ratings. By way of example, the internal rating system for financial
institutions is based on an algorithm that uses external ratings.



The rating agencies provide sufficient historical information to cover a
complete economic cycle (rating transition information is available dating
back to year 1981) and obtain a long-term transition matrix in the same
way as the calculation of the regulatory capital for credit risk in the banking
book long-term probabilities of default are required.

This historical depth is not available for the internal rating systems.
Although external data are used for determining the transitions between ratings, to
establish the default, probabilities are used assigned by the BBVA master scale,
which ensures consistency with the probabilities used for the calculations of capital
in the Banking Book.
The transition matrix is recalibrated every year, based on information on transitions
provided by Standard & Poor's. A procedure has been defined to readjust the
transitions in accordance with the probability of default assigned by the master
scale.
Liquidity horizons
The calculation of incremental risk capital used by BBVA explicitly includes the use
of positions with a hypothesis of a constant level of risk and liquidity horizons of
less than one year.
The establishment of liquidity horizons follows the guidelines/criteria established by
Basel in its guidelines for computing capital for incremental risk.
First, a criterion of management capacity for positions has been used for positions
through liquid instruments that can hedge their inherent risks. The main instrument
for hedging the price risk for rating transitions and defaults is the Credit Default
Swap (CDS). The existence of this hedging instrument serves as a justification for
considering a short liquidity horizon.
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However, in addition to considering the existence of a liquid CDS, a distinction has
to be made according to the issuer's rating (this factor is also mentioned in the
aforementioned guidelines). Specifically, between investment grade issuers or
those with a rating equal to or above BBB-, and issuers below this limit.
According to these criteria, the issuers are mapped to standard liquidity horizons of
3, 6 or 12 months.
Correlation
The calculation methodology is based on a single-factor model, in which there is
one factor common to all the counterparties. The coefficient of the model is
determined by the correlation curves established by Basel for companies, financial
institutions and sovereigns based on the probability of default.
The use of the Basel correlation curve ensures consistency with the calculation of
regulatory capital under the IRB approach for the positions on the banking book.


Specific Risk: Securitizations and Correlation Portfolios. Capital charge for the
securitizations and the correlation portfolio for potential losses associated with the
rating level of a given credit structure (rating). Both are calculated using the
standardized approach. The perimeter of the correlation portfolios is referred to
First-to-default (FTD) type market operations and/or market CDO tranches, and
only for positions with an active market and hedging capacity.

Validity tests are performed periodically on the risk measurement models used by the
Group. They estimate the maximum loss that could have been incurred in the positions
assessed with a given level of probability (backtesting), as well as measurements of the
impact of extreme market events on the risk positions held (stress testing).
Backtesting is performed at the trading desk level as an additional control measure in order
to carry out a more specific monitoring of the validity of the measurement models.
The current structure for managing market risk includes monitoring market risk limits, which
consists of a system of limits based on Value at Risk (VaR), economic capital (based on
VaR measurements) and VaR sub-limits, as well as stop-loss limits for each of the Group's
business units. The global limits are approved by the Executive Committee on an annual
basis, once they have been analysed by the GRMC and the Risk Committee. This limits
structure is developed by identifying specific risks by type, trading activity and trading desk.
The market risk unit maintains consistency between the limits. The control structure in
place is supplemented by limits on loss and a system of alert signals to anticipate the
effects of adverse situations in terms of risk and/or result.
The review of the quality of the inputs used by the evaluation processes is based on
checking the data against other sources of information accepted as standard. These
checks detect errors in the historical series such as repetitions, data outside the range,
missing data, etc. As well as these periodic checks of the historical data loaded, the daily
data that feed these series are subject to a data quality process to guarantee their integrity.
The choice of proxies is based on the correlation detected between the performance of the
factor to be entered and the proxy factor. A Simple Linear Regression model is used,
selecting the proxy that best represents the determination coefficient (R 2) within the whole
period for which the performance of both series is available. Next, the performance of the
factor on the necessary dates is reconstructed, using the beta parameter estimated in the
simple linear regression.
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3.3.4.2.1.

Methodology and valuation and description of the independent price
verification process

The fair value is the price that would be received for selling an asset or paid for transferring
a liability in an orderly transaction between market participants. It is therefore a marketbased measurement, and not specific to each entity.
The fair value is reached without making any deduction in transaction costs that might be
incurred due to sale or disposal by other means.
The process of determining fair value established in the Group ensures that assets and
liabilities are valued correctly. At level of geographic areas, BBVA has established a
structure of New Product Committees responsible for validating and approving new
products or classes of assets and liabilities before their contracting. The committee
members are the local areas, independent of the business, who are responsible for their
valuation (see Note 7 of the Group's Consolidated Annual Report).
These areas are responsible for ensuring as a prior step to approval that the technical and
human capacities are in place, and that sufficient sources of information are available to
value the assets and liabilities, in accordance with the criteria established by the Global
Valuation Area and using models validated and approved by the Risk Analytics Area, which
answers to Global Risk Management.
In addition, for assets and liabilities in which significant elements of uncertainty are
detected in the inputs or parameters of the models used, which may affect their valuation,
criteria are established to measure this uncertainty and limits are set on activity based on
them. Finally, valuations obtained in this way are, as far as possible, checked against other
sources, such as the valuations obtained by the business teams or other market
participants.
In the initial entry, the best evidence of fair value is the list price on an active market. When
these prices are not available, recent transactions on the same instrument will be consulted
or the valuation will be made using mathematical measurement models that are sufficiently
tried and trusted by the international financial community. In subsequent valuations, fair
value will be obtained by one of the following methods:


Level 1: measurement using observable quoted prices for the financial instrument
in question, referring to market assets (as defined by the Group's internal policies),
secured from independent sources.



Level 2: measurement that applies techniques whose significant variables are
observable market data.



Level 3: measurement that applies techniques that use significant variables not
obtained from market observable data. Model selection and validation was
undertaken by control areas outside the market units.

Not all the financial assets and liabilities are accounted at fair value; when it is not possible
to reliably estimate a capital instrument’s fair value, it will be valued at its cost.
In addition, for all instruments measured at a fair value, the Group calculates Prudent
Valuation Adjustments, (PVAs). The table below shows a breakdown of elements for the
calculation of PVA.
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TABLE 55. Prudent Valuation Adjustments (1)
Million Euros

(1) Template based on Technical Regulation EBA/RTS/2014/06, breaking down the composition of the Prudent Valuation
Adjustments which is aligned with BCBS PV1 Template

3.3.4.2.2.

Market risk in 2018

During 2018, the average VaR was 21 million euros, lower than in 2017, with a peak during
the year of 26 million euros on March 16.
The following values (maximum, minimum, average and at year end within the statement
period) are given based on the different model types used for calculating the capital
requirement:
TABLE 56: EU MR3 - IMA values for trading portfolios
Million Euros

(1) Data as of second semester 2018
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Millions euros

(1) Data as of second semester 2017

VaR without smoothing by risk factor for the Group is below:

CHART 20: Trading Book. VaR without smoothing

TABLE 57: Trading Book. VaR without smoothing by risk factors
Million Euros

(1) The diversification effect is the difference between the sum of the risk factors measured individually and the total VaR figure
that reflects the implicit correlation between all the variables and scenarios used in the measurement.

By type of market risk assumed by the Group's trading portfolio, the main risk factor in the
Group continues to be that linked to interest rates, with a weight of 55% of the total at the
end of 2018 (this figure includes the spread risk), increasing the relative weight compared
to the close of 2017 (48%). On the other hand, the foreign exchange risk represents 14%,
maintaining the same proportion with respect to December 2017 (14%), while equity risk
146

and volatility and correlation risk decreased, with a weight of 31% at the end of 2018 (vs.
38% at the end of 2017).
In accordance with article 455 e) of the CRR, corresponding to the breakdown of
information on internal market risk models, the elements comprising the shareholders'
equity requirements referred to in articles 364 and 365 of the CRR are presented below.
TABLE 58: EU MR2-A - Market risk under the internal model approach (IMA)
Million Euros

Million Euros
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Below are the main changes in the market RWAs, calculated using the method based on
internal models:
TABLE 59: EU MR2-B - RWA flow statement of market risk exposure under the IMA
Million Euros

Slight decrease in Market Risk Regulatory Capital in BBVA Group (-4% vs dec'17) with
decrease in BBVA S.A. offset by increase in BBVA Bancomer S.A.:


Decrease in Market Risk Regulatory Capital in BBVA S.A. (-18% vs dec'17) mainly
driven by the drop in VaR and Stress VaR Capital, because of the reduction in
equity and credit position.



Increase in Market Risk Regulatory Capital in BBVA Bancomer S.A. (+17.5% vs
dec'17) mainly in Stress VaR Capital, due to the increase in fixed income positions.

3.3.4.2.3.

Stress testing

All the tasks associated with stress, methodologies, scenarios of market variables or
reports are undertaken in coordination with the Group’s Risk Areas.
Several different stress-test exercises are performed on BBVA Group's trading portfolios.
Both local and global historical scenarios are used, which replicate the behaviour of a past
extreme event, for example, the collapse of Lehman Brothers or the "Tequila crisis". These
stress exercises are supplemented with simulated scenarios which aim to generate
scenarios that have a significant impact on the different portfolios, but without being
restricted to a specific historical scenario.
Lastly, for certain portfolios or positions, fixed stress test exercises are also prepared that
have a significant impact on the market variables that affect those positions.
Historical scenarios
The baseline historical stress scenario in BBVA Group is that of Lehman Brothers, whose
sudden collapse in September 2008 had a significant impact on the behaviour of financial
markets at a global level. The following are the most relevant effects of this historical
scenario:
1)

Credit shock: reflected mainly in the increase in credit spreads and downgrades of
credit ratings.

2)

Increased volatility in most financial markets (giving rise to much variation in the
prices of the different assets (currencies, equity, debt)) .

3)

Liquidity shock in the financial systems, reflected in major fluctuations in interbank
curves, particularly in the shortest sections of the euro and dollar curves.
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TABLE 60: Trading Book. Impact on earnings in Lehman scenario
Million Euros

Simulated scenarios
Unlike the historical scenarios, which are fixed and, thus, do not adapt to the composition
of portfolio risks at any given time, the scenario used to perform the economic stress
exercises is based on the resampling method. This methodology uses dynamic scenarios
that are recalculated regularly according to the main risks held in the trading portfolios. A
simulation exercise is carried out in a data window that is sufficiently extensive to include
different periods of stress (data are taken from January 1, 2008 until today), using a
resampling of the historical observations. This generates a distribution of losses and gains
that allows an analysis of the most extreme events occurring within the selected historical
window.
The advantage of this methodology is that the stress period is not pre-established, but
rather a function of the portfolio held at any given time; and the large number of simulations
(10,000) means that the expected shortfall analysis can include richer information than that
available in scenarios included in the VaR calculation.
The main characteristics of this methodology are the following:
a)

The simulations generated respect the data correlation structure.

b)

It provides flexibility in terms of including new risk factors.

c)

It enables a great deal of variability to be introduced (which is desirable for
considering extreme events)

The impact of the stress tests by simulated scenarios (Stress VaR 95% at 20 days,
Expected Shortfall 95% at 20 days and Stress VaR 99% at 1 day) is shown below.
TABLE 61: Trading Book. Stress resampling

Million Euros
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3.3.4.2.4.

Backtesting

Introduction
The ex-post or Backtesting validation is based on the comparison of the periodic results of
the portfolio with the market risk measures from the established measurement system. The
validity of a VaR model is particularly dependent on whether the empirical reality of the
results does not enter into direct contradiction with what is expected in the model. If the
observed results were sufficiently adjusted to that predicted by the model, it would be rated
as good, and if the discrepancy was notable, revisions would be required in order to correct
possible errors or modifications and to improve quality.
In order to determine whether the results have been sufficiently adjusted to the risk
measurements, it is necessary to establish objective criteria, which are specified in a series
of validation tests performed with a given methodology. In establishing the most
appropriate methodology, the criteria recommended by Basel have been largely followed
as they are considered appropriate.
Validation test
In the comparison between results and risk measurements, a key element of interest is the
confidence that the losses do not exceed the VaR risk measurements made more than a
number of times determined by the level of confidence adopted in the model. The
validation test presented below, which focuses on contrasting this aspect, emphasises on
rejecting that the risk measurement model is underestimating the risk that is actually being
borne.
For the establishment of a hypothesis test, we start from the observed results and try to
infer whether there is enough evidence to reject the model (the null hypothesis that the
trust of the model is established is not met).
In cases where the model functions properly, the VaR measurement indicates that a
portfolio value variation in a given time horizon will not exceed the value obtained in a
percentage of times determined by the level of confidence. In other words, the probability
of having a loss that is higher than the VaR measurement –what we will call an exception–
will be 1%, and the probability that the exception will not occur will be 99%.

GREEN Zone: model acceptance
zone

YELLOW zone: ambiguous zone

RED zone: model rejection zone

It is characterised as being an area where there is a high probability of
accepting an appropriate model and a low probability of accepting an
inappropriate model It is defined by the set for which the cumulative
probability being true the null hypothesis is less than 95%. It covers a
number between zero and four exceptions.
Possible results for both an appropriate and an inappropriate model. It
begins from when the cumulative probability being true the null hypothesis
is greater or equal to 95% (it must be less than 99.99%). It covers a
number between five and nine exceptions.
High probability that the model is inappropriate and unlikely to reject if
appropriate. It is defined by having the level of significance less than 0.1%
or, in other words, the cumulative probability being true the null hypothesis
is greater than or equal to 99.99%. It corresponds to a number of
exceptions greater or equal than ten.

Having at least a one-year historical series of both results and risk estimates on a daily
basis is advisable to perform this test.
The used criterion perfectly adapts to the supervisory authorities’ priority, which is avoiding
situations where excessive risks for which the entity is not prepared would jeopardise its
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survival. However, the use of risk measurements as a tool for managing positions entails a
concern that the risk measurements are adjusted to the real risk from both sides: there is
concern not only that the risk is being underestimated, but also that it may be
overestimating.
At the close of December 31, 2018, the model is in the green zone of acceptance of the
model.
Backtesting results
Regulatory backtesting is comprised of two types: Hypothetical Backtesting and Actual
Backtesting:


Hypothetical Backtesting is defined as the contrast of the Hypothetical P&L on the
estimated VaR, the day before the performance of said result. Actual Backtesting is
defined as the contrast with the Actual P&L on the same estimated VaR, the day
before the performance of said result.



Actual Backtesting was implemented and entered into force on January 1, 2013, as
a result of the transposition in the national legal order through the CBE 4/2011 of
November 30, of the CRD III that introduces Basel 2.5 in the European Union. The
results that are used for the construction of both types of Backtesting are based on
the actual results of the management tools.

