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Guide to prepare the Report on Future Capital Needs

1. Introduction

Article 67 of the Banking Law provides that “All banks must comply with the capital funds required by this Decree Law and its regulations” and Article 16 of Rule 1-2015 sets forth the capital adequacy rules applicable to banks and banking groups providing that supervised entities must submit a report on the future capital needed to execute the entity’s business model to the Superintendency of Banks. 

This report is approached from a strategic point of view with a temporary timeframe of at least three years for the assessment of anticipated risks and the sources of obtaining additional capital to achieve the proposed strategic objectives. 

The provisions of Article 16 of Rule 1-2015 follows the recommendations contained in the Capital Accords issued by the Basel Committee, particularly the provisions of Pillar II of Basel II. 

In this regard, the first principle of Pillar II provides that banks must have a process to assess their capital adequacy in relation to their risk profile and a strategy to maintain their capital level. The second principle establishes that the banking supervisor reviews the bank’s capital adequacy process, as well as its ability to monitor and ensure compliance with regulatory capital ratios. 

The capital planning process consists on identifying, measuring and adding the risks the bank faces, determining the quality of its comprehensive risk management and its corporate governance, and later take into consideration the estimated business and economic environment outlook, determine the capital necessary to cover these risks. The capital planning exercise covers the definition of an objective regulatory capital ratio that comfortably allows to overcome an adverse scenario of economic recession or unfavorable business performance. 

The target capital ratio should be estimated both in a basic or standard scenario and a stress-testing scenario. In both cases, [the bank] must indicate the transmission channels between the macro variables and the financial and capital results, as well as the tools, methodologies and assumptions used. 

Additionally, [the bank] must make a sensitivity analysis that measures the impact of a portfolio impairment on the bank’s financial results and solvency. 

Capital planning also covers the establishment of a capital policy that provides predetermined capital strengthening measures according to previously identified thresholds or situations. In this way, the supervisor knows what to expect in unexpected situations, or how the development of the strategic plan is accompanied by the necessary capital strengthening actions: capital contributions, retained earnings or capitalization of profits for the period, issuance of subordinated bonds, constitution of voluntary provisions, etc. 

This report must be signed by the person responsible for the Risk Unit, the person in charge of its preparation (if applicable) and approved by the Board of Directors in conformity. The pertinent part of the Bank’s Strategic Plan and Budget that serves as the basis for the figures used in the preparation of projections, as well as the internal documents describing the stress-testing methodology and supports the risk appetite framework, must be made available to the Superintendency when required. This will be done in order to guide banks on the internal processes they have applied for their preparation. 

2. Report Structure

The report submitted by the bank must contain eight (8) sections (including the attachments enclosed to this guide):

2.1.   Capital planning and monitoring process

A description of the process containing the pre-established procedures and the necessary degree of formality. The responsible areas and deadlines (activity chronogram) used for their preparation, the sources of information and support of assumptions, tools, computer systems, quantitative and qualitative methodologies used, internal process controls must be specified. It should be clearly stipulated the adjustment of the capital planning process to the bank’s strategic plan and budget. Any change in the (economic, regulatory or business) environment must be included in the modifications or updates to capital planning. 

2.2. 	Projection of main accounts of the Balance Sheet and Profit Statement

2.2.1. 	Base Scenario[footnoteRef:1] is the projection that incorporates the assumptions and objectives of the budget and the Strategic Plan in a scenario considered “normal” or expected. The macroeconomic variables used (GDP, inflation, interest rates, etc.) and the assumptions or levels assumed for these variables should be detailed. The projections of the main accounting accounts (loans, income, provisions, etc.) must be made with a methodology that defines the transmission channels of the macroeconomic assumptions. (See Annex 1, Paragraph I).  [1:  Base scenario: it will correspond to the most probable result on which the banks have based their behavior projections under a “normal” or expected operation, and which was used for its preparation.] 


