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Banking Industry Country Risk Assessment
Methodology And Assumptions

. Standard & Poor's Ratings Services is updating its methodology for determining a Banking Industry Country Risk

Assessment (BICRA). This update follows the publication of "Request for Comment: Methodology For Determining
Banking Industry Country Risk Assessments" on May 13, 2010. The criteria also reflect changes that were proposed
as part of the publication of "Request for Comment: Banks: Rating Methodology" on Jan. 6, 2011.

This article supersedes "Methodology: Banking Industry Country Risk Assessments," published June 6, 2006 and
"Criteria: S&P’s Banking Industry Country Risk Assessments: Global Annual Roundup," published Aug. 9, 2007.

The criteria constitute specific methodologies and assumptions under "Principles of Credit Ratings," published Feb.
16,2011.

I. SCOPE OF THE CRITERIA

The criteria apply to all banking systems for which bank ratings have been, or will be, assigned.

II. SUMMARY OF THE CRITERIA

The BICRA methodology ("criteria," "framework" and "methodology" are used interchangeably herein) is designed
to evaluate and compare global banking systems. A BICRA is scored on a scale from 1 to 10, ranging from the

lowest-risk banking systems (group 1) to the highest-risk (group 10).

A BICRA analysis for a country covers rated and unrated financial institutions that take deposits, extend credit, or
engage in both activities in a particular country. The analysis incorporates the entire financial system of a country by
considering the relationship of the banking industry to the financial system as a whole. More specifically, the BICRA

includes the impact of nonbank participants.

A BICRA score is based on a time horizon of three to five years, similar to that used for investment-grade ratings
(see "The Time Dimension Of Standard & Poor’s Credit Ratings," published Sept. 22, 2010).

The BICRA analysis incorporates the influence of government supervision and regulation of the banking system,
including existing emergency system-wide support programs. It excludes the potential for targeted government
intervention and rescue of specific financial institutions. This extraordinary government support for systemically
significant institutions is reflected through ratings uplift (see Banks: Rating Methodology And Assumptions,
published Nov. 9, 2011, section VIII).

The BICRA methodology is divided into two components: "economic risk" and "industry risk." The analysis is then
further divided into six "factors" that result in an economic and industry risk score for each country (see table 1). A
factor that is assessed as high-risk is given a greater weight in the assignment of the final BICRA scores (see table 2).

. The criteria use metrics to enhance transparency and provide a basis for comparability among banking systems. The

criteria provide guidance in assessing and scoring each factor and sub-factor.
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. The rating methodology for banks uses the economic and industry scores produced by the BICRA analysis to

determine an anchor which acts as a starting point for determining a bank's stand-alone credit profile (SACP) (see
Banks: Rating Methodology And Assumptions).

The creditworthiness of a sovereign and its banking sector are closely related. Many of the factors underlying a
sovereign rating are important in determining a BICRA score. More specifically, the sovereign rating methodology is
applied in assessing some of the sub-factors under the "economic resilience" and "economic imbalances" factors (see
tables 5 and 7). In addition, the methodology recognizes that the influence of a sovereign's creditworthiness on the
related BICRA is more pronounced when the sovereign's creditworthiness deteriorates (see paragraphs 70 and 113).

The BICRA and sovereign criteria are also linked through the analysis of the contingent liabilities arising from the
financial sector in a period of economic stress. This is described in the section on "Contingent liabilities" (see

paragraphs 97-103) in "Sovereign Government Rating Methodology And Assumptions," published June 30, 2011.

ITI. CHANGES FROM RFC

On April 20, 2011, Standard & Poor's published "What's Happening With The New Bank Criteria? An Update On
Feedback And Implementation." A majority of investors and issuers who provided feedback to Standard & Poor's
supported the BICRA methodology and welcomed the increased guidance around the treatment of country and
banking-sector risks. However, market participants consistently sought greater transparency around the scoring for
each factor and sub-factor.

The most substantive change, in response to market feedback, relates to the increased transparency around each of
the sub-factors and the use of metrics to support the assessments. There are 22 specific sub-factors versus the
original 19 outlined in the Request for Comment. In addition, there are six specific adjustments which further refine
the analysis for four of the six factors. The factors, sub-factors, and adjustments are outlined in Table 1 below. By
using clearly defined metrics and adjustments at each stage of the analysis, the criteria seek to avoid double
counting.

IV. EFFECTIVE DATE AND TRANSITION

. These criteria are effective immediately. We intend to complete our review of the BICRA scores within the next six

months. Additional information related to the transition is provided in "How Standard & Poor's Intends To
Finalize Its Bank Criteria And Apply Them To Ratings In The Fourth Quarter Of 2011," published Nov. 1, 2011.

V. METHODOLOGY: Economic and Industry Risk

. The BICRA methodology has two main analytical components: economic risk and industry risk.

* The economic risk of a banking sector is determined by the structure and stability of the country's economy,
along with the central government's macroeconomic policy flexibility, actual or potential imbalances in the
economy, as well as the credit risk of economic participants--mainly households and enterprises.

 Industry risk is determined by the quality and effectiveness of bank regulation and the track record of authorities
in reducing vulnerability to financial crises, the competitive environment of a country's banking

industry--including the industry's risk appetite, structure and performance--and possible distortions in the market.
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Industry risk also addresses the range and stability of funding options available to banks, including the role of the
central bank and government.

18. The economic and industry risk scores are based on the analysis of six factors which are further divided into 22

sub-factors. In addition, the criteria allow six specific adjustments to further refine the analysis (see table 1).

Table 1
BICRA Methodology Framework

F actor Subfactor adjustments Additional adjustments®
A, Econonic Economic structure and stability GOF per capita
resilience Macroeconomic palicy flexibility
Falitical risk
B. Economic Expansionary phase Atypical change in private-sector
imbalahces Private-sector credit growth credit growth or asset prices
Residential real estate prices Commercial real estate prices
Equity prices
Current-account balance and
i external debt posttion
3 -
‘E Correclion phase
c Expected impact on the banking
8 sector
Ly
C. Credit risk in Frivate-sector debt capacity and Currency movements or price
the economy leverage valatility
Lending and underwriting Country-specific characteristics
standards
Fayvment culture and rule of law
Sovereign government credit
stress
A, Institutional Banking regulation and supervision
framework Regulatory track record
Governance and transparency
-E B. Com_,:-eririve Risk appetite
& dymamics Industry stability
.E‘ Warket distottions
3
= ¢ Sysrem-wide Care customer deposits Mon-loan assets
funding External funding
Domestic debt capital markets
Government role
* Additional adjustments apply to 10% or less of the BICRA scores assigned.

www.standardandpoors.com/ratingsdirect
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for each factor listed in table 1 above. The criteria then refine these initial assessments based on a number of defined
adjustment factors.

"non

20. The sum of the points for the three factors "economic resilience," "economic imbalances," and "credit risk in the
economy" determines the economic risk score for a banking industry. Likewise, the sum of the points for

"institutional framework," "competitive dynamics," and "system-wide funding" determines the industry risk score.

VI. Methodology: Assessment and Scoring

21. Each factor is scored on a numerical scale that ranges from "1" (very low risk) to "6" (extremely high risk) (see
table 2). This scoring is based on the analysis of the characteristics associated with each factor and sub-factor. The
criteria apply the "extremely high risk" or "6"score in rare circumstances since it signals serious deficiencies or

stress.