According to Article 369 of the CRB of the ECB, the P&L used in Backtesting should have
a sufficient level of granularity in order to be shown at the “top-of-house” level,
differentiating between Hypothetical and Actual P&L. In addition to the above, the historical
Backtesting series will include a minimum of one year.
Actual P&L
The Actual P&L contains the complete management results, including the intraday
operation and the daily and non-daily valuation adjustments, discounting the results of the
franchises and commissions of each day of each table.
The valuation functions and the parameters of the valuation models used in the calculation
of the Actual P&L are the same as those used in the calculation of the Economic P&L.
At the close of December 31, 2018, the actual negative P&L of May/29/2018 exceeded the
VaR within the last 250 top-of-house level observations in BBVA S.A., thus presenting an
Exception in the BBVA S.A Actual Backtesting.
At the close of December 31, 2018, the actual negative P&L of Oct/04/2018 exceeded the
VaR within the last 250 observations at the top-of-house level at BANCOMER, thus
presenting an Exception in the Actual BANCOMER Backtesting.
Hypothetical P&L
The Hypothetical P&L contains the management results without the P&L of the daily
activity, namely, excluding intraday operations, premiums, and commissions. The data is
provided by the management systems and are broken down by table, in adherence with
the Volcker Rule on table distribution.
The valuation functions and the parameters assigned to the valuation models used in the
calculation of the Hypothetical P&L are the same as those used in the calculation of the
Actual P & L.
The P&L figures used in both Backtesting types exclude Credit Valuation Adjustments
(CVA), Debt Valuation Adjustments (DVA) and Additional Valuation Adjustments (AVA). As
well as any change in value resulting from migrations from rating to default, except those
151

reflected in prices by the market itself, since the changes in value due to migration from
rating to default are included in the Counterparty Credit Risk metrics.
At the close of December 31, 2018, the Hypothetical P&L negative of May/29/2018
exceeded the VaR within the last 250 top-of-house level observations in BBVA SA, thereby
presenting an Exception in the BBVA S.A. Hypothetical Backtesting.
At the close of December 31, 2018, the Hypothetical P&L negative of Oct/04/2018
exceeded the VaR within the last 250 observations at the top-of-house level in BBVA
BANCOMER, thus presenting an Exception in the BBVA BANCOMER Hypothetical
Backtesting.
Backtesting perimeter and internal model exceptions
The calculation scope of VaR and P&L (Hypothetical and Actual) is limited to the totality of
the Trading Book portfolios of the Global Markets Internal Model of BBVA SA and BBVA
Bancomer.
All the positions belonging to the Banking Book, the portfolios under the Standard Model
and the trading activity with Hedge Funds (this activity was excluded from the Internal
Model in its original approval) are thus excluded from this scope of application.
It is considered that there is an exception at the Top of House level, where the following
two circumstances are present in the same internal model and date:


The Hypothetical P&L and/or the Actual P&L are negative



With an amount equal to or greater than the maximum between VaR without
smoothing and VaR with smoothing as calculated on the previous day

For the purposes of computing the number of exceptions of the Regulatory Backtesting,
only exceptions will be taken into account within a moving window of 250 consecutive
Business Days at the Top of House level in each respective internal model.
At the close of December 31, 2018, there is an exception in Actual Backtesting and in
Hypothetical Backtesting in the last 250 BBVA S.A. observations.
At the close of December 31, 2018, there is an exception in Actual Backtesting and in
Hypothetical Backtesting in the last 250 BBVA BANCOMER observations.
CHART 21: Trading Book. Validation of the Market Risk Measurement model for
BBVA S.A. Hypothetical backtesting (EU - MR4)
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CHART 22: Trading Book. Validation of the Market Risk Measurement model for
BBVA S.A. Real backtesting (EU - MR4)

CHART 23: Trading Book. Validation of the Market Risk Measurement model for
BBVA Bancomer. Hypothetical backtesting (EU - MR4)

CHART 24: Trading Book. Validation of the Market Risk Measurement model for
BBVA Bancomer. Real backtesting (EU - MR4)
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3.3.4.3.

Characteristics of the risk management system

The Group has a risk management system in place which is appropriate for the volume of
risks managed, complying with the functions set out in the Corporate Policy on Market
Risks in Market Activities.
The risk units must have:


A suitable organization (means, resources and experience) in line with the nature
and complexity of the business.



Segregation of functions and independence in decision-making.



Performance under integrity and good governance principles, driving the best
practices in the industry and complying with the rules, both internal (policies,
procedures) and external (regulation, supervision, guidelines).



The existence of channels for communication with the relevant corporate bodies at
local level according to their corporate governance system, as well as with the
Corporate Area.



All market risks existing in the business units that carry out their activity in markets
must be adequately identified, measured and assessed, and procedures must be
in place for their control and mitigation.



The Global Market Risk Unit (GMRU), as the unit responsible for managing market
risk at Group level, must promote the use of objective and uniform metrics for
measuring the different types of risks.
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3.4.

Structural risk in the equity portfolio

3.4.1.

Scope and nature of the structural risk in the equity portfolio measurement and
reporting systems

The BBVA Group’s exposure to structural risk in the equity portfolio basically results from
the stakes held in industrial and financial companies, with medium/long-term investment
horizons. It includes staked held that the Group consolidates, although their variations in
value have no immediate effect on equity in this case.
This exposure is adjusted to the net positions held in derivatives on those positions as
underlying assets, which are used to modulate portfolio sensitivity to potential price
variations.
The GRM corporate area acts as an independent unit that is responsible for monitoring and
analysing risks, promoting the integration of risk metrics into management and providing
tools that can anticipate potential deviations from targets.
It also monitors the level of compliance with the limits set by the Executive Committee. It
reports on these levels regularly to the Global Risk Management Committee (GRMC), the
Board's Risk Committee and the Executive Committee, particularly in the case of overruns
of the limits set.
The mechanisms of risk control and limitation hinge on the key aspects of exposure,
earnings and economic capital. The structural equity risk management metrics designed by
GRM according to the corporate model contribute to effective risk monitoring by estimating
the sensitivity figures and the capital necessary to cover possible unexpected losses due to
the variations in the value of the companies making up the Group’s equity portfolio, at a
confidence level that corresponds to the institution’s target rating, and taking into account
the liquidity of the positions and the statistical behaviour of the assets under consideration.
To carry out a more in-depth analysis, stress tests and sensitivity analyses are carried out
from time to time against different simulated scenarios, using both past crisis situations and
forecasts by BBVA Research as the base. This checks that the risks are limited and that
the tolerance levels set for the Group are not endangered.
On a quarterly basis, backtesting is carried out on the risk measurement model used.

3.4.2.
3.4.2.1.

Differentiation between portfolios held for sale and those held for strategic
purposes
Portfolios held for sale

The portfolio held for sale is accounted, mainly, in the entry “Financial assets at fair value
through other comprehensive income”. In the case of capital instruments, this portfolio will
include the capital instruments of institutions that are not strategic, which are not classified
as the Group's subsidiaries, associates, or jointly controlled businesses, and that have not
been included in the fair value through profit or loss category.
The financial instruments contained in the available-for-sale financial assets portfolio are
valued at their fair value both in their initial entry and on subsequent valuations.
The changes in value are recorded in equity unless objective evidence exists that the fall in
value is due to asset impairment, in which case the amounts recorded will be written-off
from equity and moved directly to the income statement.
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3.4.2.2.

Portfolios held for strategic purposes

The portfolio held for strategic purposes is included for accounting purposes under the
heading of Investments in joint ventures and associates. An investment in capital
instruments is considered strategic when it has been made with the intent of setting up or
maintaining a long-term operating relationship with the subsidiary, although there is no
significant influence on it, if at least one of the following situations is in place:


Representation on the Board of Directors or equivalent management body in the
subsidiary.



Participation in the policy setting process, including those related to dividends and
other payouts.



The existence of significant transactions between the investing institution and the
subsidiary.



The exchange of senior management staff.



The supply of expert information of an essential nature.

3.4.3.

Book value and exposure of equity investments and capital instruments contained
in above portfolios

The accompanying table shows the book value, exposure and RWAs of held to collect and
sale portfolios and portfolios held for strategic purposes:
TABLE 62: Breakdown of book value, EAD and RWAs of equity investments and
capital instruments

Million Euros

(1) The ‘Other financial assets with changes in P&L’ portfolio has no balance.

The accompanying table shows the types, nature and amounts of the original exposures in
equity investments listed or unlisted on a stock market, with an item differentiating
sufficiently diversified portfolios and other unlisted instruments:
TABLE 63: Exposure in equity investments and capital instruments
Million Euros

(1) Depending on their nature, equity instruments not included in Trading Book Activity will be separated into derivatives and
non-derivatives. The amount shown refers to original exposure, i.e. gross exposure of value corrections through asset impairment
and provisions, before applying risk mitigation techniques.
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3.4.4.

Risk-weighted assets of equity investments and capital instruments

Below is a breakdown of the RWAs by applicable method corresponding to equity
investments and capital instruments as of December 31, 2018 and December 31, 2017:
TABLE 64: Breakdown of RWAs, equity investments and capital instruments by
applicable approach

Million Euros

Described below are the trend and main changes in capital use for the positions subject to
Equity Credit Risk as of December 31, 2018:
TABLE 65: Variation in RWAs for Equity Risk
Million Euros

During 2018, BBVA Group's equity risk-weighted assets have reduced by EUR 1.53 billion
compared to December 2017 (reduction of 9.1%).
This variation can essentially be explained by the reduced exposure in insurance
companies as a result of the distribution of benefits through dividends incurred by these
companies over the course of the year. In this respect, it should be taken into account that
investments in the Group's insurance companies consolidate within the prudential
perimeter using the equity method.
Apart from that, the Group has continued to manage its portfolio of equity holdings with the
sale of its stakes in Merlin Properties Socimi, S.A., Testa Residencial Socimi S.A.U. and
Chilean companies that the Group maintained through BBVA Chile, which, jointly, has
resulted in a reduction of approximately EUR 1.70 billion risk-weighted assets.
In addition, within the framework of the transfer of the Group's real estate business in Spain
to Cerberus Capital Management, L.P., BBVA maintains 20% of the capital of the joint
company Divarian Propiedad S.A., which represents an increase in risk-weighted assets of
approximately EUR 2.20 billion (see section 1.1.4).

3.4.5.

Profit and loss and adjustments for valuation of equity investments and capital
instruments

Below is a breakdown as of December 31, 2018 and December 31, 2017 of the gains and
losses from the sale and settlement of shares and equity instruments, and by type of
portfolio applicable, as well as the valuation adjustments for the latent revaluation of shares
and equity instruments.
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TABLE 66: Realized profit and loss from sales and settlements of equity investments
and capital instruments
Million Euros

TABLE 67: Valuation adjustments for latent revaluation of equity investments and
capital instruments
Million Euros
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3.5.

Structural exchange-rate risk

3.5.1.

Scope and nature of the exchange-rate risk measurement and reporting
systems

In the BBVA Group, structural exchange-rate risk arises mainly from the consolidation of
holdings in subsidiaries with functional currencies other than the euro. Its management is
centralized in order to optimize the joint handling of permanent foreign currency exposures,
taking into account the diversification.
The GRM corporate area acts as an independent unit that is responsible for monitoring and
analysing risks, promoting the integration of risk metrics into management and providing
tools that can anticipate potential deviations from targets.
It also monitors the level of compliance of established risk limits, and reports regularly to
the Global Risk Management Committee (GRMC), the Board of Directors' Risk Committee
and the Executive Committee, particularly in the case of excess or tension in the levels of
risk assumed.
The corporate unit of ALM Global Management (Finance), through ALCO, designs and
executes the hedging strategies with the main purpose of controlling the potential negative
effects of exchange-rate fluctuations on capital ratios, as well as assuring the equivalent
value in euros of the foreign-currency earnings of the Group's subsidiaries, considering the
transactions according to market expectations and their costs.
The risk monitoring metrics included in the system of limits are integrated into management
and supplemented with additional assessment indicators. Within the corporate scope, they
are based on probabilistic metrics that measure the maximum deviation in capital, CET1
(“Common Equity Tier 1”) ratio, and attributed profit. Probabilistic metrics enable an
estimation of the overall impact of the exposure on the various currencies, considering the
broad variability in listed currencies and their correlations.
The suitability of these risk assessment metrics is reviewed on a regular basis through
backtesting exercises. A structural exchange-rate risk control is supplemented with an
analysis of scenarios and stress with a view to proactively identifying possible future
threats to the future compliance of risk appetite levels to enable the adoption, as the case
may be, of the pertinent preventive actions. The scenarios are based on historical and risk
model-simulated situations, and the risk scenarios provided by BBVA Research.
The level of exposure to structural exchange-rate risk in the Group has remained relatively
stable since the close of 2017. The hedging policy aims to maintain the sensitivity of the
capital ratio and the Group's earnings to changes in the exchange rates of emerging
currencies, and is focused mainly on the Mexican peso and Turkish lira. The risk mitigation
level of the capital adequacy ratio by the carrying amount of BBVA Group's holdings in
these currencies has remained at around 70%, and the hedging for management purposes
of emerging-currency earnings in 2018 amounted to 82%, focused on the Mexican peso
and Turkish lira. At the close of the year, the sensitivity of the CET1 ratio to a 1% change in
the euro's exchange rate against each foreign currency is: US dollar: +1.1 bps; Mexican
peso -0.2 bps; Turkish lira -0.2 bps; remaining currencies: -0.2 bps.
FX risk under the standardized model has been reduced by EUR 2.307 billion RWA, mainly
due to the updating of the methodology for calculating capital requirements, once it has
received authorization from the European Central Bank.
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3.6.

Interest-Rate Risk

3.6.1

Scope and nature of the interest-rate risk measurement and reporting systems

The aim of managing balance-sheet interest rate risk is to maintain BBVA Group's
exposure to variations in interest rates at levels in line with its strategy and target risk
profile.
Movements in interest rates lead to changes in a bank’s net interest income and book
value, which constitute a key source of asset and liability interest-rate risk.
The extent of these impacts will depend on the bank's exposure to changes in interest
rates. This exposure is mainly the result of the time difference between the different
maturity and repricing terms of the assets and liabilities on the banking book and the offbalance-sheet positions.
A financial institution’s exposure to adverse changes in market rates is a risk inherent in
the banking business, while at the same time representing an opportunity to generate
value. Therefore, the structural interest rate risk should be managed effectively and have a
reasonable relation both to the bank's capital base and the expected economic result. This
function is handled by the Global ALM unit, within the Financial Management area.
Through the Asset and Liability Committee (ALCO) it aims to guarantee the generation of
recurrent earnings and preserve the entity's solvency.
In pursuance of this, the ALCO develops strategies based on its market expectations,
within the risk profile defined by BBVA Group's management bodies and balance the
expected results and the level of risk assumed.
BBVA has a transfer pricing system, which centralizes the Bank’s interest-rate risk on
ALCO’s books and is designed to facilitate proper balance-sheet risk management.
The corporate GRM area is responsible for controlling and monitoring structural interestrate risk, acting as an independent unit to guarantee that the risk management and control
functions are properly segregated. This policy is in line with the Basel Committee on
Banking Supervision recommendations. It constructs the structural interest-rate risk
measurements used by the Group's management, as well as designing models and
measurement systems and developing monitoring, information and control systems. At the
same time, the Global Risk Management Committee (GRMC) carries out the function of
risk control and analysis reporting to the main governing bodies, such as the Executive
Committee and the Board of Director’s Risk Committee.
BBVA's structural interest-rate risk management procedure has a sophisticated set of
metrics and tools that enable its risk profile to be monitored precisely. The model is based
on a series of deeply analysed assumptions designed to characterize the balance sheet
more accurately. Interest-rate risk measurement includes probabilistic metrics as well as
calculations of the sensitivity to different parallel shifts in the market interest-rate curves.
There is regular measurement of the Entity's banking book income at risk (IaR) and
economic capital, defined as the maximum adverse deviations in net interest income and
economic value, respectively, for a particular confidence level and time horizon.
These deviations are obtained by applying a simulation model of interest-rate curves that
takes into account other sources of risks apart from directional movements, such as
changes in the slope and curvature, and also the diversification between currencies and
business units.
The risk measurement model is supplemented by analysis of specific scenarios and stress
tests. Stress tests have taken on particular importance in recent years. The analysis of
extreme scenarios has been enhanced for this purpose in the event of a possible
breakthrough in both current interest-rate levels and historical correlations and volatility. At
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the same time, the evaluation of scenarios by the Economic Research Department has
been maintained.

3.6.2

Nature of interest rate risk and key hypotheses

The Group’s exposure to variations in market interest rates is one of the main financial
risks linked to the pursuit of its banking operations.
Repricing risk, which stems from the difference between the periods for reviewing interest
rates or the maturity of investment transactions vis-à-vis their financing, constitutes the
basic interest-rate risk to be considered. Nonetheless, other risks such as the exposure to
changes in the slope and shape of interest rate curves, the indexation to different interest
rate curves and the risk of optionality present in certain banking transactions are also taken
into consideration by risk control mechanisms.
The sensitivity measurements of the Group’s net interest income and economic value in
the face of variations in market interest rates are supplemented with forecast and stress
scenarios and risk measurements using curve simulation processes, thereby allowing an
assessment of the impact of changes on the slope, curvature and parallel movements of
varying magnitude.
Especially important in the measurement of structural interest rate risk, which is carried out
every month, is the establishment of hypotheses on the changes and performance of
certain items on the balance sheet, especially those involving products with no explicit or
contractual due date.
The hypotheses that characterize these balance sheet items, which differ from their
contractual conditions, must be understandable for the areas and bodies involved in risk
management and control, and must be duly justified and documented. The modelling of
these assumptions must be conceptually reasonable and consistent with the evidence
based on historical experience.
The most significant of these hypotheses are those established on current and savings
accounts, since they largely condition risk levels given the volume they represent within the
liabilities of the Group’s financial institutions.
A prior step to the study of these liabilities necessarily involves “account segmentation.” To
do so, the balances on the balance sheet are broken down by products, analysed
separately and subsequently grouped according to their common features, especially with
regard to the type of customer and the criteria on the remuneration of each account,
independently of the accounting standards on grouping.
A first stage involves analysing the relationship between the trends in market interest rates
and the interest rates of those accounts with no contractual due date. This relationship is
established by the models which allow a determination of what the percentage impact of
the variations in market interest rates is on the account’s remuneration and with what delay
it occurs, for each type of account and customer and according to the interest-rate levels.
Subsequently, an analysis is made of the changes over time of the balances in each
category in order to establish their overall trend against the seasonal variations in the
balance. It is assumed that these seasonal variations mature in the very short term,
whereas the trend in the balance is assigned a long-term maturity. This prevents
oscillations in the level of risks caused by momentary variations in balances, thus favouring
the stability of balance-sheet management. This breakdown of amounts is made by the
regressions that best adjust historical changes to the balance over time.
Group companies have opted for different procedures to determine the maturity of
transactional liabilities, taking into account the varying nature of markets and the availability
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of historical data. In the corporate model, a descriptive analysis of the data is used to
calculate the average contractual period of the accounts and the conditioned probability of
maturity for the life cycle of the product. A theoretical distribution of maturities of the trend
balance is then estimated for each of the products, based on the average life of the stock
and the conditioned probability.
A further aspect to be considered in the model’s hypotheses is the analysis of the
prepayments (implicit optionality) associated with certain positions, especially with the loanbook, mortgage portfolios and customer deposits. Changes in market interest rates,
together with other variables, may create incentives for the Bank’s customers to cancel
loans or deposits early, thus modifying the future behaviour of the balances on the balance
sheet with respect to forecasts, in accordance with the contractual calendar of maturities.
The analysis of historical information relating to prepayments, and to other variables such
as interest rates, allows an estimate of future repayments and their behaviour linked to
these variables.
The approval and updating of structural interest risk behaviour models are subject to
corporate governance under the scope of GRM-Analytics. Along these lines, they must be
properly inventoried and catalogued, and comply with the requirements for their
development, updating and management of the changes included in the internal
procedures. Likewise, they are subject to the corresponding internal validations based on
their relevance and the established monitoring requirements.

3.6.3

Variations in interest rates

The following tables present the average levels of interest-rate risk in terms of the
sensitivity of net interest income and economic value for the Group’s main financial
institutions in 2018.
TABLE 68: Variations in interest rates. Impact on net interest income and economic
value

(1) Percentage of the projected "1 year" interest margin of each unit.
(2) Percentage of Core Capital per unit.
(3) In Europe, it is considered that rate will move further downward to levels more negative than the current ones.

The BBVA Group's balance sheet hold a positive and moderate exposure to rise in interest
rates caused primarily by the euro and USD balance sheets. However, in Europe, the
decline in rates is still bounded as a result of interest rate levels very close or even below
zero, thus preventing the occurrence of extremely adverse scenarios.
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3.7 Liquidity Risk
3.7.1

Liquidity and Funding Strategy and Planning

BBVA Group is a multinational financial institution whose business is focused mainly on
retail and commercial banking activities. In addition to the retail business model, which
forms the core of its business, the Group engages in corporate and investment banking,
through the global CIB (Corporate & Investment Banking) division.
Liquidity and Funding planning is drawn up as part of the strategic processes for the
Group's budgetary and business planning, to ensure recurring growth of the banking
business with suitable maturities and costs over a wide and diverse range of instruments.
The Group's Funding and Liquidity strategy is based on the following pillars:


The principle of the funding self-sufficiency of its subsidiaries, meaning that each of
the Liquidity Management Units (LMUs) must cover its funding needs
independently on the markets where it operates. This avoids possible contagion
due to a crisis affecting one or more of the Group's LMUs.



Stable customer deposits as the main source of funding in all the LMUs, in
accordance with the Group's business model.



Diversification of the sources of wholesale funding, in terms of maturity, market,
instruments, counterparties and currencies, with recurring access to the markets.



Compliance with regulatory requirements, ensuring the availability of ample
liquidity buffers, as well as sufficient instruments as required by regulations with the
capacity to absorb losses.



Compliance with the internal Liquidity Risk and Funding metrics, while adhering to
the Risk Appetite level established for each LMU at any time.

Liquidity and funding risk management aims to ensure that in the short term a bank does
not have any difficulties in meeting its payment commitments in due time and form, and
that it does not have to make use of funding under burdensome terms, or conditions that
deteriorate its image or reputation.
In the medium term the aim is to ensure that the Group’s financing structure is ideal and
that it is moving in the right direction with respect to the economic situation, the markets
and regulatory changes.
This management of structural and liquidity funding is based on the principle of financial
self-sufficiency of the entities that make it up. This approach helps prevent and limit
liquidity risk by reducing the Group’s vulnerability during periods of high risk. This
decentralized management prevents possible contagion from a crisis affecting only one or
a few Group entities, which must act independently to meet their liquidity requirements in
the markets where they operate.
As one aspect of this strategy, BBVA Group is organized into eleven LMUs composed of
the parent and the banking subsidiaries in each geographical area, plus their dependent
branches.
In addition, the policy for managing liquidity and funding risk is also based on the model's
robustness and on the planning and integration of risk management into the budgeting
process of each LMU, according to the appetite for funding risk it decides to assume in its
business.
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3.7.2

Governance and monitoring

The responsibility for Liquidity and Funding management in normal business activity lies
with the Finance area as a first line of defense in managing the risks inherent to this
activity, in accordance with the principles established by the European Banking Authority
EBA and in line with the most demanding standards, policies, procedures and controls in
the framework established by the governing bodies. The Finance department, through the
Balance-Sheet Management area, plans and executes the funding of the structural longterm gap of each LMU and proposes to the Assets and Liabilities Committee (ALCO) the
actions to be taken on this matter, in accordance with the policies and limits established by
the Executive Committee (EC).
The corporate Global Risk Management (GRM) area is as a second line of defense
responsible for ensuring that liquidity and funding risk in the Group is managed according
to the strategy approved by the Board of Directors. It is also responsible for identifying,
measuring, monitoring and controlling this risk, reporting to the proper governing bodies,
and providing the Group's vision from the risk perspective.
To carry out this work adequately, the risk function in the Group has been set up as a
single, global function that is independent of the management areas. This guarantees the
separation of functions between the Liquidity and Funding Risk management area
(Balance-Sheet Management) and the area that measures and controls risk (GRMStructural Risks).
In addition, the Group has an Internal Risk Control unit that conducts an independent
review of Liquidity and Funding Risk control and management, independently of the
functions performed in this area by Internal Audit.
As a third line of defense in the Group's internal control model, Internal Audit is in charge of
reviewing specific controls and processes in accordance with an annual work plan.
Finance & Accounting (A&S), in its regulatory liquidity reporting function, coordinates the
processes necessary to meet any requirements that may be generated at corporate and
regulatory level, with the areas responsible for this reporting in each LMU, thereby ensuring
the integrity of the information supplied.
As the core management element, the Group's liquidity and funding risk objectives are
determined through the Liquidity Coverage Ratio (LCR) and through the Loan-to-Stable
Customer Deposits (LtSCD) ratio.
The LCR ratio is a regulatory metric that aims to guarantee the resilience of entities in a
scenario of liquidity tension within a time horizon of 30 days. Within its risk appetite
framework and system of limits and alerts, BBVA has established a required LCR
compliance level for the entire Group and for each individual LMU. The required internal
levels aim to comply efficiently and sufficiently in advance with the implementation of the
2018 regulatory requirement at a level above 100%.
The LtSCD ratio measures the relationship between net lending and stable customer
funds. The aim is to preserve a stable funding structure in the medium term for each LMU
making up BBVA Group, taking into account that maintaining an adequate volume of stable
customer funds is key to achieving a sound liquidity profile. These stable resources in each
LMU are calculated by analysing the performance of the balances in the different customer
segments identified as eligible to provide stability to the funding structure; prioritizing
customer loyalty and applying greater haircuts to the funding lines for less stable
customers. In order to establish the target (maximum) levels of LtSCD in each LMU and
provide an optimal funding structure reference in terms of risk appetite, the corporate
Structural Risks unit of GRM identifies and assesses the economic and financial variables
that condition the funding structures in the different geographical areas.
The second core element in liquidity and funding risk management aims to achieve a
proper diversification of the funding structure, avoiding excessive reliance on short-term
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funding by establishing a maximum level for the short-term funds raised, including both
wholesale funding and customer funds. The residual maturity profile of long-term wholesale
funding has no significant concentrations, which matches the schedule of planned issues to
the best possible financial conditions of markets, as shown in the chart below. Finally,
concentration risk is monitored at LMU level, with the aim of ensuring a correct
diversification of both the counterparty and type of instrument.
The third core element is promoting the short-term resistance of the liquidity risk profile,
guaranteeing that each UGL has sufficient collateral to deal with the risk of the close of
wholesale markets. Basic capacity is the short-term liquidity risk management and control
metric that is defined as the relationship between the available explicit assets and the
maturities of wholesale liabilities and volatile funds, at different terms, with special
relevance being given to 30-day maturities.
Stress tests are carried out as a fundamental element of the liquidity and funding risk
monitoring scheme. They enable deviations from the liquidity targets and limits set in the
appetite to be anticipated, and establish tolerance ranges in the different management
areas. They also play a major role in the design of the Liquidity Contingency Plan and the
definition of specific measures to be adopted to rectify the risk profile if necessary.
For each scenario, it is checked whether the LMU has a sufficient stock of liquid assets to
guarantee its capacity to meet the liquidity commitments/outflows in the different periods
analysed. The analysis considers four scenarios: one central and three crisis-related
(systemic crisis; unexpected internal crisis with a considerable rating downgrade and/or
affecting the ability to issue in wholesale markets and the perception of business risk by the
banking intermediaries and the Entity's customers; and a mixed scenario, as a combination
of the two aforementioned scenarios). Each scenario considers the following factors:
existing market liquidity, customer behaviour and sources of funding, the impact of rating
downgrades, market values of liquid assets and collateral, and the interaction between
liquidity requirements and the development of the LMU's asset quality.
Together with the results of the stress tests and the risk metrics, the early warning
indicators play an important role within the corporate model and the Liquidity Contingency
Plan. They are mainly indicators of the funding structure, in relation to asset encumbrance,
counterparty concentration, flights of customer deposits, unexpected use of credit facilities,
and of the market, which help anticipate possible risks and capture market expectations.
In order to implement this principle of anticipation, limits are set on an annual basis for the
main management metrics that form part of the budgeting process for liquidity balance and
finance. This framework of limits contributes to the planning of the joint future performance
of:
o

The loan book, considering the types of assets and their degree of liquidity, as well
as their validity as collateral in collateralized funding.

o

Stable customer funds, based on the application of a methodology for establishing
which segments and customer balances are considered to be stable or volatile
funds based on the principle of sustainability and recurrence of these funds.

o

Projection of the credit gap, in order to require a degree of self-funding that is
defined in terms of the difference between the loan-book and stable customer
funds.

o

Incorporating the planning of securities portfolios into the banking book, which
include both fixed-interest and equity securities, and are classified as available-forsale or held-to-maturity portfolios, and additionally on trading portfolios .

o

The structural gap projection, as a result of assessing the funding needs generated
both from the credit gap and by the securities portfolio in the banking book,
together with the rest of on-balance-sheet wholesale funding needs, excluding
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trading portfolios. This gap therefore needs to be funded with customer funds that
are not considered stable or on wholesale markets.
As a result of these funding needs, BBVA Group plans the target wholesale funding
structure according to the tolerance set in each LMU target.
Thus, once the structural gap has been identified and after resorting to wholesale markets,
the amount and composition of wholesale structural funding is established in subsequent
years, in order to maintain a diversified funding mix and guarantee that there is not a high
reliance on short-term funding (short-term wholesale funding plus volatile customer funds).
In practice, the execution of the principles of planning and self-funding at the different
LMUs results in the Group's main source of funding being customer deposits, which consist
mainly of demand deposits, savings deposits and time deposits.
As sources of funding, customer deposits are complemented by access to the interbank
market and the domestic and international capital markets in order to address additional
liquidity requirements, implementing domestic and international programs for the issuance
of commercial paper and medium and long-term debt.
The process of analysis and assessment of the liquidity and funding situation and of the
inherent risks is a process carried out on an ongoing basis in BBVA Group, with the
participation of all the Group areas involved in liquidity and funding risk management. This
process is carried out at both local and corporate level. It is incorporated into the decisionmaking process for liquidity and funding management, with integration between the risk
appetite strategy and establishment and the planning process, the funding plan and the
limits scheme.
A statement of the level of appropriateness of the liquidity risk management mechanisms is
included as part of the Internal Liquidity Adequacy Assessment Process (ILAAP) approved
by the Board of Directors in April 2018:
"From the self-assessment conducted as part of this process, it can be concluded that the
liquidity and funding management model is robust, with a medium-low liquidity risk profile
and no significant gaps that could prompt a need to take measures or utilize liquid
resources other than those that are already considered within the approved Risk Appetite
Framework for 2018 and within the liquidity and funding plan."
3.7.3

Liquidity and funding performance in 2018

During 2018, BBVA Group has maintained a robust and dynamic funding structure with a
clearly retail nature, where customer resources represent the main source of funding.
Thus, the performance of the indicators show that the robustness of the funding structure
remained steady during 2018, in the sense that all LMUs held self-funding levels with
stable customer resources above the requirements.
TABLE 69: Loan-to-Stable Customer Deposits (LtSCD)
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With respect to LCR, the Group has maintained a liquidity buffer at both consolidated and
individual level in 2018. This has maintained the ratio easily above 100%, with the
consolidated ratio as of December 2018 standing at 127%.
Although this requirement is only established at Group level and banks in the Eurozone,
the minimum level required is easily exceeded in all the subsidiaries. It should be noted
that the construction of the Consolidated LCR does not assume the transfer of liquidity
between the subsidiaries, so no excess of liquidity is transferred from these entities abroad
to the consolidated ratio. If the impact of these highly liquid assets is considered to be
excluded, the LCR would be 154%, or +27% above the required level.
TABLE 70: LCR main LMUs
Million Euros

(1) Calculated according local regulation (Fed Modified LCR).