22. The metrics used in the analysis are derived from a variety of data sources including international statistics, national
statistics, and aggregate statistics that a banking industry and its regulators produce. The criteria also allow for the
use of Standard & Poor's research and analysis about a banking industry. In addition, where data and estimates

result in an assessment that is on the border between two categories, the scoring is based on the expected trend.

23. The overall assessment of economic risk and industry risk, which ultimately leads to the classification of banking
systems into BICRA groups, is determined by the number of "points" assigned to each risk score on the six-grade
scale. The points range from 1 to 10, with one point corresponding to "very low risk" and 10 points corresponding
to "extremely high risk." The scale shown in table 2 below ensures that higher-risk factors have a greater influence

on each of the economic and industry risk scores.

Table 2
Scoring The BICRA Factors

Relative risk description Risk score Points
Very fowrisk 1 1
Low FiSK 2 2
intermediate vigk 3 3
High sk 4 &
Very high Hsk 5 7
Extremely Righ Hsk B 10

24. The point total for each of the economic and industry risk scores corresponds to a particular score on a 10-point
scale, with 1 representing the lowest risk and 10 representing the highest risk (see table 3).
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Table 3
Determining Economic Risk And Industry Risk Scores
Point total for the three economic Economic risk or
or industry risk factors industry risk score
34 1
58 2
7-8 3
9-10 4
11-12 5
13-14 ]
1517 7
18-20 8
21-23 9
24-30 10

25. The economic risk and industry risk scores are combined using a matrix (see table 4) to arrive at a country's BICRA

group.

Table 4

Determining A BICRA Group Using Economic Risk And Industry Risk Scores*

T———" | Industry risk
Economic | 4 2 3 4 5 6 7 8 9 10
1 1 1 2 3 3 4
2 1 2 2 3 4 4 5
3 2 2 3 3 4 5 5 ]
4 3 3 3 4 4 5 B 7 7
5 3 4 4 4 5 5 B 7 a 2]
il 4 4 5 5 5 ] T T 2 2]
T 5 5 G G 7 T a a 9
8 G T T T a a 9 10
9 T a a a 2] 4 10
10 4 2] 4 10 10 10
*0n a scale from 1 to 10, from lowest to highest risk.

VII. Methodology: Evaluating Economic Risk

26. The BICRA methodology uses "economic resilience," "economic imbalances," and "credit risk in the economy" to

capture the economic risk. The analysis of each of these factors leverages the conclusions made by sovereign analysts
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in determining the sovereign rating of a country. For a detailed explanation of the methodology used to derive the
sovereign scores see "Sovereign Government Rating Methodology and Assumptions," published June 30, 2011
(herein referred to as sovereign criteria).

A. Economic Resilience

The economic resilience factor assesses the underlying stability of an economy and its resilience to adverse economic

developments, such as external shocks.

The initial assessment of economic resilience uses the same three factors that drive a sovereign's economic score,
namely: income levels, growth prospects and economic diversity and volatility. As a result, a country's initial
economic resilience score is determined by the sovereign economic score and adjusted for macroeconomic flexibility

and political risk (see table 5).

The assessment of the economic resilience score is described in table 5 below:

Table 5
Economic Resilience Score

The initial BICRA economic resilience score is set by the sovergign “economic score"
excluding any possible adjustment for a potential credit-fueled asset bubble (see
sovereign criteria table 4).

Adjustment factors impacting the initial economic resilience score by one category:
« GOF percaptain U3, dollars is not an adequate reflection of the country's economic
structure ar stability as described in 31,
« Macroeconomic policy flexikility is materially weaker than that indicated by the intial
economic resilience score as described in Y33,
« Folitical risk is significantly higher than the initial economic resilience score as described in
35

Maximum net adjustment is capped at two categories.

1. Economic structure and stability

The initial economic resilience risk score is based on the "economic score" from the sovereign criteria (see table 4 in
the sovereign criteria), excluding any adjustment for a potential credit-fueled asset bubble in the sovereign criteria.
The risk arising from credit-fueled asset bubbles is captured in the "economic imbalances" factor (see Section VIL.B)
in the BICRA methodology.

2. Adjustment related to GDP per capita

. The score for economic resilience will be one category better or worse than the initial economic resilience score

determined in paragraph 30 if the GDP per capita in U.S. dollars is not an adequate reflection of the country's
economic structure or stability.

In practice, the adjustments specified above apply to less than 10% of the BICRA scores. Examples of cases where
data could understate the real risk to the banking sector are oil-producing or high-inflation economies.

¢ Oil production may result in significantly higher GDP per capita, i.e. a lower initial economic resilience score than
the risk related to the underlying economic structure and stability would represent for the banking sector. For
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such countries, if it is not already captured in the sovereign economic score, the initial economic resilience score
will be worse by one category.

¢ High inflation, a factor which is not captured in the sovereign "economic score," hurts a banking sector. The
initial economic resilience score will be one category worse for high-inflation countries (such as Russia or Brazil
in the mid 1990s).

3. Adjustment for degree of macroeconomic policy flexibility

The macroeconomic policy flexibility of a government and a central bank is a negative adjustment and will result in
an initial economic resilience score that is worse by one category. The BICRA criteria use the sovereign fiscal score
(excluding any adjustment for contingent liabilities which relate mainly to the banking sector) and the sovereign
monetary score to make an adjustment to the initial economic resilience score. The initial economic resilience score

will be worse by one category if:

e The average of the fiscal and monetary scores from the sovereign analysis is higher than 3.0; and
 The difference between the average of the fiscal and monetary scores and the initial economic score is equal to or
greater than 1.5.

For example, if a country has an initial economic resilience score of 2 and the average of the fiscal (excluding the
adjustment for contingent liabilities which relate mainly to the banking sector) and monetary scores is 3.5, the

criteria would assess the economic resilience score to be a 3, or worse by one category.

4. Adjustment for political risk

The adjustment for political risk is also derived from the assessment of the political score under the sovereign criteria
(see sovereign criteria paragraphs 36-50). If the sovereign political score of a government is two or more categories
weaker than the initial economic resilience assessment, the initial economic resilience score would be worse by one

category.

B. Economic Imbalances

The economic imbalances factor focuses on imbalances, such as credit-fueled asset-price bubbles and current
account imbalances, which affect financial institutions. Due to the cyclical nature of imbalances, the BICRA
methodology differentiates between an expansionary phase and a correction phase when assigning a risk score.
Given the challenges of determining inflection points, the criteria use the correction phase (see table 8) when there is

evidence of growing or elevated credit losses in a banking sector.

1. Expansionary phase
For the expansionary phase, a country's economic imbalances risk score is determined by the following sub-factors:

» Private-sector credit growth;

* Inflation-adjusted residential real estate prices;

¢ Inflation-adjusted commercial real estate prices (if applicable);
¢ Inflation-adjusted equity prices; and

* Current account balance and external debt position.

The assessment of the economic imbalances score under the expansionary phase, is described in tables 6 and 7
below.

www.standardandpoors.com/ratingsdirect 9
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Table 6
Economic Imbalances Score®: (1) Expansionary Phase

v Residential Housing Prices
Change in inflation-adjusted housing prices (%:)* (see T41)
Eelow 2% 2-4% 4-5% 6-5% -11% =11%

Change Below 2 pps’ 1 1 i 2 3 4
noje 1n = = - o k) k) A

E & private-sector 2-3 pos 1 P P 3 3
&5  credit 3-8 pp= 2 2 3 3 4 5
85 percentage 55 pos 2 3 E 4 4 :
= V' 84 pps 3 3 4 : 5 6
=14 pos 4 4 c c g 5

Adjustment factors impacting the initial economic imbalances score by one or two categories:
* Changein prvatesector credit growth orin az=et prices iz not an adequats reflection of economicimbalances
as described in T41;
* An azzezzment that the commerdal real eztate market reprezentz a higher rizk category than the rezidential
housing markst az dezcrbed in 43-45;
* A zignificant increaze in inflation-adjusted equity prices as descrbed in Y45,
+ Cument account balance and external debt position as described in 47-42 and takble 7.