In addition, the stress tests conducted on a regular basis reveal that BBVA maintains a
sufficient buffer of liquid assets (stress buffer) to deal with the estimated liquidity outflows in
a scenario resulting from the combination of a systemic crisis and an unexpected internal
crisis, during a period of longer than 3 months in general for the different LMUs, including
in the scenario a significant downgrade of the Bank's rating by up to three notches.
Below is a matrix of residual maturities by contractual periods based on the supervisory
prudential information as of December 31, 2018:
TABLE 71: Liquidity inflows. Residual maturities by contractual periods
Million Euros

TABLE 72: Liquidity outflows. Residual maturities by contractual periods

Million Euros

The financing structure shows that the loan portfolio is mostly financed by customer
deposits, mostly retail (66%). The demand tranche of outflows mainly contains the current
accounts of retail customers whose performance has historically shown high stability and
low concentration. On the basis of an annual behavioural analysis carried out at each of
the Group entities, this type of account is considered stable in the long term and, for
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liquidity risk purposes, 78% with residual behavioural maturity over a period of more than 5
years.
In the Liquidity Management Unit (LMU) Euro, there is a solid liquidity and financing
situation, where activity has continued to generate liquidity through a narrowing of the
Credit Gap. In addition, in 2018 the LMU Euro made 3 public issues amounting to €3.5
billion: Senior Non Preferred (SNP) for 5 years for €1.5 billion, inaugural 7-year SNP Green
Bond for €1.0 billion and AT for €1.0 billion, which has made it possible to obtain long-term
financing at favourable price conditions. These public operations have been complemented
by a private issue of T2 amounting to $300 million.
In Mexico, the liquidity position continues to be solid despite market volatility. The credit
gap widened in 2018 as a result of lower growth in deposits, mainly due to outflows in
unprofitable USD. In 2018 BBVA Mexico made a Tier II issue on the international market
for USD 1Bn, as well as a local market issue for MXN 7.0 billion in two tranches: 3 and 5
years, the 3-year tranche being in Green Bond format (the first Green Bond issued by a
private bank).
In the United States, the containment of the cost of liabilities has led to a slight increase in
the credit gap. In 2018, BBVA Compass has successfully issued 3-year senior debt in the
amount of $1.15 billion.
In Turkey we closed the year with an adequate liquidity situation, after a beginning of the
second half affected by currency volatility, but with BBVA showing a good performance
renewing wholesale funding maturities in 2018. The main operations of the year were two
syndicated loans for $2.3 billion, the first green bond for $75 million over 6 years and
securitizations of collection rights (DPR) for $375 million over 7 years.
Argentina was affected by market volatility, but with no significant impact on the entity’s
liquidity situation. BBVA Frances maintains a solid liquidity position characterized by a high
volume of reserve requirements.
The liquidity situation is comfortable in the other geographic areas with full access to local
capital markets.
In this context of improved access to the market, BBVA has maintained its objectives of, on
the one hand, strengthening the funding structure of the Group's various franchises based
on growing its self-funding from stable customer funds, and on the other, guaranteeing a
sufficient buffer of fully available liquid assets, diversifying the different sources of funding
and optimizing the generation of collateral to deal with situations of tension in the markets.
3.7.4

Liquidity prospects

BBVA Group is entering 2019 with a comfortable liquidity status across its entire global
footprint. The funding structure, based on stable deposits, and slanting toward the long
term as well as proven access capacity to capital markets enables to comfortably meet the
moderate volume of maturities expected for the upcoming quarters.
A breakdown of wholesale issue maturities of the most significant units of the Group by the
nature of the issues.
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TABLE 73: Maturity of wholesale issues of Balance Euro by nature

Million Euros

(1) Regulatory capital instruments are classified in this table by terms according to their contractual maturity or nearest
amortization option.

TABLE 74: Maturity of wholesale issues of Bancomer by nature

Million Euros

(1) Regulatory capital instruments are classified in this table by terms according to their contractual maturity or nearest
amortization option.

TABLE 75: Maturity of wholesale issues of Compass by nature

Million Euros

(1) Regulatory capital instruments are classified in this table by terms according to their contractual maturity or nearest
amortization option.

TABLE 76: Maturity of wholesale issues of Garanti by nature

Million Euros

(1) Regulatory capital instruments are classified in this table by terms according to their contractual maturity or nearest
amortization option.
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TABLE 77: Maturity of wholesale issues of South America by nature

Million Euros

(1) Regulatory capital instruments are classified in this table by terms according to their contractual maturity or nearest
amortization option.

For 2019, the main goals of BBVA Group's funding strategy is to maintain the strength of
the funding structure and the diversification of the different sources of funding, ensuring the
availability of sufficient levels of collateral, both for complying with regulatory ratios and for
the rest of the internal metrics for monitoring liquidity risk, including stress scenarios.
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3.7.5

LCR disclosure

The table below shows the consolidated LCR disclosure as of December 31, 2018,
pursuant to Article 435 of Regulation (EU) No. 575/2013. These figures are calculated as
simple averages of observations made at the end of each month over the twelve months
previous to each quarter, starting in September 2017. No transfer of liquidity is assumed
between subsidiaries, and therefore no excess liquidity is transferred from the entities
abroad to the consolidated figures displayed in the following table:
TABLE 78: EU-LIQ1 - Guidelines on disclosure of Liquidity information

Million Euros

(1) Includes the value of collaterals that the entity should contribute in case of a credit downgrade in accordance to article 449. d)
of CRR.

Establishing an independent control framework for the Euro, Compass, Mexico and Turkey
LMUs complies with the corporate Liquidity and Funding requirements for the four main
currencies in which BBVA Group operates: the Euro, Dollar, Mexican Peso and Turkish
Lira.
Except for the dollar, the significant currencies at Group level are managed in their entirety
by the entities resident in the jurisdictions of each, covering their funding needs in the local
markets in which they operate.
There are specific regulatory requirements for the LMUs that operate in dollarized
economies (Argentina, Peru, Bancomer and Turkey) that limit the level of risk of each
subsidiary.
With respect to the sustainability of wholesale funding as a source of funding depends on
the level of diversification. Specifically, to ensure an appropriate level of diversification of
counterparties, specific concentration thresholds are established to be adhered to at all
times by each LMU. As of December 31, 2018, excepting exposures to central
counterparty entities and the ECB TLTROII (Targeted Longer-Term Refinancing
Operations) on the euro balance-sheet, BBVA Group does not have counterparties with
balances greater than 1% of the Group's total liabilities, and the weight of the 10 biggest
counterparties by balance account for 5% in all.
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3.7.6

Assets committed in finance transactions

With respect to the management of encumbered liquid assets 3, all the LMUs maintain
suitable positions that not only cover the minimum survival periods established for stress
scenarios, but also in relation to non-collateralised wholesale liabilities, which are ultimately
those most affected by the encumbered asset ratio.
All the Group's LMUs have implemented procedures and controls to ensure that the risks
associated with the management of guarantees and the charge on assets are correctly
identified, controlled and managed in compliance with the Corporate Liquidity and Funding
Risk Policy, particularly: i) a system for monitoring and control of the asset encumbrance
risk indicators; ii) regular assessment of stress scenarios as a result of the risk levels
reached; and iii) a contingency plan with measures for action according to the level of
criticality and immediacy of the situation
The impact on the business model of the level of asset encumbrance, as well as its
importance for the Group's funding model, is limited; because the funding is based on
stable customer deposits, reducing dependence of short-term funding, and because a
robust funding structure is maintained, with a moderate level of encumbered assets.
The ratio of encumbered assets over the total assets for the three main LMUs as of
December 31, 2018 is:
TABLE 79: Committed assets over total assets rate

BBVA Group has mainly the following sources of pledges:


Covered bonds:

The issue of covered bonds constitutes one of the main sources of finance guaranteed with
a high level of protection for the holders. The issues are backed by assets on the balance
sheet that may be pooled and that have a joint guarantee from the Entity, which will back
the issue if the underlying assets cannot meet the payments. The products through which
this type of finance is implemented are mortgage-covered bonds, public-covered bonds
and internationalization bonds.


Assets sold under repurchase agreements:

The collateralized finance transactions through repurchase agreements form part of shortterm funding sources. These transactions play an important role among the Group's
encumbered assets.


Assets pledged with central banks

3 An asset is considered encumbered if it is subject to any form of agreement with the aim of ensuring,
collateralizing or improving the credit quality of a transaction, and may not be freely withdrawn.

In any case, the consideration of a committed asset is not based on an explicit legal definition, such as the
transfer of a title, but rather on an economic criterion so that any asset that is subject to any given restriction
against use or replacement with another asset is considered as pledged.
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The role of central banks as last-resort liquidity providers is also one of the basic
contingent funding resources in the event of stress on finance markets. In this regard, in
accordance with the principles established for management of collateral, the Group's
strategy consists of maintaining broad credit facilities with the central banks concerned by
pledging assets as collateral in geographical areas where these instruments are used as
part of monetary policy. The impact of this source of funding is very low in BBVA Group.


Management of collateral agreements

The use of collateral constitutes one of the most effective techniques for mitigating
exposure to the credit risk resulting from derivative transactions or operational procedures
with repos or securities loans. The assets currently used as collateral are: cash, fixedincome and letters of credit.


Securitisations

The issuance of securitisations represents one of the main potential sources of risk of
assets pledged in the balance sheet. Depending on the type of assets supporting the
securitisation, the following classes are issued: mortgage (RMBS), consumer loans and
loans to SMEs. The impact of this source of pledge is very low in the BBVA Group.
The projects subject to overcollateralisation are:
o

Mortgage-covered bonds

These are mortgage bonds issued with first-rank mortgage loan collateral constituted in
favour of the bank. In the case of BBVA S.A., which accounts for more than 95% of the
issuance of mortgage-covered bonds in the Group, the bonds have to be overcollateralised
at 125% of their nominal value, and the amount of loans that back them may not be more
than 80% of the value of the collateral. The other geographic areas that issue these types
of product (to a residual extent) are Garanti Bank.
o

Public-covered bonds

Public-covered bonds are similar to mortgage-covered bonds. They are backed by loans
and credit granted by the issuer to central and regional governments, local authorities and
autonomous bodies that answer to them, as well as other public-sector entities in the
European Economic Area. In this case, the issues have to be overcollateralised at 143% of
their nominal value. BBVA S.A. accounts for 100% of this type of issuance.
o

Internationalisation bonds

These are securities guaranteed by loans and credit linked to the finance of contracts for
the export of goods and services or the internationalisation of companies. The level of
overcollateralisation is the same as for public-covered bonds. BBVA S.A. accounts for
100% of this type of issuance. The weight of these issues is extremely residual.
Within the Group there are units responsible for the execution, monitoring and control of
issues of this type, as well as the calculation of the capacity for additional issuance, with
the aim of ensuring that the Entity is not over-issued and complies with the established
limits of the Encumbered Asset Ratio.
The following table shows assets contributed as collateral (loans) underlying the issue of
mortgage-covered bonds, public-covered bonds and internationalisation bonds, as well as
the total issued and excess capacity of issue as of December 31, 2018:
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TABLE 80: Mortgage-covered bonds
Million Euros

TABLE 81: Public-covered bonds
Million Euros

TABLE 82: Internationalization-covered bonds
Million Euros

The collateral received that, as of December 31, 2018, is committed (provided as collateral
or security with respect to certain liabilities) and those unencumbered are shown below. It
should be noted that the value used for the purpose of this disclosure is the carrying
amount and fair value, for both the assets on the balance sheet and the encumbered and
unencumbered guarantees received. The balances are calculated as annual medians
using as a sample the four quarters of the last year.
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TABLE 83: Encumbered and unencumbered assets
Million Euros

TABLE 84: Collateral received
Million Euros

The sources of pledges as of December 31, 2018 are as follows:
TABLE 85: Sources of encumbrance
Million Euros

The assets without an associated liability reflected in the table below correspond mainly to
pledges issued by VISA guarantee and pledges for operating in certain markets. The
collateral received off the balance sheet is mostly reverse repurchase agreements, of
which more than 90% are sovereign securities.
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3.8 Operational risk
3.8.1

Operational Risk definition

BBVA defines operational risk (“OR”) as that which may cause losses due to human error,
inadequate or defective internal processes, inadequate conduct towards customers or
markets, failures, interruptions, or deficiencies of systems or communications, inadequate
management of data, legal risks and, finally, as a consequence of external events,
including cyberattacks, fraud committed by third parties, natural disasters, and poor service
provided by suppliers.
Operational risk management is oriented to the identification of its root causes, preventing
its occurrence and mitigating the possible consequences, through the establishment of
control frameworks and mitigation plans, in order to minimize the losses deriving from it
and its impact on the Group’s recurrent revenue generation and profit. Operational risk
management is integrated into the global risk management structure of the BBVA Group.
Operational Risk Management Principles
The BBVA Group prefers to apply advanced models of operational risk management,
independently of the regulatory capital calculation model that it applies at any given time.
The management of operational risk in the BBVA Group must:


Be aligned with the Risk Appetite Framework approved by the Management Board.



Cover all management needs that BBVA may have arising as a result of
compliance with regulations, norms, or industry standards, as well as decisions or
positions of the governing bodies of the Group.



Anticipate the potential operational risks to which the Group would be exposed as
a result of the appearance or modification of new products, activities, processes or
systems and decisions of outsourcing or contracting services.



Establish the methodologies, procedures and indicators that allow periodically
monitoring and re-evaluating the relevant operational risks to which the Group is
exposed in order to adopt the appropriate mitigation measures in each case, once
the risk identified and the cost of the mitigation have been considered (cost/profit
analysis), preserving the solvency of the Group all the time.



Investigate the causes of operational events suffered by the Group, from the
analysis of operational losses that may cause them and establish measures for
their reduction.



Analyse the relevant public events for operational risk in other entities of the
financial sector, or other sectors, and promote, where appropriate, the
implementation of the necessary measures to avoid their occurrence in the Group.



Identify, analyse and try to quantify events of low probability of occurrence and
high impact in order to assess potential mitigation measures.



Have effective governance, in which the functions and responsibilities of the Areas
and Bodies that intervene in the management of the OR are clearly defined.

Regardless of the adoption of measures and controls to avoid or reduce both the frequency
and the severity of OR events, BBVA always allocates sufficient capital to address any
expected or unexpected losses that may occur.
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3.8.2

Operational Risk management model

The operational risk management cycle at BBVA is similar to that adopted for similar risks,
and contains the following elements:
Chart 25. Operational Risk Management Processes

3.8.2.1 Planning
Operational risk is part of the risk appetite framework of the Group and involves metrics of
three classes:


Economic Capital calculated from the database of operational losses of the Group
and the industry, including the corresponding effects of diversification, and the
complementary estimation of potential and emerging risks through stress scenarios
designed for the main types of risks. The economic capital is calculated for the
main banks of the group periodically and simulation capabilities are available to
foresee the impact of changes in the risk profile or new potential events.



IRO metrics (losses for operational risk versus gross margin) with breakdown by
geography, business areas and types of risks. The estimation of the IRO limits is
based on the analysis of expected/unexpected loss, based on long-term statistical
series, and is complemented by the potential events identified in the watch list.



Additionally, work is being done on the implementation of a more granular common
scheme of metrics that covers the main typologies of operational risks in the whole
group.
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3.8.2.2 Operational risk admission
The main objectives of the operational risk admission are:


To anticipate any potential operational risks to which the Group would be exposed
as a result of the appearance of new initiatives or modifications of legislation in
force;



To ensure that its implementation is performed once the appropriate mitigation
measures have been adopted in each case, among which the assurance of risks
will be considered, when so determined.

The admission process covers any initiative (new business, product, outsourcing, process
transformation, new systems, etc.) that incorporates a significant level of operational risk
that could significantly modify the Group's risk profile. These operational risks must,
therefore, be managed within the framework of the Group's risk appetite.
The Corporate Policy for Management and Control of Operational Risk establishes the
specific framework for the admission of Operational Risk that is specified in different
Committees, both at corporate level and in various Business Areas, which follow a multitiered structure based on the risk level of the proposed initiatives. These committees are
composed of representatives of the second line of defense (specialists of each type of nonfinancial risks, who validate the proposed mitigation and control framework) and first line of
defense (proponent units), who are responsible for this admission process.
This process is supported by corporate workflow tools that allow the participation of the first
line of defense to be documented, as a proponent of the initiatives and the control
framework associated with them, and of the second line of defense, to make any
challenges or penalties related to them.
3.8.2.3 Operational risk monitoring
The objective in this phase is to control that the objective operational risk profile of the
group remains within the authorized limits. Operational risk monitoring is differentiated into
two independent areas:


Monitoring of the admission process of the operational risk, with the purpose of
verifying that the admitted risk levels are kept within authorized limits, and that the
control methods indicated are effective.



Monitoring of the "stock" of operational risk associated with processes, aimed at
performing a periodic reassessment to confirm that the residual risks and the target
risk are reasonably aligned, or, alternatively, to implement action plans to redirect
the gaps to the desired level. The “stock” must be updated with a minimum annual
periodicity.

The methodology applied in this stage is the following:


Establishment of the perimeter of the management model, which identifies the
companies and activities that may give rise to significant operational risks.



Identification of potential and actual operational risks based on the review of the
processes and the current rules and regulations.



Prioritization of operational risks, with the objective of separating critical risks from
non-critical risks.
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For critical risks, the identification, documentation and testing of the mitigating and
controlling factors that contribute to their reduction are performed, and, based on
their effectiveness, the residual risk is calculated, a level of objective risk is
established and action plans are established in the cases in which the residual risk
exceeds it.



Additionally, there is a set of indicators that are used to measure the evolution over
time of both operational risks and the effectiveness of mitigating factors and
controls, which facilitate the preventive management of those.



OR management will be performed in a coordinated manner with other risks
considering those credit or market events that may have an operational origin.

This process is supported by a Corporate Governance, Risk & Compliance tool that allows
local tracking of the OR as well as aggregation at the corporate level of the same.
Additionally, in line with the best practices and recommendations of BIS, BBVA has
collection procedures for operational losses that have occurred both in the different entities
of the Group and in other financial groups, with the appropriate level of detail to enable an
effective analysis that provides information useful for management. For this, a corporate
tool implemented in all the countries of the Group is used.
3.8.2.4 Mitigation of the operational risk
In the last two years, a series of transversal plans have been promoted in terms of
operational risk for the BBVA Group as a whole, in order to promote the anticipatory
management of these risks.
To this end, attention focuses have been identified from events, self-evaluations and
recommendations from auditors and supervisors in different geographies, both within the
Group and the industry, analysing best practices in these areas and promoting
comprehensive action plans to reinforce and homogenize the control environment.
One of the main plans has been the outsourcing management, as it is an item of increasing
importance in the Group, both within the sector and in the current regulatory environment.
Various initiatives have been launched within this plan, which can be summarized as:


Reinforcement of the admission process of these initiatives, their control
frameworks and their monitoring;



New internal regulations incorporating the best practices of the industry;



Integration in the control model of three lines of defense: roles and responsibilities
in each of the phases of its life cycle;



Risk management of both the service and the provider;



Review of governance, which is integrated into the operational risk, and scaling
criteria;



Adaptation of the management tool to the new requirements;



Process of internal communication and training between the externalizing units and
senior management, including these issues within the agenda of the main control
committees of the Group.

This plan will continue to be promoted in 2019 with a focus on reviewing the most
significant outsourcing stock.
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3.8.2.4.1

Operational risk assurance

Assurance is one of the possible options for the management of operational risk to which
the Group is exposed, and has two different purposes in particular:


Coverage of extreme situations linked to recurring events, whose mitigation is
difficult or partial by other means.



Coverage of non-recurring events that, if they occur, could have a high economic
impact.

In 2018, a specific corporate procedure was approved for insurance management aimed at
mitigating the Group's operational risks. This provides a general framework that regulates
these activities in the group and allows the systematization of risk assurance decisions,
better align coverage with the risks covered and strengthen governance in the decision
making of insurance policies.

3.8.3

Governance of the Operational risk

The governance model for operational risk in BBVA group is based on two components:


Control model of three lines of defense, in accordance with the best industry
practices, and through which compliance with the most advanced standards in
terms of internal control of operational risks is guaranteed.



Scheme of Corporate Assurance Committees and Committees of Internal Control
and Operational Risk at the level of the different business areas.

The Corporate Assurance establishes a committee structure, both at the local and
corporate level, which provides Senior Management with a comprehensive and
homogeneous view of the most relevant operational risks. The objective is to facilitate agile
and anticipatory decision-making for the mitigation or assumption of the main risks, both
locally as well as in the consolidated Group.
CHART 26. Corporate Assurance Governance Structure

Each geography has a Corporate Assurance Committee chaired by the Country Manager
and whose main functions are:


Monitoring the evolution of risks and their degree of alignment to the defined
strategies and policies and to overall risk appetite;
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Analysing and assess the controls and measures planned to mitigate the impact of
the identified risks, in the event they materialize;



Taking decisions on risk assumption proposals that are transferred by the working
groups or that arise in the Committee itself;



Promoting transparency, encouraging the proactive participation of the three lines
of defense in the exercise of their responsibilities and the rest of the organization in
this matter

At the Holding level, there is a Global Corporate Assurance Committee, chaired by the
Group CEO, whose main functions are similar to those previously described, but which are
applicable to the most relevant matters pertaining to certain locations holding areas.
The business and support areas have an Internal Control and Operational Risk Committee,
whose objective is to ensure the correct implementation of the operational risk
management model in their area and to promote the active management of this risk, taking
decisions of mitigation in case of identification of control weaknesses and monitoring them.
Additionally, the Non-Financial Risk unit periodically reports to the Risk Committee of the
Board of Directors on the operational risk management situation in the Group.

3.8.4

Methods used to calculate capital

As set out in Regulation (EU) 575/2013 of the European Parliament and of the Council, for
calculating the regulatory capital for operational risk under Basel I, Advanced Measurement
Approaches (AMA) are used for a very significant part of the banking
perimeter4. Specifically, this method is used in Spain and Mexico, which accumulate most
of the Group's assets.
Except for the cases of Garanti and Bolivia, for which the basic approach is applied, the
standardized approach is used to calculate capital in the rest of the geographic areas.

3.8.4.1 Description of the Advanced Measurement Approaches
The advanced internal model quantifies capital at a confidence level of 99.9% following the
LDA (Loss Distribution Approach) methodology. This methodology estimates the
distribution of losses by operational event by convoluting the frequency distribution and the
loss given default distribution of these events.
The calculations are made using internal data on the Group’s historic losses as its main
source of information. To enrich the data from this internal database and to take into
account the impact of possible events not yet considered therein, external databases (ORX
consortium) are used as well as operational risk scenarios.
The distribution of losses is constructed for each of the different types of operational risk,
which are defined as per Basel Accord cells; i.e. a cross between business line and risk
type. In those cases in which there is not sufficient data for a sound analysis, it becomes
necessary to undertake cell aggregations, and to do so the business line is chosen as the
axis.

4

In March 2010, BBVA Group received authorization from the supervisor to apply advanced approaches for
calculating regulatory capital by operational Risk in Spain and Mexico.
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In certain cases, a greater disaggregation of the Basel cell has been selected. The
objective consists of identifying statistically homogenous groups and a sufficient amount of
data for proper modelling. The definition of these groupings is regularly reviewed and
updated.
Solvency regulations establish that regulatory capital for operational risk is determined as
the sum of individual estimates by type of risk, but allowing the option of incorporating the
effect of the correlation among them. This impact has been taken into consideration in
BBVA estimates with a conservative approach.
The model of calculating capital in both Spain and Mexico incorporates factors that reflect
the business environment and situation of internal control systems. Thus the calculation
obtained is higher or lower according to how these factors change in anticipating the result.
The Group has insurance policies that basically cover the risk of cyberattacks, natural
and/or provoked disasters and external and internal fraud. For the purpose of calculating
capital by the AMA the mitigating effect of the insurance contracted is not included.
The following table below shows the operational risk capital requirements broken down
according to the calculation models used and by geographic area, to provide a global
vision of capital consumption for this type of risk:
TABLE 86: Regulatory capital for Operational Risk
Million Euros

The main variations in the capital requirements for operational risk are due to:


Advanced approaches: Increase of 183 million in Spain, basically due to the
greater impact of the losses registered following the judgment in 2016 of the Court
of Justice of the European Union referring to the application of floor clauses in
mortgage loans. Increase of 59 million in Mexico as a result of the exchange rate
difference and the increase in the trend in the sanctions imposed by the regulators
in effect for the last three years.



Basic and standard approaches: Declines in the standard and basic approaches
produced by the exchange-rate variations and by the sale of Chile, as well as the
Portugal merger.
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3.8.5

The Group's Operational Risk profile

BBVA's operational risk profile is shown below by class of risk after assessing the risks,
resulting in the following distribution:
CHART 27: BBVA Group's Operational Risk profile

The following charts illustrate the distribution of historical operational losses by risk class
and country.
CHART 28: Operational Risk profile by risk and country

(1)

An amount greater than the loss that occurred this year has been recovered by insurance of events
of previous years.
(2) Recovery

of 25 million EUR from the Madoff event that exceeds the total losses due to external fraud
that has occurred this year
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(1)

Provisions recorded in previous years have been released for two relevant events (RUSF and
Arbitration Committee) for an amount greater than the loss that occurring during this year
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4 Leverage Ratio
4.1. Leverage Ratio definition and composition
4.2. Trends in the ratio
4.3. Governance

4.1.

Leverage Ratio definition and composition

The leverage ratio (LR) is a regulatory measure (not risk-based) complementing capital
designed to guarantee the soundness and financial strength of institutions in terms of
indebtedness.
In January 2014, the Basel Committee on Banking Supervision published the final version
of the “Basel III leverage ratio framework and disclosure requirements”, which has been
included through a delegated act that amends the definition of leverage ratio in the CRR
regulation.
Pursuant to article 451, section 2 of the CRR, on June 15, 2015 the EBA published the final
draft of the Implementing Technical Standard (ITS) on leverage ratio disclosures for
breaking down the leverage ratio, which has been applied in this report.
The leverage ratio is defined as the quotient of eligible Tier 1 capital and exposure.
Described below are the elements making up the leverage ratio, in accordance with the
“EBA Final Draft Implementing Technical Standards on disclosure of the leverage ratio
under Article 451(2) of Regulation (EU) No. 575/2013 (Capital Requirements Regulation –
CRR) - Second submission following the EC’s Delegated Act specifying the LR 5," published
by the EBA on June 15, 2015:


Tier 1 capital (letter h in the following table): section 2.2. of this Document presents
details of the eligible capital, which has been calculated based on the criteria defined in
the CRR.



Exposure: as set out in article 429 of the CRR, the exposure measurement generally
follows the carrying amount subject to the following considerations:
o

On-balance-sheet exposures other than derivatives are included net of
allowances and accounting valuation adjustments.

o

Measurement of the Group's total exposure is composed of the total assets
as per financial statements adjusted for reconciliation between the
accounting perimeter and the prudential perimeter.

Total exposure for the purpose of calculating the Group's leverage ratio is composed of the
sum of the following items:

5 http://www.eba.europa.eu/regulation-and-policy/leverage-ratio/draft-implementing-technical-standards-its-on-disclosure-for-leverage-ratio//regulatory-activity/press-release
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On-balance asset positions: book balance of assets corresponding to the financial
statements, excluding the derivative headings.



Adjustments for reconciliation between the accounting perimeter and the solvency
perimeter: the balance resulting from the difference between the accounting balance
sheet and the regulatory balance sheet is included.