I aximum net adjustment from initial econemicimbalances score iz capped at three categories.

* Ayerage annual change over past four vears or average annual change over past three vearz and cumentayear
egtimate (if current-wear data exizts for 2 months or more).

& Percentage pointz.

T Awerage annual changein domestic credit to private 2edor and non-inandal public enterprizes (NFPE=) az
percentages pointz of GDP over past thres years and current year.

T Initial economic imbalances scores.

a. Changes in private-sector credit growth and housing prices
The criteria use the change in domestic credit to private-sector enterprises and non-financial public enterprises
(NFPEs), expressed in percentage points of GDP, as one of the two indicators to derive the initial economic

imbalances score. The analysis is based on a four-year moving average of the annual change.

The second indicator of the economic imbalances score is the average annual change over four years in
inflation-adjusted residential housing prices. For countries where housing price data are not available, the criteria
use an informed assessment based on insights and discussions with participants present in or monitoring these

markets, such as economists, banks, and real estate operators.

b. Adjustment for atypical change in private-sector credit growth or asset prices

. The score for economic imbalances will be one category better or worse if either the change in private-sector credit

growth or in asset prices is not an adequate reflection of economic imbalances.

In practice, the adjustments specified above apply to less than 10% of the BICRA scores. Examples of situations
where nominal private-sector credit growth misstates the real risk to banks in a country include:

* A country with a very low initial ratio of private-sector credit to GDP that is experiencing significant credit
growth that may pose additional risk that is not adequately captured in table 6 above. For such countries, the
initial risk score is worse by one category.

¢ On the other hand, a country which is an international financial center may show significantly higher credit

growth than what actually is being channeled into the domestic economy (e.g. Hong Kong). In such a case, the
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analysis in table 6 is based on estimates of the percentage of credit growth attributable to domestic borrowers.

c. Adjustment for commercial real estate prices
The methodology allows for adjustments for the commercial real estate (CRE) market informed by CRE prices and

other indicators when available. The performance of the CRE segment is at least as important for the banking sector
as the residential housing segment, but the data gaps relating to prices are much wider than those for residential

housing.

For countries where CRE prices are available, the analysis is based on the average annual change in
inflation-adjusted CRE prices over a four-year rolling average (calculated in the same way as for inflation-adjusted
housing prices, see table 6). The analysis is further complemented by CRE vacancy rates as a percentage of total
CRE units. Rising vacancies, for example, would signal potential pressures on CRE prices.

Based on an assessment of the CRE market, the initial economic imbalances score is worse by one category if the
CRE segment represents a higher risk than the residential housing market. If the CRE market represents a lower risk
or a risk that is similar to the residential housing market, there is no adjustment to the initial economic imbalances
risk score. For example, an initial economic imbalances score of "1" will move to a "2" if the CRE market is
assessed as higher risk as a result of the application of paragraphs 43 and 44.

d. Adjustment for equity prices

The initial economic imbalances score is worse by one category if the average annual rise in inflation-adjusted equity
prices over the two most-recent years has been greater than 40%. For banking sectors which have limited exposure
to the stock market, as measured, for example, by equity market capitalization to GDP (as a proxy) of less than

20%, there is no adjustment to the initial economic imbalances risk score, even in the face of large equity price rises.

e. Adjustment for current account balance and external debt position
The criteria use the assessment of a country's external risk as defined in the sovereign criteria (see sovereign criteria

paragraphs 62-78). The assessment of this sub-factor results in three categories:

» Limited vulnerability for sovereign external scores of 1, 2 or 3;
* Moderate vulnerability for sovereign external scores of 4 and 5; and

* Significant vulnerability for sovereign external scores of 6.

Adjustments to the initial economic imbalances score for current account balance and external debt position are
shown in table 7 and are applicable to the extent the risks are not already captured elsewhere in the BICRA
methodology (see sovereign criteria paragraph 76).

www.standardandpoors.com/ratingsdirect 11
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Table 7

Adjustments For Current Account Balance And External Position

Impact on the

initial economic
Category Description imbalances score
Limited vulnerability Sovereign external scoresof 1, 2, or 3 ]
Moderare vulnerability Sovereign external scoresof 4 and & +1
Significant vulnerabifity Sovereign external scores of & +2

2. Correction phase

When imbalances start to reverse--such as when a bubble has burst and prices are in the process of correcting--the
risk score derived from table 6 is no longer appropriate (see paragraph 36 for how the correction phase analysis is
applied). This reversal signals a shift from the expansionary to the correction phase. Evidence of the start of a
correction phase is seen though growing or elevated credit losses on a banking sector's balance sheet. The correction
phase analysis is based on the duration of the correction and the impact on the banking system, which can be
prolonged.

While some imbalances may be resolved in an orderly manner, the nature, extent, and timing of a future correction
is uncertain. As such, even if the imbalances start to correct--through, for example, falling asset prices--the economic
imbalances score will remain elevated until the asset price correction has largely worked its way through the banking
system.

. The assessment of economic imbalances for the correction phase is determined by the expected impact on the

banking sector over the coming two- to three-year period. The impact can be limited, high, very high or extremely
high (see table 8). The assessments in table 8 are informed by a wide range of factors, including estimates of base
case credit losses for a banking system.
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Table 8
Economic Imbalances Score: (2) Correction Phase

Expected impact on banking sector during a correction

Inttial risk
C ategory Description score

A hubble (asset price ar credit) burst in the last 3-59 yvears
and the correction phase is coming close to an end. The
projected remaining impact on the banking sector over
Limited inpact the coming two- to three-yvear period is limited. Foar 3
example, the Danish banking sectar, whose loan loss
ratio peaked at 1% in 2009 and istrending to below 50
hips, would qualify as "limited impact”.

A bubble (asset price or credit) hurst or a current account
crisis started 35 vears ago and the correction is ongaing.
The projected impact an the banking sector over the
High impact carming two- tothree-year period will be high. The 4
housing market in Spainin 2011, for example, is
expected to continue to have a "high impact” on the
hanking sectar.

A hubble (asset price or credit) burst or the country is
experiencing a current account crisis and the correction is
ongoing. The projected impact on the banking sector over
the coming two- to three-year period will be v ery high.
The LS. housing market in 2008, for example, had a
“wery high impact" on the banking sector.

Very Righ impact

A significant bubble {asset price or credit) burst orthe

country is experiencing a current account crisis and the

carrection phase is ongoing. The projected impact on the

hanking sector over the coming two- to threeyear period f
will be extremely high. The Latvian housing market in

2008, for example, had an "extremely high impact” as

housing prices started to correct from a 50% decline.

Extranely figh
fmpact

C. Credit Risk in the Economy

. The credit risk score assesses a banking sector's credit risk relative to its exposure to households, companies, and to
the sovereign government. The following sub-factors drive the assessment of credit risk:

 Private-sector debt capacity and leverage;
* Lending and underwriting standards;
¢ Payment culture and rule of law; and

¢ Sovereign government credit stress.

. The assessment of the credit risk score is described in table 9 below:

www.standardandpoors.com/ratingsdirect 13
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Table 9
Credit Risk Score
Leverage
Private sector credit as 3% of GDP* (see N54)
Below 75% 75-150% =150F,
= =353000 1 2 3
]
= GOP per capita
b (USD)* (see 15000-35000 2 3 4
= T4
[:1]
(] Below 15000 3 4 5

Adjustment factors impacting the initial credit risk score, typically by one or two categories
each:

« Data for GOP per capita are distorted by currency movements or price volatility (55).

« Country-specific characteristics related to private-sector debt capacity and leverage as described

in a7-61.

+ Lending and underariting standards as descriced in TY62-67.

+ Payment culture and rule of law as described in TY68-69.

« Sovereign government credit stress as described in 770,

MM aimum net adjustment from initial credit risk score is capped at three categories.

1. Private sector debt capacity and leverage

The criteria use GDP per capita as a proxy for the private sector's debt capacity. The initial credit risk score is
derived from the combination of GDP per capita and private sector credit as a percentage of GDP (see table 9). In
practice, if a country's GDP per capita or private sector credit as a percentage of GDP is projected to change
significantly over the near term and, for instance, move into another bracket in table 9, the initial credit risk score is
based on these projections.

2. Adjustment for currency movements or price volatility
The score for credit risk in the economy is one category better or worse than the initial credit risk score if GDP per

capita is distorted by currency movements or price volatility (e.g. commodity prices).

In practice, the adjustments specified under paragraph 55 above apply to less than 10% of the BICRA scores.
Examples of situations where price or currency volatility distort the credit risk assessment include:

A significant change in GDP per capita compared with previous years if this stems mainly from a change in the
country's currency exchange rate to the dollar. The focus of the analysis is the private sector's debt capacity in
local-currency terms.

* A significant change in GDP per capita changes that is mainly due to highly volatile commodity prices, especially
if the GDP per capita is projected to return to prior levels within two to three years. The current-year estimate is
applied to the GDP per capita metric.

3. Adjustment for country-specific characteristics
The initial credit risk score derived in the matrix in table 9 is adjusted by one category if any of the country-specific
adjustments in paragraphs 58-61 apply.
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The household sector of a country is significantly financially stronger or weaker than that of countries with the same
initial credit risk score. The criteria use indicators such as the household sector's debt to GDP, debt service to
disposable income, and financial wealth when assessing the financial position of households. For example, the credit
risk score of a country whose household sector has financial assets, mainly highly liquid deposits, which are two
times its debt will be better by one category. This adjustment would not apply, however, in markets with a high

concentration of wealth.

The corporate sector of a country is significantly financially stronger or weaker than that of countries with the same
initial credit risk score. The criteria use indicators such as corporate credit trends derived from the credit analyses of
the corporate sector, including corporate bankruptcies, to assess a corporate sector's financial position. The criteria
also use assessments based on information from banks and external parties operating in or monitoring that country.
The conclusions of the analysis are compared to other metrics such as the level and trend of delinquencies and
nonperforming loans in the system. For example, the credit risk score of a banking sector that continues to struggle

with its corporate non-performing loans will be worse by one category.

The composition of a banking sector's loan book is significantly different from that of banking sectors in countries
with the same initial credit risk score. This is the case if, for example, there is a significantly larger or smaller share
of prime quality mortgage loans (which are typically low risk), or a significantly larger or smaller share of real estate
and construction loans (which are typically high risk). For example, the credit risk score of a banking sector that has

a significantly larger relative share of lending to small- and medium-sized enterprises will be worse by one category.

The GDP per capita of a country materially overstates or understates the debt capacity of the part of the private

sector that would typically borrow from the banks. For example, in oil-producing economies, while oil production
can result in significantly higher GDP per capita, few of the companies generating this wealth will borrow from the
banking sector. In this case, the credit risk score will be worse by one category if the GDP per capita overstates the

debt capacity of the borrowers.

4. Adjustment for lending and underwriting standards

The quality and effectiveness of a banking sector's lending and underwriting practices influence the severity of
banking losses resulting from an economic downturn. The criteria apply the descriptions for a banking sector's
lending and underwriting practices in table 10 to adjust for the quality of lending and underwriting standards. The
descriptive characteristics in table 10 are applied on a "best-fit" basis to determine whether a banking system is: (i)

at least moderately conservative; (ii) relaxed; or (iii) aggressive.

Changes to the initial credit risk score based on this sub-factor will follow possible adjustments to the initial credit
risk score under the sub-factor private-sector debt capacity and leverage. For an assessment of "at least moderately
conservative," there is no adjustment to the initial credit risk score. The initial credit risk score will be worse by one
category if the assessment shows lending and underwriting practices as "relaxed" and by two categories if

"aggressive."
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Table 10
Adjustment For Lending And Underwriting Standards

Adjustment
to the initial

Category Description credit risk

SCore

Moderately conservative lending and underwriting standards

At least
moderately
conservative

Share of new residential mortgage lending above 30% LTY: 0% 30%
Average indexed LTV for the residential mortgage portfolio: below G0%.
Inderwriting standards for mortgage lending are based on multiple
factars, including at least moderately conservative cash-flow requirements
and collateral v alues.

Minimal mortgage lending other than prime.

Limited concentration in cyclical orvulnerable sectors guideline below
a%.

Limited concertration in real estate construction and development: 0
quideline below 3%.

Limited single-name concentration.

Limited foreign-currency lending: below 20% or moderate vulnerability
due to a gable and credible peg to the currency of foreign-currency
lending.

Mo ar very low use of securitization and derivatives to shift risks off
balance sheet.

Relamd lending and underwriting standards

Relaxed

Share of new residential mortgage lending above 80% LTYV: 30%-60%.
Average indexed LTV for the residential mortgage portfolio: 60%-75%.
nderwriting standards for mortgage lending may be based on a multiple
aof factors, including cash flow requirements and collateral values.

Some mortgage lending other than prime (buy-todet, subprime etc.).
Concentration incydical or vulnerable sectors: 8%-15% +1
Concentration in real estate construction and dev elopment: 6%-15%.
Some single-name concentration.

Foreign-currency lending 20%-40% and high vulnerahbility due to a
possible fall inlocal currency.

Some use of securitization and derivatives to shift risks off balance sheet
(originate-to-distribute model}

Agaressive lending and underwriting standard s

Aggressive

Share of new residential mortgage lending above 80% LTV, above 60%.
Average indexed LTV for the residential mortgage portfolio: above 75%.
nderwriting standards for mortgage lending would typically be based on
collateral values only.

Impartant mortgage lending ather than prime (buy-to-let, subprime).
Concentration incydical or vulnerable sectors: above 15% of total loans.
Concentration inreal estate construction and dev elopment: above 15% of
total loans.

Significant single-name concentration.

Foreign-currency lending above 40% and very high vulnerability due to a
possible fall inlocal currency.

Broad use of securtzation and derivatives to shift risks off balance sheet
(originate-to-distribute model).

+2

64. The criteria rely on a variety of metrics to assess a banking sector's lending and underwriting standards. The key

metrics used to assess the risk related to household lending are: (i) the share of new mortgage lending at
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loan-to-value (LTV) ratios exceeding 80%; (ii) the average indexed LTV for residential mortgages; (iii) whether
underwriting standards for mortgage lending are based on multiple factors (such as cash flow adequacy and
collateral values) or one of the factors only; and (iv) the respective share of prime mortgage lending compared with

nonprime lending.