Exposure in derivatives: the exposure referring to the EAD used in the measurement of
capital use for counterparty risk, which includes both the replacement cost (market-tomarket) and the future potential credit exposure (add-on). The cost of replacement is
reported adjusted by the margin of variation in cash and by effective notional amounts.



Securities financing transactions (SFTs): in addition to the exposure value, an addition
for counterparty risk determined as set out in article 429 of the CRR in included.



Off-balance-sheet items: these correspond to risks and contingent liabilities and
commitments associated with collateral, which are mainly available. A minimum floor of
10% is applied to the conversion factors (CCF), in line with article 429.10 a) of the
CRR.



The exposures of the Group's financial institutions and insurance companies that are
consolidated at accounting but not at regulatory level.



Tier 1 deductions: all those amounts of assets that have been deducted in the
determination of the eligible Tier 1 capital are deducted, in order not to duplicate
exposures. The main deductions are intangible assets, loss carry forwards and other
deductions defined in article 36 of the CRR and indicated in section 2.1 of this report.

The table below shows a breakdown of the items making up the leverage ratio as of
December 31, 2018 and December 31, 2017:
TABLE 87: LRSum - Summary of the reconciliation of accounting assets and
exposure corresponding to the Leverage Ratio
Million Euros

(1) This corresponds to off-balance sheet exposure after application of the conversion factors obtained in accordance with Article
429, paragraph 7 of the CRR.

As can be seen, the Group maintains a phased leverage ratio of 6.5% and a fully-loaded
ratio of 6.4%, well above the minimum level required.
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4.2.

Trends in the ratio

The phased-in leverage ratio decreased by 11 basis points during the year. As indicated in
section 2.2., Tier 1 was reduced by approximately EUR 1 billion, resulting in an impact on
leverage of -16 basis points. On the other hand, exposures were reduced by approximately
5.5 billion (+5 basis points), mainly derived from the sale of the Group's interest in BBVA
Chile.
As of December 2018, the phased-in ratio was 6.6% (6.5% in fully-loaded terms), easily
above the minimum required of 3%. The leverage level reflects the nature of the business
model that is geared toward the retail sector.

CHART 29: Leverage ratio evolution

4.3.

Governance

The activities making up the Group's regulatory reporting include monthly measurement
and control of the leverage ratio by assessing and monitoring this measurement in its more
restrictive version (fully-loaded), to guarantee that leverage remains far from the minimum
levels (which could be considered risk levels), without undermining the return on
investment.
The estimates and the development of the leverage ratio are reported on a regular basis to
different governing bodies and committees to guarantee an adequate control of the entity's
leverage levels and ongoing monitoring of the main capital indicators.
In line with the risk appetite framework and structural risk management, the Group
operates by establishing limits and operational measures to achieve a sustainable
development and growth of the balance sheet, maintaining at all times tolerable risk levels.
This can be seen in the fact that the regulatory leverage level itself is well above the
minimum required levels.
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5. Information on remuneration
5.1.

Information on the decision-making process to establish the remuneration
policy for Identified Staff

5.2.

Description of the different types of employees included in the Identified
Staff

5.3.

Key features of the remuneration system

5.4.

Information on the link between the remuneration of Identified Staff and the
performance of the Group

5.5.

Description of the criteria used to take into consideration present and future
risks in the remuneration processes

5.6.

Main parameters and reasons for any component of the possible variable
remuneration plans and other non-cash benefits

5.7.

Ratios between the fixed and variable remuneration of Identified Staff

5.8.

Quantitative information on the remuneration of Identified Staff

In accordance with Article 85 of Act 10/2014, of 26 June, on the regulation, supervision and
solvency of credit institutions (hereinafter “Act 10/2014”), and article 93 of Royal Decree
84/2015, dated February 13, which implements said Act, and pursuant to the provisions of
Bank of Spain Circular 2/2016, dated February 2, to credit institutions, on supervision and
solvency, completing the adaptation of the Spanish legal system to Directive 2013/36/EU
and Regulation (EU) No. 575/2013 (hereinafter "Bank of Spain Circular 2/2016”), credit
institutions shall provide the public and update, at least once a year, inter alia, information
regarding their remuneration policy and practices as established in part eight of Regulation
575/2013/EU, in relation to the categories of personnel whose professional activities have
a significant impact on the Group's risk profile (hereinafter, the "Identified Staff" or "Risk
Takers").

5.1.

Information on the decision-making process used to establish
remuneration policy for the Identified Staff

In accordance with the provisions contained in BBVA's Bylaws, the Regulations of the
Board of Directors empower the Board of Directors (hereinafter, the "Board"), among
others, to approve the remuneration policy of directors, for submission to the General
Meeting, that of senior managers and those employees whose professional activities have
a significant impact on the risk profile of the Group, as well as the determination of the
remuneration of non-executive directors and, in the case of executive directors,
remuneration for their executive functions and remaining conditions to be respected in their
contracts.
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The Board Regulations likewise include the internal rules and procedures of the Board and
its Committees, which provide assistance in matters within its remit. Among these, the
Remunerations Committee is the body that assists the Board in remuneration matters, as
set out in the Board Regulations, ensuring compliance with the remuneration policy
established.
In accordance with Article 36 of the Board Regulations, the duties of the Remunerations
Committee are as follows:
1. Propose directors’ remuneration policy to the Board, for its submission to the
General Meeting, as regards its items, amounts, and parameters for its
determination and its vesting, likewise submitting the corresponding report, in the
terms established by applicable law at any time.
2. Determine, so that they can be reflected in their contracts, the extent and amount
of individual remuneration, entitlements and other economic rewards, as well as
other contractual conditions of executive directors, submitting the appropriate
proposals to the Board.
3. Yearly submit a proposal to the Board regarding the annual report on the
remuneration of the Bank’s directors, which will in turn be submitted to the Annual
General Shareholders’ Meeting, in accordance with the applicable legislation.
4. Propose the remuneration policy for senior managers and other Identified Staff
members, for its submission to the Board.
5. Propose the basic conditions of senior managers’ contracts to the Board, and
directly supervise the remuneration of senior managers in charge of risk
management and compliance functions within the Company.
6. Oversee observance of the remuneration policy established by the Company and
periodically review the remuneration policy applied to members of the Identified
Staff, including executive directors and senior managers.
7. Verify the information on directors and senior managers’ remuneration contained in
the different corporate documents, including the annual report on the remuneration
of directors.
8. Any other duties that may have been allocated under the Regulations or attributed
by a Board resolution or by applicable legislation.
As at year-end 2018, the Remunerations Committee is composed of five members, all of
them non-executive directors, with the majority being independent, including the Chair. The
names, positions and status of the members of the Remunerations Committee are detailed
in the following table:

TABLE 88: Composition of the Remunerations Committee

The Remunerations Committee performs its functions with full operational autonomy,
meeting as often as necessary to carry out its duties, led by its Chair, having met on 5
occasions during 2018.
189

In order to adequately perform its duties, the Commission uses advisory services provided
by the Bank's in-house staff and can further count on the external advice as necessary to
establish criteria regarding matters within its remit. To this end, during 2018, the
Commission has relied on the information and advice provided by the leading global
consulting firm on compensation of directors and senior managers, Willis Towers Watson.
In addition, the Board's Risk Committee participates in the establishment of the
remuneration policy, ensuring that it is compatible with adequate and effective risk
management and that it offers no incentives to assume risks beyond the level tolerated by
the Group. As at year-end 2018, the Risk Committee includes one of the members of the
Remunerations Committee.
Since 2011, BBVA has a specific remuneration system applicable to members of the
Identified Staff, designed within the framework of applicable regulations to credit institutions
(in particular, Directive 2010/76/EU (“CRD III”), the superseding and implementing
regulations) and considering best practices and recommendations at the local and
international levels in this matter.
As regards the members of the Board of Directors, BBVA has a specific remuneration
policy applicable to its directors (the “BBVA Directors' Remuneration Policy”) which
distinguishes between the remuneration system applicable to non-executive directors and
that applicable to executive directors, in accordance with the provisions of the BBVA
Bylaws. The remuneration system for executive directors corresponds, in general, to that
applicable to the members of the Identified Staff, of which they are a part of, incorporating
certain specific characteristics derived from their status as directors. The remuneration
system of non-executive directors6 is based on the criteria of responsibility, dedication and
incompatibilities inherent to the position they hold, and consists exclusively of fixed
elements, not receiving variable remuneration.
As indicated above, the Remunerations Committee has, among its functions, that of
proposing to the Board, for submission to the General Meeting, the remuneration policy of
directors, as regards their concepts and their amounts, parameters for its determination
and distribution system. It likewise submits the corresponding report, in the terms
established at any point in time by applicable law.
The BBVA Directors' Remuneration Policy applicable during 2018 was approved by the
General Meeting in 2017, and is available on the Bank's corporate website
(www.bbva.com).
With regard to the rest of the Identified Staff, it is likewise the responsibility of the
Remunerations Committee to propose the remuneration policy of senior managers and
other employees who are members of the BBVA Group’s Identified Staff.
The latest update of the remuneration policy applicable to the BBVA Group’s Identified
Staff, including the Senior Management, took place in 2017, in order to adapt it to the
requirements established in Bank of Spain Circular 2/2016 and the European Banking
Authority Guidelines on sound remuneration policies, dated 27 June 2016.
This policy is integrated within the remuneration policy applicable in general to the entire
staff of BBVA and the subsidiaries that form part of its consolidated group (the "BBVA
Group Remuneration Policy") and includes, in a specific chapter, the special characteristics
of the remuneration system applicable to Identified Staff, as well as their Identification
Procedure. All in accordance with what is established in the applicable regulations, as
detailed in the following sections.
6

Regarding non-executive directors, these are defined as Risk Takers by virtue of the provisions of Article 3 of
Delegated Regulation 604/2014, although, as detailed in section 5.3, below, they are subject to a specific
remuneration system, different from that applicable to executive directors, and do not receive variable
remuneration.
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The BBVA Group Remuneration Policy, approved by the Board upon the proposal of the
Remunerations Committee, is coordinated at the corporate level by BBVA's Talent and
Culture department, and the Bank’s control functions actively and regularly cooperate in its
design and oversight, in accordance with the attributions conferred by applicable
regulations.
The remuneration system applicable to Identified Staff members aims to deepen the
alignment of BBVA's remuneration practices with applicable regulations, good governance
recommendations, and best practices in the matter. This system is generally applicable to
the executive directors of BBVA, as members of said Staff, although they are subject to the
provisions of BBVA Directors' Remuneration Policy approved by the General Meeting and
not to the Group Policy, as has been detailed.
Over the course of financial year 2018, the Remunerations Committee has analysed the
remuneration proposals necessary for the development and implementation of these
remuneration policies, and, in particular, for the implementation of the special system for
the settlement and payment of the annual variable remuneration of Identified Staff
members.
Thus, the Remunerations Committee has analysed the adequacy of the annual
performance indicators used for the calculation of the annual variable remuneration for
executive directors during 2018 and their corresponding weightings, as well as the targets
and scales of achievement associated with these indicators, submitting the corresponding
resolutions to the Board for approval.
Furthermore, the Commission has analysed the minimum thresholds of Attributed Profit
and Capital Ratio established as ex ante adjustments to the variable remuneration of the
Identified Staff, as well as their corresponding scales, established to determine the accrual
of annual variable remuneration of executive directors for financial year 2018 and the rest
of the Identified Staff.
Likewise, the Remunerations Committee has determined, for its submission to the Board,
the multi-year performance indicators established as ex-post adjustments, applicable to the
deferred annual variable remuneration for financial year 2018 of the executive directors
and the rest of the Identified Staff, including Senior Management. For this purpose, the
Remunerations Committee counted on the previous analysis carried out by the Board's
Risk Committee, which ensured the adequacy of the aforementioned with the Bank's risk
profile.
On the other hand, within the framework of the function attributed to the Remunerations
Committee for the observance and periodic review of the remuneration policy applicable to
the Identified Staff, it has carried out the review of the 2017 BBVA Group Remuneration
Policy, in accordance with applicable regulations and recommendations. To this end, this
review has analysed the BBVA Group's Remuneration Policy, which includes the
remuneration policy of the Identified Staff, as well as their identification process, based on
the central and independent internal review carried out by the Bank's Internal Audit
department, with the foregoing duly reported to the Board.
The Commission has also received information on the application of the Identification
Process for Risk Takers in the BBVA Group in 2018 from the Bank’s technical areas, in
accordance with the criteria established under the applicable regulations and the internal
criteria established by the Bank, including both the number of persons identified and the
information regarding the excluded members, duly reporting the aforementioned to the
Board.
In addition, in 2018 the Remunerations Committee has submitted the proposal to the
Board, for its submission to the 2018 General Shareholders' Meeting, regarding the
increase of the maximum variable remuneration level of up to 200% of the fixed component
of the total remuneration for a certain group of employees whose professional activities
have a significant impact on the Group’s risk profile. Likewise, the Commission submitted
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to the Board the Report that accompanies this agreement and which was made available to
the Bank’s shareholders.
Lastly, in accordance with the proposal raised by the Remunerations Committee, the Board
approved the Annual Report on Remuneration of the Directors of BBVA, according to the
model established by the National Securities Market Commission, which is annually
submitted to an advisory vote on the Board General Meeting of Shareholders, pursuant to
Article 541 of the Corporate Enterprises Act, and which is available on the Bank's corporate
website (www.bbva.com) from the date on which the General Meeting was convened.
The Annual Report on the Remuneration of Directors of BBVA contains a description of the
basic principles of the remuneration policy of the Bank as regards Board members, both
executive and non-executive, as well as a detailed presentation of the various elements
and amounts that make up their remuneration.
All of the issues discussed above, along with other matters within its remit, are detailed in
the Remunerations Committee Activity Report for financial year 2018, published on the
Bank's corporate website at the time the General Meeting was convened (www.bbva.com).
Thus, as indicated above, BBVA has a decision-making system in the field of
remuneration, which features the Remunerations Committee as its central element, in
charge of determining the remuneration policy applicable to the Identified Staff, and
submitting the corresponding resolutions for approval by the Board. All of the above
ensures an adequate decision-making process in the field of remuneration.
The members of the Remunerations Committee who have held such position during
financial year 2018 have received a total amount of €268 thousand for their membership. In
addition, the Annual Report on the Remuneration of BBVA Directors pertaining to said year
includes the individual remuneration of each director.

5.2.