The key metrics used to assess the risk related to corporate lending are: (i) sector concentration in cyclical or
vulnerable sectors, including single-name concentration, as a percentage of total lending; and (ii) the share of real
estate construction and development as a percentage of total lending. The criteria view sectors--such as commodities
or shipping--which are affected by an economic downturn as cyclical or vulnerable.

Foreign-currency lending as a percentage of total lending is another key metric applicable to a banking system where
foreign-currency lending is a common practice. This adds a source of risk for un-hedged borrowers in the face of a

potential weakening of the local currency.

The criteria also evaluate aggregate residential mortgage-backed securities and other asset-backed securities in a
banking sector. While extensive use of securitization and derivatives is not in itself a risk factor, the criteria assess
whether a banking industry's use of these techniques is a means of shifting risks off the balance sheet. Particularly,

the criteria view the "originate to distribute" model as high-risk.

5. Adjustment for payment culture and rule of law

The payment culture and rule of law is another factor that influences the severity of banking losses resulting from an
economic downturn. In assessing this sub-factor, the criteria assess creditors' rights and predictability of the legal
framework, including bankruptcy law and credit rights, the creditor's ability to recover collateral, and the resolution
time for bankruptcy or foreclosure. The analysis is informed by external indicators, such as the World Bank's
governance indicators for the rule of law and control of corruption and Transparency International's corruption
perceptions index. For example, the averages of the World Bank's "rule of law" and "control of corruption"
governance indicators are typically between 0 and 2.5 for "at least moderately strong," between 0 and -0.5 for

"weak" and between -0.5 and -2.5 for "very weak".

The assessment of payment culture and rule of law corresponds to one of three categories: (i) at least moderately
strong; (ii) weak; and (iii) very weak (see table 11). The initial credit risk score (after possible adjustments under the
sub-factors private-sector debt capacity and leverage, and lending and underwriting standards) is unchanged for a
classification as "at least moderately strong." The initial credit risk score is worse by one category for an assessment

of "weak" and by two categories for "very weak".

www.standardandpoors.com/ratingsdirect 17



70.

72.

73.

Criteria | Financial Institutions | Banks: Banking Industry Country Risk Assessment Methodology And Assumptions

Table 11
Adjustment For Payment Culture And Rule Of Law

Impact on the
Category Description initial credit
risk score
At least moderately strong payment culture and
At least adherence to rule of law
moderately At least moderately strang legal framework. Legal claims over 0
strong loan defaults and recoveries of collateral proceed at least

with satisfactory speed and effectiveness.

Weak payment culture and adherence to rule of law
Weak |neffective legal framework and judicial system. Often +1
arbitrary and discretionary legal and judicial decisions.

Very weak payment culture and adherence to rule of law
Very weak Highly ineffective legal framework and judicial system. +2
Arbitrary and discretionary legal and judicial decisions.

6. Adjustment for sovereign government credit stress

The assessment of credit risk in a particular country will be worse by one or two categories depending on the
severity of the sovereign credit stress and the size of the government securities held by the banking sector. The
adjustment for sovereign credit stress is as follows:

¢ A one-category adjustment is applied when a sovereign government's foreign-currency long-term rating falls by
three or more notches within 12 months to below BBB-.

* A two-category adjustment is applied when there is a substantial increase in sovereign credit risk as indicated by a
rating that has declined by three or more notches within 12 months to below 'BB-'.

. This adjustment is removed after a period of stabilization when the sovereign's creditworthiness is no longer viewed

as an additional credit risk for the banks.

In addition to its impact on the credit risk of a banking system, sovereign credit stress also impacts a banking
system's funding profile (see table 20).

VIII. Methodology: Evaluating Industry Risk

The criteria organize the assessment of industry risk into three factors: "institutional framework"; "competitive
dynamics"; and "system-wide funding". The criteria for assessing industry risk include the quality and effectiveness
of bank regulation, the track record of authorities in managing financial sector turmoil, and the competitive
environment of a country's banking industry, including the industry's risk appetite and its structure. Industry risk
also addresses the range and stability of funding options available to banks, including the roles of the central bank
and the government.
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A. Institutional Framework

The assessment of the institutional framework score is based on an analysis of the following three sub-factors:

» Banking regulation and supervision;
* Regulatory track record; and

* Governance and transparency.

The initial assessment of a banking sector's institutional framework is based on the evaluation of banking regulation
and supervision and the regulatory track record (table 12). These two sub-factors together are used to derive the
initial institutional framework risk score as described in table 13. The initial risk score is worse by one category if
governance and transparency in the banking sector is "weak." There is no adjustment if governance and
transparency is "at least adequate" or better. The maximum adjustment from the initial institutional framework

score is one category.
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Table 12
Institutional Framework Score (1)
Cateq ory Banking regulation and supensision Regulaory track record
Banking regulations are mare consendative than Yer strong track record as evidenced
international standards. Supenision is weny by the authorities having taken
effective and hands-an. Regulators monitar preventive measures and thereky
hanks closel and frequently. Regulators have reduced vulnerahility ta financial crisis
conserative standards, which impose strong over past economic downturms.
market discipling.
Strong Regulatory coverage and reach is extensive so
that wirtuall all tvpes of financial risks are
captured. There is one central regulator
supervising all types of financial institutions or
there is close cooperation hetween the different
supervisory authorities.
Banking regulations are typicall in compliance M oderate track record, as evidenced
with international standards. Supervision is forinstance by authorties having had
gffective to moderately effective and hands-on. to support banks with capital injections
Regulators usually manitaor banks closely and to avoid hank failures in past economic
frequently, but gaps could accur. Regulators downturns.
have moderately conservative standards, which
_ impose moderate market discipline. Regulators may have identified
Intermediate prablems at an early stage and acted
Regulatory coverage and reach is fairly hroad quickly to remedy them. Regulators
sothat many types of financial risks are rmay have had significant power and
captured, but some [apses exist. ensured that banks took corrective
actions.
Bank regulations are more lax or lenient than Weak tovent weak track record, as
international standards. Supemision is less evidenced for instance by authorities
effective and less hands-on. Regulators having had to suppart hanks with
rmonitar banks on an ad hoc basis. There significant capital injectionsto avoid
could also be significant gaps or delaysin hank failures in past economic
monitaring financial institutions. Regulators dowrturns.
hawe relatively weak standards which only
impose limited market discipline. Regulators may have been maore
reacthie than proactive in past
Regulatory coverage and reach include gaps crizes. Regulators may have had
Weak sothat several types of financial risks are not althority to remedy problems early,

captured.

Regulators may he subject to palitical
influence that weakens regulation.

bt mmay not abway s have exercised
the authority.

ar
Supervisors lacked capacity and
authority to address problems early
in cettain impartant areas.
Regulators had limited orweak and
insufficient corective actions.
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Table 13
Institutional Framework Score (2)

Combining Banking Regulation And Regulatory Track Record

The two factors — banking reguation and supenision, and reguiatory track record — are assessed on a
“best-fit” basis guided by the oescriptions in table 12. The assessments are combined as follows:

Initial risk score

Both sub-factors are assessed to be “strong.” 1

One ofthe sub-factors is assessedto be “strong™ and the other is assessed to be
“intermediate.” 2

Both sub-factors are assessed to be “intermediate,” or one of the sub-factorsis
assessedto be “strong” andthe other is assessed to be “weak.” 3

Cne ofthe sub-factors is assessedto be “intermediate” and the other is assessed to
be “weak.” 4

Both sub-factors are assessed to be “weak” 8

MEGATIVE adjustment factor impacting the intial risk score by one category:
governance and transparency as described in J83-85.