Description of the different types of employees included in the
Identified Staff

In accordance with the BBVA Group Remuneration Policy, the selection of the persons
who make up the Group’s Identified Staff is part of an annual process, the determination of
which is based on the qualitative and quantitative criteria established by Delegated
Regulation (EU) No 604/2014 of 4 March 2014 supplementing Directive 2013/36/EU of the
European Parliament and of the Council with regard to regulatory technical standards with
respect to qualitative criteria and appropriate quantitative criteria to identify categories of
staff whose professional activities have material impact on an institution’s risk profile (the
“Delegated Regulation 604/2014”). This process also includes internal criteria established
by BBVA, complementary to those indicated in said Regulation, in compliance with Rule 38
of Circular 2/2016 of the Bank of Spain (hereinafter, the “Identification Process”).
The qualitative criteria established in the Identification Process are defined based on the
responsibility of the position (for example, members of BBVA’s management body,
members of BBVA’s Senior Management, personnel responsible for control functions and
other key functions or significant business units within the Group), as well as on the basis
of the staff’s capacity or responsibility to assume or manage risks.
The quantitative criteria establish that employees have a significant impact on the Group’s
risk profile based on total remuneration granted, unless BBVA determines that, in fact, the
activity of such personnel has no significant impact on the risk profile, in accordance with
the provisions contained in Article 4 of Delegated Regulation 604/2014.
The Identification Process is updated during the year and takes all BBVA Group personnel
into consideration, allowing the inclusion of personnel in the Identified Staff who meet or
are likely to meet the qualitative criteria established under Article 3 of Delegated Regulation
604/2014 for at least three months in a given financial year.
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All the companies that form part of the BBVA Group will actively participate in the
Identification Process carried out by BBVA, providing all information necessary in order to
adequately identify the personnel having a significant impact on the Group's risk profile.
In accordance with the detailed Identification Process, a total of 578 Risk Takers were
identified at year-end 2018, including:






Members of BBVA’s Board of Directors.7
Members of BBVA’s Senior Management.
Risk Takers by function: collective defined by the functions that correspond to the
qualitative criteria established under Article 3 of Delegated Regulation 604/2014,
between points 4 and 15, both inclusive, as well as those Risk Takers identified
according to Bank’s internal criteria.
Risk Takers by remuneration: composed of those employees who met the
quantitative criteria of Article 4 of the aforementioned Delegated Regulation
604/2014.

The total number of Risk Takers identified in financial year 2018 has remained at a level
similar to the previous year, in which the total number of members identified amounted to
572 persons, with the figure thus not having experienced significant changes.
Notwithstanding the foregoing, BBVA will adapt the definition of the Identified Staff,
including the categories of professionals deemed necessary at any time, in accordance
with the requirements established for that purpose in applicable regulations.

5.3.

Key features of the remuneration system

As detailed in section 5.1, at the proposal of the Remunerations Committee, the Board
approved the Remuneration Policy of the BBVA Group in 2017, which includes the
remuneration system applicable to Identified Staff, as well as the Identification Process
detailed in section 5.2 above.
The BBVA Group Remuneration Policy is geared towards the recurrent generation of value
for the Group, seeking, at the same time, alignment of the interests of its employees and
shareholders with sound risk management.
This policy is one of the elements designed by the Board as part of BBVA's corporate
governance system to ensure proper management of the Group, and is based on the
following principles:

7



the creation of long-term value;



rewarding the achievement of results based on sound and responsible riskassumption;



attracting and retaining the best professionals;



reward the level of responsibility and professional track record;



ensuring internal equity and external competitiveness and; and



ensuring transparency of the remuneration model.

Regarding non-executive directors, these are defined as Risk Takers by virtue of the provisions of Article 3 of
Delegated Regulation 604/2014, although, as detailed in section 5.3, below, they are subject to a specific
remuneration system, different from that applicable to executive directors, and do not receive variable
remuneration.
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BBVA has defined the Group Remuneration Policy on the basis of the general principles
outlined above, taking into consideration the need to comply with legal requirements for
credit institutions and those applicable in the different sectors in which it carries out its
business, as well as alignment with best market practices, while including items devised to
reduce exposure to excessive risks and adjust remuneration to the targets, values and
long-term interests of the Group. To this end, the Policy is guided by the following
premises:


it is compatible with and promotes sound and effective risk-management, not
offering incentives to take risks that exceed levels tolerated by the BBVA Group;



it is in line with BBVA Group's business strategy, objectives, values and long-term
interests and will include measures to avoid conflicts of interest;



it provides a clear distinction between the criteria for the establishment of fixed
remuneration and variable remuneration;



it promotes equal treatment for all staff, not discriminating due to gender or other
personal characteristics; and



it seeks to ensure that remuneration is not based exclusively or primarily on
quantitative criteria and that it takes into account adequate qualitative criteria,
which reflect compliance with the applicable regulations.

In accordance with the above, the remuneration model of general application to the entire
staff is implemented through the following elements:
a) A fixed remuneration, which takes into account levels of responsibility, functions
performed, and the professional trajectory of each employee, as well as the
principles of internal equity and the value of the function in the market, constituting
a relevant part of the total compensation.
The award and the amount of the fixed remuneration are based on predetermined
and non-discretionary objective criteria.
b) Variable remuneration, constituted by those payments or benefits additional to the
fixed remuneration, monetary or not, based on variable parameters. Variable
remuneration shall not limit the ability of the Group to strengthen its capital base in
any way in accordance with regulatory requirements and shall take into account
current and future risks as well as the necessary capital and liquidity costs
reflecting sustainable income and adapted to risk.
Guaranteed variable remuneration, in any of its forms, will not be part of the
Group's variable remuneration models. BBVA may only grant guaranteed variable
remuneration on an exceptional basis, and solely within the framework of the
conditions established under applicable regulations.
Within this generally applicable remuneration model, the BBVA Group Remuneration Policy
includes certain special characteristics applicable, on the one hand, to personnel who
exercise supervisory functions and, on the other hand, to personnel involved in the
provision of services to clients. Thus:
i.

Personnel who perform control functions are independent of the business units that
they supervise, have the necessary authority, and are remunerated according to
the achievement of certain objectives related to their functions, regardless of the
results of the business areas that they supervise.
In order to reinforce the independence and objectivity of these functions, the fixed
components of their remuneration have a greater weight than that of the variable
components, the latter being related, for the most part, to the objectives of the
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function.
In addition, the remuneration of BBVA senior managers in independent control
functions, including compliance and risk management functions, is directly
overseen by the BBVA Remunerations Committee, as in the case of the remaining
members of Senior Management.
ii.

In designing and establishing the remuneration of the personnel involved in the
provision of services to clients, care must be taken to protect their interests and the
quality of the services provided, so that:


responsible business conduct and fair treatment of clients is encouraged;



no incentives are established that could induce staff to put their own
interests or those of the BBVA Group in a possible opposition to the
interests of their clients;



remuneration is not linked primarily or exclusively with the sale of a product
or a particular category or type of products, such as certain products that
are more profitable for the entity or the employee, where there are others
more appropriate with customer needs; or that such objective is assigned
as the one with greatest weight in the determination of remuneration; and



an adequate balance is maintained between the fixed and variable
components of remuneration.

Based on the principles and premises mentioned above, and in compliance with the
regulatory requirements established in Act 10/2014 and its implementing regulations,
BBVA has defined the particularities of the remuneration policy applicable to Identified
Staff, designing an incentive system specifically oriented to maintain the alignment of their
remuneration with risks, as well as with the Group's long-term objectives and interests. The
result is a remuneration scheme for the Identified Staff based on the following fundamental
characteristics:


Balance between the fixed components and the variable components of the overall
remuneration, in line with that established in the applicable regulations, allowing a
fully flexible policy regarding the payment of variable components, which may
cause them to be reduced, depending on the situation, up to their entirety. The
proportion between the two components has been established taking into account
the type of functions carried out by each beneficiary (business, support or
supervision) and, consequently, their impact on the risk profile, adapted in each
case to the reality existing in the different countries or functions.



The variable remuneration of the members of the Identified Staff will be based on
an effective management of the risks and linked to the degree of achievement of
previously established financial and non-financial objectives, as defined at the
Group, Area and Individual level, taking into account current and future risks
assumed and the Group's long-term interests.



Variable remuneration of Identified Staff members for each financial year shall not
accrue, or will accrue in a reduced amount, should certain level of profits and
capital ratios not be achieved. It will also be subject to ex ante adjustments, so that
it shall be reduced at the time of the performance assessment in the event of
negative performance of the Group's results or other parameters such as the level
of achievements of budgeted targets.



The annual variable remuneration for each Identified Staff member shall be
calculated on the basis of: (i) annual performance indicators for the Group, area
and individual (financial and non-financial); (ii) scales of achievement, as per the
weightings allocated to each indicator; and (iii) a "target" annual variable
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remuneration, representing the amount of annual variable remuneration if 100% of
the pre-established targets are met. The resulting amount shall constitute the
annual variable remuneration of each beneficiary (hereinafter the “Annual Variable
Remuneration”).
In the event of termination of contractual relationship of an Identified Staff member
before the closing of the financial year to which the Annual Variable Remuneration
corresponds, the member will have the right to receive the proportional amount of
said Annual Variable Remuneration, pro-rated for the length of service provided in
the financial year and subject, in any case, to the same settlement and payment
system applicable had the member remained active, in accordance with the rules
set out below. The above shall not be applicable to cases where the termination of
contractual relationship is due to a voluntary resignation or lawful dismissal, where
the right to receive the Annual Variable Remuneration shall not accrue.


The Annual Variable Remuneration for Identified Staff members shall be subject to
specific rules for settlement and payment, specifically:
o

60% of the Annual Variable Remuneration will be paid, if conditions are
met, in the year following that to which it corresponds (the "Upfront
Portion"). For executive directors, members of the Senior Management
and Identified Staff members with particularly high variable remuneration,
the Upfront Portion will be 40% of the Annual Variable Remuneration. The
remaining portion will be deferred in time (hereinafter, the "Deferred
Component").

o

The deferral period will be 5 years for executive directors and members of
Senior Management, and 3 years for the remaining Risk Takers.

o

50% of the Annual Variable Remuneration, both of the Upfront Portion and
Deferred Component, shall be established in BBVA shares. As regards
executive directors and Senior Management, a larger proportion of the
Deferred Component shall be established in shares (60%).

o

Shares received as Annual Variable Remuneration shall be withheld for a
one-year period after delivery, except for the transfer of those shares
required to honor the payment of taxes.
As regards executive directors, the Remuneration Policy for BBVA
Directors additionally includes a commitment of the executive directors not
to transfer a number of shares equivalent to twice their annual fixed
remuneration for a period of, at least, three years from the time of their
vesting, on top of the general one-year retention period applicable to all the
shares. The aforementioned shall not apply to the transfer of those shares
required to honor the payment of taxes.

o

The Deferred Component of the Annual Variable Remuneration may be
reduced in its entirety, but never increased, based on the result of multiyear performance indicators aligned with the Group's core risk
management and control metrics related to the solvency, capital, liquidity,
profitability or to the share performance and the recurring results of the
Group, measured over a period of three years.
These multi-year performance indicators are approved by the Board at the
proposal of the Remunerations Committee, following an analysis by the
Risk Committee, which ensures they are appropriate to align deferred
remuneration with sound risk management.
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These multi-year performance indicators to which the Deferred Component
of Annual Variable Remuneration for 2018 will be subject, approved by the
Board at the proposal of the Remunerations Committee, are as follows:
TABLE 89. Settlement and payment system for Annual Variable
Remuneration

These multi-year performance indicators have certain scales of
achievement associated, approved by the Board at the proposal of the
Remunerations Committee. Thus, if the targets set for each indicator in the
3-year measurement period from the start of the deferral period are not
achieved, the Deferred Component of Annual Variable Remuneration for
2018 may be reduced, even in its entirety, but never increased.
In the case of executive directors and Senior Management, the Deferred
Component of Annual Variable Remuneration payable subject to the multiyear performance indicators shall be delivered, if the conditions are met,
according to the following schedule: 60% after the third year of deferral,
20% after the fourth year of deferral and 20% after the fifth year of deferral.
o

Resulting cash portions of the Deferred Component of Annual Variable
Remuneration finally vested, subject to the multi-year performance
indicators, shall be updated in accordance with the Consumer Price Index,
measured as the year-on-year change in prices, or any other established
for such purposes by the Board of Directors.

o

The entire Annual Variable Remuneration shall be subject to malus and
clawback arrangements during the whole deferral and withholding period,
under the terms indicated below.

o

No personal hedging strategies or insurance may be used in connection
with remuneration or liability that may undermine the effects of alignment
with sound risk management.

o

The variable component of the remuneration for a financial year shall be
limited to a maximum amount of 100% of the fixed component of total
remuneration, unless the General Meeting resolves to increase this
percentage up to a maximum of 200%. As explained in detail in section 5.7
of this report, the General Shareholders’ Meeting held on March 16, 2018
authorized a raise of the maximum limit to 200%, for a maximum of 238
Risk Takers.

In addition, as indicated above, up to 100% of the Annual Variable Remuneration of each
Identified Staff member corresponding to each financial year shall be subject to malus and
clawback arrangements, both linked to a downturn in financial performance of the Bank as
a whole, or of a specific unit or area, or of exposures generated by an Identified Staff
member, when such downturn in financial performance arises from any of the following
circumstances:
a) Misconduct, fraud or serious infringement of the Code of Conduct and other
applicable internal rules by an Identified Staff member.
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b) Regulatory sanctions or judicial convictions due to events that could be attributed
to a specific unit or to the staff responsible for such events.
c) Significant failure of risk management committed by the Bank or by a business or
risk control unit, to which the willful misconduct or gross negligence of an Identified
Staff member contributed.
d) Restatement of the Bank’s annual accounts, except where such restatement is due
to a change in applicable accounting legislation
For these purposes, the Bank will compare the performance assessment carried out for the
Identified Staff member with the ex post behavior of some of the criteria that contributed to
achieve the targets. Both malus and clawback will apply to the Annual Variable
Remuneration of the financial year in which the event giving rise to application of the
arrangement occurred, and they shall be in force during the entire period of deferral and
retention applicable to the Annual Variable Remuneration.
Notwithstanding the foregoing, in the event that these scenarios give rise to a dismissal or
termination of contract of the Identified Staff member due to serious and guilty breach of
duties, malus arrangements may apply to the entire deferred Annual Variable
Remuneration pending payment at the date of the dismissal or termination of contract, in
light of the extent of the damage caused.
In any case, the variable remuneration is paid or vests only if it is sustainable according to
the Group's situation as a whole, and justified on the basis of the performance of the Bank,
the business unit and of the Identified Staff member concerned.
Regarding payments for the early termination of contracts for Identified Staff members, in
accordance with the provisions of the BBVA Group Remuneration Policy and in line with
the applicable regulations, they shall be based on the results obtained over time. In no
case shall bad results or inappropriate conduct be rewarded, and payments shall not be
awarded in cases where there have been clear and serious infringements that justify the
immediate termination of contract or the dismissal of the Identified Staff member. As
regards BBVA directors, the Bank has no commitments to pay severance indemnity.
As regards the pension policy, it shall be compatible with the entity's long-term business
strategy, objectives, values and interests. In accordance with the foregoing, BBVA has a
pension system in place, arranged on the basis of geographic areas and coverage offered
to different groups of employees. In general, the Bank's pension schemes are definedcontribution. The contributions to pension schemes of the Group's employees are made
within the framework of applicable labor law and individual or group agreements applicable
in each entity, sector or geographic area. BBVA will determine the characteristics of the
pension commitments with the different professional categories of employees, including the
pensionable salary.
The basis for the calculation of the benefits (commitments for retirement, death and
disability) reflect fixed annual amounts; no temporary fluctuations exist derived from
variable components or individual results.
As regards executive directors and members of the Senior Management, they are subject
to the specificities included in applicable regulations regarding "discretionary pension
benefits." Thus, 15% of the annual contributions agreed to cover the pension commitments
will be based on variable components and be considered "discretionary pension benefits",
subject to the conditions established in the applicable regulations and remuneration
policies. Detailed information on the implementation of pension commitments accrued in
the year ended may be consulted in Note 54 of the Annual Report corresponding to the
Consolidated Financial Statements of the Bank for 2018, available on the Bank's corporate
website (www.bbva.com).
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As regards non-executive directors, the Remuneration Policy for BBVA Directors
distinguishes between the remuneration system applicable to executive directors and the
system applicable to non-executive directors, as set out in the Bank's Bylaws. A detailed
description of the remuneration system for non-executive BBVA directors is included in the
mentioned Policy, and the implementation of this system has been explained in the Annual
Report on the Remuneration of BBVA Directors corresponding to 2018. Both documents
are available on the Bank's corporate website (www.bbva.com).
As set out in those documents, non-executive directors do not receive variable
remuneration; they receive a fixed annual amount in cash for holding the position of
director and as members of the various committees, with greater weight allocated to the
role as chair of each committee, and the amount depending on the nature and duties of the
functions attributed to each committee.
In addition, the Bank has a remuneration system in shares with deferred delivery for its
non-executive directors, approved by the General Meeting, which also constitutes fixed
remuneration. It comprises an annual allocation to non-executive directors, as part of their
remuneration, of a number of “theoretical shares” of the Bank that will be delivered, where
appropriate, after they leave directorship for any reason other than serious breach of their
duties. The number of “theoretical shares” annually allotted to each non-executive director
will be equivalent to 20% of their total remuneration in cash received the previous year,
calculated according to the average closing prices of the BBVA share during the 60 trading
sessions prior to the dates of the Annual General Shareholders’ Meetings that approve the
financial statements for each year.

5.4.

Information on the link between the remuneration of Identified Staff
and the performance of the Group

As explained in the above sections, the BBVA Group Remuneration Policy includes the
entitlement by Identified Staff members to an Annual Variable Remuneration, payment of
which is subject to ex ante adjustments and the amount of which is calculated according to
compliance with the objectives established at the start of the year for each of the annual
performance indicators, in accordance with the scales and weightings associated to each
indicator. Thus, the amount of variable remuneration received by Identified Staff is linked to
the results of the BBVA Group and varies in accordance with them.
Thus, the application of the scales of achievement defined for each indicator, on the basis
on the targets established, has determined the amount of the Annual Variable
Remuneration for executive directors. For the remaining Identified Staff members, along
with the result of the Group's annual performance indicators, the amount of Annual
Variable Remuneration has been determined in accordance with the level of achievement
of the financial and non-financial strategic targets set for the area and for each individual,
according to the weightings associated with each indicator which, as was already indicated,
have been set according to the type of function carried out by each beneficiary (business,
support or control).
During financial year 2018, the BBVA Group generated an Attributable Profit of €5,324
million, an increase of 51.3% over the previous year. Said attributed profit includes the
result of corporate transactions generated by capital gains and other associated expenses
from the sale of BBVA Chile for an amount of €623 million, net of taxes.
For the calculation of the result of the annual financial performance indicators that are part
of the remuneration system applicable to the Identified Staff, as indicated in section 5.3 of
this report, the aforementioned impact was not considered in the determination of the
Annual Variable Remuneration for 2018, in light of it being caused by operations or
circumstances that were considered by the Bank to be outside the ordinary management of
the Group. In this regard, the results and evolution of the annual performance indicators
established for the determination of the Annual Variable Remuneration for 2018 of the
executive directors, which are also included as Group indicators for the remaining
members of the Identified Staff, has been positive, representing increases with respect to
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the previous year in the four financial indicators (Attributed Profit, RORC, RAROEC and
Efficiency Ratio). Of particular note is the good performance of recurring revenue, and
lower loan-loss provisions, which offset the lower contribution from net trading income
(NTI) compared to the same period the previous year.
Despite increases in the four financial indicators compared to the previous year, the
attainment levels of Attributable Profit, RORC and Efficiency Ratio have been below the
target established for the year. This is mainly a result of economic instability in Turkey and
Argentina, whose behaviour is affected by the changes of exchange rates and the negative
impact of hyperinflation accounting in Argentina.
Regarding the Customer Satisfaction indicator (IreNe), which is part of the non-financial
indicators, an improvement has been observed in almost all regions compared to the other
competing financial institutions, resulting in a level of achievement of 99.1.
Accordingly, the Annual Variable Remuneration of the members of the Identified Staff is
linked to the Group's financial and non-financial results, all within the framework and in
accordance with the rules of the remuneration system detailed in section 5.3 of this report.

5.5.

Description of the criteria used to take into consideration present and
future risks in the remuneration processes

In line with what is detailed in section 5.3 of this report, the remuneration policy applicable
to Risk Takers in 2018 has featured the following elements:
-

Balance between the fixed components and the variable components of total
remuneration.

-

Ex-ante adjustments, which have been verified prior to the determination of the
Annual Variable Remuneration.

-

Use of indicators for the evaluation of results, incorporating current and future risk
adjustments. Among the financial indicators defined at the Group level are
RAROEC, an indicator that takes present and future risks into account and
considers profit obtained in relation to the economic capital necessary to obtain
those benefits, and which applies to all employees in general. In addition, this
indicator is also included at the area level in the business areas.

-

When measuring the performance of financial and non-financial indicators,
consideration is given to both individual management aspects and to the targets
set at the area and Group levels.

-

Upon measurement of performance of staff members performing control functions,
greater weighting is given to objectives related to their specific functions, to
strengthen the independence and objectivity of these functions.

-

At least 50% of Annual Variable Remuneration is established in shares (60% in the
case of the Deferred Component of the executive directors and Senior
Management).

-

Deferral clauses, designed so that a substantial portion of variable remuneration 60% in the case of executive directors, Senior Management and Risk Takers with
particularly high variable remuneration, 40% for the remaining cases – is deferred
in time, thus taking into account the economic cycle and the business risks. The
deferral period established for 2018 Annual Variable Remuneration is 5 years for
executive directors and Senior Management, and 3 years for the remaining Risk
Takers.

-

Inclusion of multi-year performance indicators, measured for the 3-year period from
the start of the deferral period, to which weightings have been attributed, and for
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which scales of achievement have been established, so that in the event that the
targets set for each indicator are not obtained, the Deferred Component of the
Annual Variable Remuneration may be reduced, even in its entirety, yet never
increased.
-

Obligatory withholding periods of any shares delivered as Annual Variable
Remuneration, so that beneficiaries may not freely dispose of them until one year
after their delivery date, except for those that should be divested to pay tax
obligations.

-

Prohibition of the use of personal hedging strategies or insurance related to
remuneration and liability.

-

Limitation of the variable component of remuneration for the year to 100% of the
fixed component of the total remuneration, except for the maximum of 238
employees for whom BBVA’s General Meeting held on March 16, 2018, authorized
the application of a maximum ratio of 200%, as explained in detail in section 5.7 of
this report.

-

Submission of the entire Annual Variable Remuneration to malus and clawback
arrangements during the whole deferral and withholding period, under the terms
indicated in section 5.3 of this report.

5.6.

Main parameters and reasons for any component of the possible
variable remuneration plans and other non-cash benefits

The main parameters of and motivation behind the components of the variable
remuneration plans of the Identified Staff have been set out in the previous sections of this
report.

5.7.

Ratios between the fixed and variable remuneration of Identified Staff

As specified in section 5.3 above, in the total remuneration for Identified Staff the fixed and
variable components must be appropriately balanced, in line with applicable regulations, to
ensure a policy that is fully flexible with regard to payment of the variable components,
allowing for such components to be reduced even in their entirety, where appropriate.
The proportion between both components is established taking into account the type of
functions developed by each beneficiary (business, support or control) and, as a result,
their impact on the risk profile, adapted in each case to the existing reality in the different
countries where the Identified Staff members carry out their activity or functions.
For these purposes, the Bank has defined “target” ratios between fixed and target variable
remuneration, which take into account both the function carried out by each Identified Staff
member and the impact on the risk profile.
Notwithstanding the above, pursuant to applicable law, the variable component of Identified
Staff members’ remuneration for a financial year shall be limited to a maximum amount of
100% of the fixed component of total remuneration, except for the functions for which the
General Meeting agrees to raise this percentage to a maximum of 200%.
For these purposes, the General Meeting held on 16 March 2018 agreed to raise the
maximum level of the variable component of remuneration up to a maximum of 200% of
the fixed component of the total remuneration for certain members of the Identified Staff, all
according to the Report issued by the Board for these purposes on 12 February 2018.
Thus, the Bank submitted the following resolution to the General Meeting:
"For the purposes of the provisions of Article 34.1 g) of Act 10/2014 of June 26, on the
regulation, supervision and solvency of credit institutions, to approve a maximum level
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of variable remuneration of up to 200% of the fixed component of total remuneration for
a group of employees whose professional activities have significant impact on the
Group’s risk profile, enabling subsidiaries of Banco Bilbao Vizcaya Argentaria, S.A., to
likewise apply said maximum level to their professionals, pursuant to the
Recommendations Report issued in this regard by the Board of Directors of Banco
Bilbao Vizcaya Argentaria, S.A., on 12 February 2018, and which has been made
available to shareholders as of the date on which this General Meeting was convened”.
This resolution was approved by the General Meeting for a maximum of 238 Risk Takers,
with a favourable vote of 97.96% on 64.38% of the capital present or represented at said
General Meeting.
The proposal submitted to the General Meeting included the detailed recommendation of
the Board, explaining the reasons and scope of the decision proposed to the General
Meeting and included the number of persons affected, as well as the expected effect on the
maintenance of a sound capital base, taking into account the considerations established by
the competent authority as regards dividend distribution policies.

As reflected in the Report of the Board, the persons for whom the higher level of
remuneration was requested for financial year 2018 had one of the following functions:





5.8.

Executive members of BBVA’s Board of Directors.
Members of BBVA’s Senior Management.
Personnel who perform their functions in the business areas of Spain, the United
States, Mexico, Turkey, countries of South America, and Corporate and Investment
Banking (CIB).
Personnel who perform their functions in corporate support areas, which include
members of the Identified Staff who work on a global basis for the Group as a
whole, without being assigned to a particular business area.

Quantitative information on remuneration of the Identified Staff

After year-end 2018, and in accordance with the results obtained (described in section 5.4
above), the Annual Variable Remuneration for Identified Staff members corresponding to
said year was calculated.
In accordance with the settlement and payment system established for 2018 Annual
Variable Remuneration of Identified Staff members:


The Upfront Portion will be paid, where applicable, in 2019, 40% in the case of
executive directors, members of Senior Management and Identified Staff members
with variable remuneration of particularly high amounts, and 60% for the remaining
Identified Staff members.



The Deferred Component will be subject to the multi-year performance indicators
mentioned in section 5.3 of this report, to be paid, if conditions are met, in 2022.
For executive directors and members of the Senior Management, the Deferred
Component will be paid, where applicable, according to the following schedule:
60% in 2022; 20% in 2023 and the remaining 20% in 2024.

This gives rise, among others, to the amounts that are detailed in the following table,
broken down by types of employees:
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TABLE 90: Total remuneration of Identified Staff in 2018 (Thousand Euro or number of
shares)

TABLE 91: Extraordinary remuneration of the Identified Staff in 2018 (Thousand Euro)

Of the total indemnities paid, the highest paid to a single member amounts to €2,620
thousand.
In addition, in accordance with Rule 40.1 of Circular 2/2016 of the Bank of Spain, indication
is given that, of the 23 cases of payments for early termination of contracts, there is one
case in which the amount paid has exceeded two annuities of the fixed remuneration.
In 2018, payment has also been made of the amounts deferred from years prior to 2018.
The following table shows the amounts paid in both cash and shares, as well as the
amounts that remain outstanding as at December 31, 2018:
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TABLE 92: Deferred variable remuneration from periods prior to 2018 (Thousand Euro or
number of shares)

The following table shows the total remuneration of the Identified Staff in 2018 by activity
area:

TABLE 93: Remunerations of Identified Staff in 2018 by activity areas (Thousand Euro)

On the other hand, the number of employees with a remuneration equal to or greater than
€1 million is as follows:

TABLE 94: Number of individuals with total remuneration in excess of €1 million in 2018
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6. Information on the Corporate Governance
system
In addition to the information that has been dealt with in this Report, and as regards the
remaining information on the corporate governance system of Part Eight of the CRR,
readers are referred to the 2018 Annual Corporate Governance Report, which forms part of
the Management Report that accompanies the BBVA Group's Consolidated Financial
Statements and to BBVA’s Board of Directors selection, appointment, rotation and diversity
policy, both documents being accessible on the corporate website (www.bbva.com).
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7. Subsequent events
On 15 January, the irrevocable decision was announced for early amortisation on
19 February 2019 of the issuance of potentially convertible preferred shares (additional
Tier 1 capital instruments) performed by the Bank on 19 February 2014 for an amount of
EUR 1.5 billion, coinciding with the First Reset Date of said issuance, and at such point
that the corresponding authorisation has been obtained by the Regulator.
At its meeting held on 31 January 2019, the Board of Directors agreed to issue bonds
convertible into ordinary BBVA shares, excluding the pre-emptive subscription right, under
the power delegated by the General Shareholders' Meeting of the Company held on
17 March 2017, in the fifth point on the agenda, which is currently pending execution.
On 1 February, it was announced that a cash payment of EUR 0.16 gross per share in April
as a supplementary dividend for fiscal year 2018 was expected to be submitted for
consideration by the corresponding government bodies.
The results of the supervisory review and evaluation process (SREP) were announced on
14 February.
On 19 February, the irrevocable decision was announced to redeem the issuance of
subordinated bonds (Subordinated Notes) on 11 April 2019 that has been computed as
Tier 2 capital for an amount of 1.5 billion, coinciding with the Optional Amortisation date of
said issue, and at such point that the corresponding authorisation has been obtained by the
European Central Bank.
There have been no other events from 1 January 2019 until the date of preparation of this
report that were not mentioned in this report and that might significantly affect the results of
the Group or its financial position.
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Annexes
Annex I. EU – LI3. Outline of the differences in the scopes of consolidation and non –
deducted participations in insurance undertakings
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Annex II. Own funds template
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Annex III. Capital instruments main features template (issuances)
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Annex IV. Leverage ratio common disclosure
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Annex V. Regulatory compliance
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