1. Banking regulation and supervision

The criteria require an assessment of the scope and intent of the regulatory framework. The goal is to evaluate the
ability of regulators to preserve financial stability through the business cycle, particularly during periods of
economic decline and turbulence. The analysis includes both the letter and the spirit of a country's banking laws and
regulations, the extent of regulatory powers of control over the banking industry, the degree to which regulatory
policies foster market discipline and their effectiveness, and the balance of power between regulators and industry
participants. Lower risk assessments require effective enforcement of rules and policies combined with a low

potential for financial institutions to "game the system" and circumvent regulatory restrictions.

Banking regulation and supervision that are in line with international standards will qualify for an "intermediate"
risk score (see table 12). Banking regulation and supervision is "strong" if specific regulations in a banking industry
meet the description outlined in table 12. The criteria assess the effectiveness of regulatory measures including
countercyclical provisions designed to limit banking sector losses during a downturn. Examples of countercyclical
measures include actions to prevent excessive lending to certain segments and the active use of capital buffers to

protect bank depositors and creditors during periods of financial stress.

Banking regulation and supervision is "weak" if regulations and supervisory practices appear to be lax or lenient
when compared to international standards (see table 12). Examples include banking systems that have significant
gaps in regulatory coverage or where oversight of banking activities is not systematic and is performed on an ad hoc
basis. Such banking systems may also be subject to significant political influence which further weakens the
effectiveness of any regulation.

The main focus of the analysis is the effectiveness and scope of supervision compared with the written regulations.
While many of the banking systems apply similar regulations based on international agreements, there are important
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differences in regulatory supervision across countries' banking systems. The criteria assess the two sub-factors,
banking regulation and supervision and regulatory track record, on a "best fit" basis guided by the descriptions in
table 12 above. The criteria use peer comparisons of banking regulation and supervision to differentiate between

banking systems.

2. Regulatory track record

The regulatory track record reflects the effectiveness of banking regulation and supervision, including recent
examples of past successes in taking preventive measures and reducing a banking system's vulnerability to a financial
crisis. A "strong" regulatory track record is reserved for countries that clearly exhibited regulatory intent and
actions that resulted in successfully limiting risk to a country's banking system during a financial downturn.
Conversely, a country will have a "weak" regulatory track record if it has a history of weak and reactive responses
to banking crises. Under the criteria, Canada, for example, would have qualified as "strong" based on its track
record leading up to, and after, the 2007- 2008 financial downturn. On the other hand, Ireland would have been
assessed as "weak".

The criteria recognize that rules and regulations tighten and weaken during the economic cycle. The regulatory
environment is typically the most stringent just after a crisis and more lenient just before a crisis. The goal of the
criteria is not only to reflect recent regulatory experience but also to recognize any sustainable changes that will alter
the response to future crises. The criteria use evidence of demonstrated, clear, and meaningful authority displayed by

financial supervisors in response to rising risks.

The criteria require a strong assessment of both banking regulation and supervision and the regulatory track record
for the initial risk score for institutional framework to be scored "1" or "very low risk." Table 13 shows how the
assessments of each of these sub-factors are combined to produce an initial risk score

3. Adjustment for governance and transparency
The criteria adjust the initial institutional framework score with an assessment of governance and transparency. The

assessment of the "governance and transparency" sub-factor falls into one of two categories: "at least adequate"”
and "weak" (see table 14). The initial institutional framework risk score is unchanged for systems with "at least

adequate" transparency. The initial risk score is worse by one category for systems with "weak" transparency.

The criteria evaluate governance standards by looking at the balance of stakeholder interests among shareholders,
managers, depositors, and borrowers. Corporate governance that is transparent, prudent, and independent of undue
outside influence lowers the risk of a banking system. Conversely, opaque, imprudent governance that sets no limits
on owners' influence increases the risk of a banking system. The analysis also includes a review of system-wide

compensation practices and incentives to determine whether they work to reward prudent management.

The criteria require an examination of the frequency and timeliness of reporting, and the quality and standardization
of financial reports. The quality of accounting and disclosure standards helps determine the information risk in a
particular banking sector. The criteria examine the quality of accounting and disclosure standards, including
whether a banking industry has adopted International Financial Reporting Standards (IFRS) or the application of
local GAAP (generally accepted accounting principles). The assessment is also informed by the extent and
effectiveness of a country's auditing requirements. Systems that are well-managed result in a high governance and
transparency score while those that are poorly managed result in a weak governance and transparency score. Under
the criteria, systems that do not follow globally established financial standards will get this adjustment.

Standard & Poors | RatingsDirect on the Global Credit Portal | November 9, 2011 22



86.

87.

88.

Criteria | Financial Institutions | Banks: Banking Industry Country Risk Assessment Methodology And Assumptions

Table 14
Adjustment For Governance And Transparency
Adjustment to the
initial institutional
Category How we measure framework score

Adequate or better governance and transparency.

At least moderate transparency and degree of disclosure of

At least adequ are awnership and banks” accounts, as measured by frequency ]
and timeliness of reparting, quality of financial reports, and
degree of standardization.

Weak governance and transparency.

[lany aspects of ownership, management and governance
lead to risks. E'u'il:lenl::e of uneconomic directed lending
Weak and/or lending to parties related to owners. +1
Foortransparency and degree of disclosure of banks’
acoounts, as measured by frequency and timeliness of
reporting, quality of financial reports, and degree of
standardization.

B. Competitive Dynamics

The competitive dynamics factor represents structural implications of the competitive landscape faced by a bank
operating within the broader banking industry.

A banking industry's competitive dynamics risk score is determined by the following sub-factors:

» Risk appetite;
 Industry stability; and
¢ Market distortions.

The initial competitive dynamics score is determined by the risk appetite of a banking sector, adjusted for industry
stability and market distortions. Risk appetite is determined by assessing a banking sector's profitability in
comparison with other sectors in the economy along with a number of additional indicators (described in table 15).
The criteria then assess industry stability and the impact from market distortions. The initial competitive dynamics
score is worse by one category if the banking industry is "moderately unstable" and by two categories if the banking
industry is "unstable" (see table 16). The initial risk score will also be worse if there are "distortions present" in the

market (see table 17). The maximum adjustment from the initial competitive dynamics score is two categories.
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Table 15

Competitive Dynamics Score

C ategory

Very Jow

Risk appetite

Initial competitive
Description dynamics score

Yery low risk appetite
A banking systermwith prolonged profitability that is predictable and sliohtly
lowser than profitability of ather sectors in the econarmy.

Additional factors: (i) stratedies ofthe largest banks are visibly focused on
capital strenoth ahead of profitakility; (i) limited bonos cultare in the sectar; Gii
all the factors identified for 'Restrained risk appetite’ below are present.

Restrained

Restrained risk appetite
A banking systemwith prolonged profitakility that is comparable to profitatility
of ather sectors in the econornmy.

Additional factars: (i) absence of untested inno ative, complex and risky
products in the market, including the possible use of securitization technigues in
arder to shift risks off the balance sheet; (i) very limited share of high risk
lending; i) limited growth of total assets in the sector; and (iv) relatively
consendative commercial practices in the sector, possibly linked to
compensation practices that discourage risk-taking.

NModerate

Mo derate risk appetite

A banking systemwith prolonged profitakility that is marginally higher when
compared to profitability of other sectors in the econormy.

Additional factars: (i) modest presence of innovative, complex and risky
products in the markets, including the possible use of securitiz ation technigues
in orderto shift risks off the balance sheet (if risks are shifted offthe balance
sheet, these risks should be understood and managed); (i limited share of
high-risk lending; in managed growth of total assets in the sector; and (iv)
manaded commercial practices in the sector, possibily inked to compensation
practices which remeard prudent risk-taking.

Aggressive

Aggressive risk appetite

A banking systemwith prolonged profitability that during expansive econamic
dgromth periods is significantly higher when comparedto profitability of ather
sectars inthe econamy.

Additional factars: (i) prevalence of innovative, complex and risky productsin
the markets, including the possible use of securitzation technigques in order to
shift risks off the balance sheet; (i) important share of higherisk lending; (il
possibly significant grosth of total assets in the sector; and () relativeby
agaressive commercial practices, possibly linked to compensation practices
wehich resweard risk-taking.

MEGATIVE adjustment factors impading the initial competitive dynamics score by one or two categoties:

industry stability s described in 193-95 and tshle 16; market digortions as described in TY96-97 and table 17.

Maximumn adjustmert fram intial competitive dynamics soore is capped at two categaries.

1. Risk appetite

89. The initial competitive dynamics score is determined by a banking sector's risk appetite (table 15). This sub-factor

reflects the relative degree of risk and uncertainty that banks are willing to accept in the quest for higher earnings.
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The criteria evaluate both above-average profitability as well as factors as evidence of the relative risk appetite in a
banking industry (paragraph 92).

The criteria assess risk appetite by looking at the profitability of a banking sector and comparing it with the
profitability of other sectors in the economy. A prolonged period of earnings outperformance by the banking sector

versus other sectors reflects amplified risk appetite and is a leading indicator of risk.

. While the criteria do not require a single measure of profitability in conducting cross-sector comparisons, the

analysis is usually based on reported return on equity. For banking sectors where this information is not
systematically available, the criteria allow for other profitability metrics to be used for the purpose of cross-sector
comparisons.

The assessment of a banking sector's risk appetite is complemented by the following factors:

» The growing relative presence or absence of innovative, complex, and risky products in the markets, including the
possible use of securitization techniques to shift risks off the balance sheet.

* The rising share of "high risk" products, for which credit losses appear to be substantially above the overall credit
loss experience of the banking sector. Subprime mortgages are one example of a high-risk product.

» The growth of total assets in a banking sector over the past four-year period. Significant asset growth would
typically indicate a higher risk appetite and limited asset growth would typically indicate a lower risk appetite.

 The relative aggressiveness or conservatism of the sector's commercial practices, possibly linked to compensation

practices.

2. Adjustment for industry stability

The criteria use the assessments described in table 16 to determine if a banking system is (i) at least moderately
stable, (ii) moderately unstable, or (iii) unstable. The initial competitive dynamics risk score is unchanged if the
banking industry is "at least moderately stable." The initial risk score is worse by one category for "moderately

unstable" systems and by two categories for "unstable" systems.

The criteria assess industry pricing through an analysis of competitive behavior and the ability of banks to generate
a risk-adjusted return on core banking products that is adequate to meet their cost of capital. Factors that threaten
rational pricing and competitive behavior are (i) low barriers to entry and new entrants, (ii) excess capacity of
banking products and services, and (iii) market distortions. The criteria capture the first two elements under this
sub-factor and the market distortions separately in the subsequent sub-factor.

The criteria associate lower profitability, such as that in the German and Japanese banking sectors, with less-stable
operating conditions. Since banks in high-inflation countries tend to be able to maintain wider (nominal) margins,

the criteria adjust for inflation when assessing profitability.
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Table 16
Adjustment For Industry Stability

Adjustment to the
initial competitive
Category Description dynamics risk score
At least moderately stable competitive
environment.
At least moderately
stahle Absence of overcapadty, and low probability of 0
new entrants or a material change in competitive
environment.

Moderately unstable competitive emvironment.

Moderate overcapacity as evidenced by low

Moderately unstable earnings capacity on core banking products ar +1
maderately high vulnerability to new entrants or to
a material change in the competitive environment.

nstable competitive environment.

Significant overcapacity as evidenced by very low

Unstabie earnings capacity on core banking products or v ery +2
high vulnerability to new entrants ar to a material
change in the competitive environment.

3. Adjustment for market distortions

Certain market characteristics will distort competition and earnings prospects and have an important impact effect
on the underlying risk in a banking sector. The assessment of the market distortions sub-factor is derived from the
descriptions provided in table 17 and falls into two categories: (i) absence of distortions and (ii) distortions present.
The initial competitive dynamics risk score is unchanged if a banking system shows an "absence of distortions"
whereas the initial risk score is worse by one category for systems with "distortions present."

To assess market distortions, the criteria evaluate (i) the market share of government-owned banks and
not-for-profit banks that do not operate on full commercial terms, (ii) the degree of government involvement in
setting interest rates and in directing lending, and (iii) the nature of competition from nonbank competitors such as
investment funds, finance companies, and securities markets. For example, government sponsored entities

supporting housing in the United States create distortions in the U.S. housing markets.
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Table 17
Adjustment For Market Distortions

Adjustment to the
initial competitive
Cateqjory Description dynamics risk score
Absence of distortions Show none of the characteristics 1]
hielawe
Distoriions present Show one or more of the +1

characteristics below

Characteristics:

(i1 Significant presence of government-owned andfor not-for-profit banks in the banking sector;
(il Freguent use of administrative controls over deposit and lending rates andfor material
government directed lending (=20% oftatal loans in the hanking sectory;

(iiiy ['mportant and unfawarable competitive distortions from nonhank competitars.

C. System-wide Funding

The system-wide funding risk score assesses the relative stability of a banking sector's funding sources and its access
to alternative funding sources.

The criteria rely on the following sub-factors to asses a banking sector's system-wide funding score:

¢ Core customer deposits (compared to loans);
» External funding;

» Non-loan assets (if applicable);

¢ Domestic debt capital markets; and

¢ Government role.

. The assessment of the system-wide funding score is determined through the application of table 18.

. As described in table 18, the criteria use caps to refine the assessment of system-wide funding. The assessment of the

system-wide funding score includes the following caps:

 For countries with a history of unstable and volatile deposits, the initial funding risk score is capped at no better
than 3 (paragraph 104);

» For banking systems that do not have access to external capital markets, the final funding risk score is capped at
no better than 3 (see paragraph 108); and

* If a sovereign government is under credit stress as defined in paragraph 70, the final system-wide funding score is
capped at no better than 5 (see paragraph 113).
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Table 18
System-Wide Funding Score

e

Core customer deposits

Domesic core customer deposits as % of total domestic loans®
(see 102-104)

»100% | 90-100%| 75-90%  60-75% | 40-60% <4 [Fy
<% 1 2 2 3 3 4
o Eﬁtﬁ@ ?j'f 0-10% 2 2 3 3 4 A
E £ total domestic 10'20?_’ 2 2 3 4 4 0
2L pans (see 2030% E 3 2 1 5 g
M105-108.) 30-40%; 3 4 4 5 5 B
»40% 4 4 5 5 i i]

Adjustment factors leading to improving or worsening the initial risk score by one category each:
« Banking sectors whose total domestic assets significartly exceed total domestic loans as described in
1108
+ Breadth and depth of domestic debt capital markets as described in 1110-111 and table 19 and
« Government role as described in T112-113 and table 20.

Adjustment factors that will cap the final assessment of the system-wide funding factor
« |f retail depaosits in a banking sector have a proven history of being unstable and volatile, the initial
systemrwide funding risk score would be capped at no better than “3" as described in 1104
« If a banking sector does not have access to external capital markets, the final system-wide funding score
would be capped at no betterthan "3 as described in 7108
« |f 3 sovereign is under financial distress, the final sy stem-wide funding score would be capped at no
hetter than “5° as described in 113

[ aximum net adjustment from initial risk score is capped at three categories.

1. Core customer deposits

. Core customer deposits are a bank's most stable funding source. As such, the criteria use a measure of co

re customer

deposits as one of the two indicators for the initial system-wide funding score. Core customer deposits are stable

deposits based on customer relationships. The definition of core customer deposits is not homogeneous across

countries. The criteria include 100% of retail deposits and 50% of corporate deposits in the core customer deposits

measure.

In countries where there is a large and very stable alternative market for retail funding, such as retail bon

ds or retail

covered bonds issued by banks, the definition of core customer deposits is adjusted to include this alternative retail

funding for the purposes of applying table 16. This adjustment is only applicable to countries with a very long and

proven history of this alternative retail funding being equally stable as deposits. Registered money market funds in

the U.S., or funds from high-net-worth individuals chasing yields, do not meet this definition and are excluded in

this category. Retail bonds in Italy, for example, will qualify and are included.

While paragraph 103 broadens the definition of core customer deposits beyond deposits, there are a few banking

sectors where retail deposits have proven to be volatile and very sensitive to banking problems in the past. For

example, the criteria would cap the initial system-wide funding score for a banking system that has suffered one or

more instances of a lack of general depositor confidence (i.e. run on deposits) during the past two decade
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better than 3 (intermediate risk).

2. External funding

The criteria use the banking sector's two-year average annual net external debt, which includes nonresident deposits,
as a percentage of total domestic loans as the second measure to derive the initial system-wide funding risk score.
The criteria view cross-border funding as a vulnerable source of banks' funding during economic, financial, or
liquidity distress. Whereas a banking sector may benefit from accessing international debt capital markets during
benign periods when liquidity is ample and investor appetite high, this funding source is likely to be the first to
evaporate in times of distress.

For banking systems with significant offshore operations, the criteria adjust the definition of external funding
sources to exclude funding associated with offshore operations because, despite being domestically domiciled, these

funds do not support the domestic banking system.

. A banking sector that is largely foreign-owned may receive a large part of its funding from externally based parent

banks, indicating a relatively high dependence on external funding. If this is true for the sector as a whole and
funding from the foreign parent banks will remain stable in the future, the initial funding risk score will be better by

one category.

. Some banking sectors have a very high degree of customer deposit funding because there may be few alternative

investments for depositors. If domestic banks have very limited access to external debt capital markets, the overall

funding risk score is no better than "intermediate risk" at best.

3. Adjustment for non-loan assets

. For banking systems whose system-wide domestic loans account for less than 40% of total system-wide domestic

banking assets, the initial system-wide funding risk score will be worse by one category. This adjustment captures
the funding risk, especially if it is confidence-sensitive wholesale funding, associated with a large securities portfolio,

typically government, corporate, or structured securities.

4. Adjustment for domestic debt capital markets

. The availability or absence of a well-functioning domestic debt capital market can make a significant difference for a

banking sector's funding possibilities. In terms of relative stability, funding sourced in the domestic debt capital
market is more stable than cross-border funding, but less stable than core customer deposits. The criteria assess the
breadth and depth of the domestic debt capital markets by examining the issuance of short- and long-term securities
by both financial institutions and corporations as percentage of GDP. The analysis includes issuance from the
corporate sector. The criteria exclude issuance from the sovereign because the market for sovereign securities is
largely separate from the market for securities issued by banks and corporations.

. The criteria classify the assessment of domestic debt capital markets into three categories: (i) broad and deep debt

capital market; (ii) moderately broad and deep debt capital market; and (iii) narrow and shallow debt capital market
(see table 19). The initial system-wide funding risk is better by one category for systems with a broad and deep debt
capital market, unchanged for a moderately broad and deep debt capital market, and worse by one category for a
narrow and shallow debt capital market.
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Table 19
Domestic Debt Capital Markets

Domestic capital markets for private-sector issuance

Impact on the initial
system-wide funding
Cateqory Measurement score
Broad and deep debr - .
capital market Show all three characteristics described below. -1
Moderately broad and Show one or two of thethree characteristics 0
deep debt capital market described below,
Narrmow and shallow debr - )
capital market Show none of the characteristics described below. +1
Characteristics:

(i) Private-sector debt issued in the domestic capital market generally exceeds 25% of GDP.

(i) There is an adive capital market for issuance of investment-grade (for banking sectors with investment-
grade banks) and'or of non-investment grade (for banking sectors with non-investment grade banks) debt for
the private sector.

(i) There is an active capital market for debt secunties with longarterm maturities (=7 years) or with medium-
term maturities (3-5 years).

5. Adjustment for government role
To assess the extent of system-wide funding support from a government for a banking system, the criteria look at
the central bank's lending facilities for the banking system, the type of collateral that the central bank would require,

and government funding guarantees.

. The classification of a government's role in system-wide funding falls into one of three categories: (i) strong; (ii)

adequate; and (iii) weak (see table 20). The initial system-wide funding risk score is better by one category for
systems benefitting from "strong" support, unchanged for systems with "adequate" support, and worse by one
category for systems with "weak" support. The criteria only allow for a favorable adjustment to the funding risk
score if there is "strong" government support for higher risk funding scores. As a result, this adjustment will only
apply to a banking system if the final funding score otherwise would be of 3, 4, 5 or 6. The government will act as a
backstop in case funding difficulties arise. The fourth category applies in a sovereign stress scenario. The criteria
assign a final funding risk score of "very high risk" or "extremely high risk" depending on the severity of the impact
on the banking sector.
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Table 20
Adjustment For Government Role

Adjusiment to the
intial system-wide
Categony Description funding score

Government has a highly effective track record of
providing guarantees and liquidity during periods of
market turmail. Central bank lending facilties are very
strong in terms of: its capacity to service the size of the
industry's funding needs, and in responsiveness and
flexibility to changing needs.

Strong

Government has a moderately effective track recaord of
providing guarantees and liquidity during periods of
market turmail. Central bank lending facilities are
adequate in terms of capacity to service the industre's
funding needs, and gov erniment is moderately
responsive and flexible to changing needs.

Adeglate

Gowernment has an ineffective track record of providing
guarantees and liguidity during periods of market
turrmoil {e.q. a deposit freeze). Central bank lending
facilities are limited in terms of capacity to service the
industry's funding needs, and government is often
unresponsive and inflexible to changing needs.

Weak +1

The sovereign government is under credt stress

M7y, and this has impacted and possibl closed
Sovereign . rmarket access forthe banking system aswell. funding score is either
QOVerTNne e Vo
credit stress [fthe sovereign is under credit stress, the criteria do 1?1 153:?r a0 (see

nat apply the other three categories strong,”

"adequate" and "weak.

Final sy stermrwide
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These criteria represent the specific application of fundamental principles that define credit risk and ratings
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opinions. Their use is determined by issuer- or issue-specific attributes as well as Standard & Poor's Ratings
Services' assessment of the credit and, if applicable, structural risks for a given issuer or issue rating. Methodology
and assumptions may change from time to time as a result of market and economic conditions, issuer- or

issue-specific factors, or new empirical evidence that would affect our credit judgment.
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