2.2.2.	Calculation of the Capital funds requirement, the bank identifies the main sources of risk generated by its business lines and strategies. First, the bank estimates the capital requirements to date required by domestic regulation (credit and counterparty risk weighted assets Rule 3-2016), then it estimates the capital requirements of other risks taking as reference the provisions on Rule 8-2010 on Comprehensive Risk Management, as long as they are relevant to the bank. The estimation should not be lacking for those risks that already have calculation methodologies at the level of the Basel Committee standards or in the banking regulation issued by the Superintendency on Operational Risk and Marketing Risk. Those risks that are theoretically easy to describe, but difficult to quantify, are up to the bank’s opinion (See Annex 1, paragraph II).

2.2.3.	Sources of capital strengthening. Capacity to generate capital funds and capital quality, a diagnosis must be made of: the bank’s ability to generate results, the latest revenue reinvestment policy, the shareholder’s ability to make capital contributions; and the degree of access to other sources of capital. Additionally, the bank should make an analysis of the capital quality, both of that registered to date and that projected (how much is common tier 1 capital, additional common capital, tier 2 capital and dynamic provisions), emphasizing on the capacity to absorb unexpected losses of capital funds, both under the concept of as a running business and as a business under liquidation. (See Annex 1, paragraph III).

2.2.4.  	Adding Capital requirements and determining Capital Adequacy Ratios, the capital requirements generated by risks are projected along with capital funds for a three-year period. The Target Capital Adequacy ratio is the one that the bank deems it permits it to meet its strategic objectives and, at the same time, gives the bank enough room to withstand negative macroeconomic or business environments. The Target Capital Adequacy ratio takes into account the bank’s risk appetite in the different business lines, an aspect that should be included in the bank’s strategic plan. (See Annex 1, paragraph IV)

2.3.	Stress-testing 

2.3.1.   Assumptions and methodology should identify severe but plausible shocks that limit the regular course of business and affect its results and its main balance sheet accounts. The shocks must be those related to an economy like the Panamanian that generate great impact to the International Banking Center. The objective of stress-testing is to identify vulnerabilities and risk exposures that drastically affect the profitability, liquidity or solvency. Examples of stress-testing scenarios: domestic or international recession; political, social or economic crisis; deterioration of a specific key economic sector; simultaneous fall in stock markets; severe operational problems; liquidity crisis; reputational crisis (of the bank or the country). 

	Stress-testing must include all relevant assumptions, which tools were used, such as statistical models, expert models, expert criteria, techniques or methodologies to project credit deterioration, credit growth (or reduction), transmission channels through which the stress scenario is affecting the bank’s income statement and solvency. 

	As an initial stress-testing scenario, banks should include at least the following variables, being able to add other variables or making shocks more severe:

	Macroeconomic variables
	1st year
	2nd year
	3rd year

	GDP growth %
	
	
	

	Inflation %
	
	
	

	Net exports 
	
	
	

	Others defined by the bank
	
	
	

	Sectorial GDP growth
	
	
	

	Construction 
	
	
	

	Trade 
	
	
	

	Services
	
	
	

	Tourism
	
	
	

	…
	
	
	

	Socio-commercial growth (GDP)
	
	
	

	United States
	
	
	

	China
	
	
	

	Costa Rica
	
	
	

	….
	
	
	


  
2.3.2.  	Result evaluation, the bank must analyze the level of solvency reached during the stress-testing scenario: which business lines are most affected, what percentage of capital funds are consumed due to losses, how is the Capital Adequacy ratio without taking into consideration new contributions or sale of assets, how much the Capital Adequacy ratio is recovered considering measures taken by shareholders or top management. 

2.4.   Sensitivity Analysis

The sensitivity analysis consists on “stressing” the credit quality of the loan portfolio (or a type of loans, the most relevant to the bank), without having to build on a history or a scenario provoking loan deterioration. The important thing is to establish the impact on the results and on the Capital Adequacy ratio. Similar to evaluating the stress-testing results, the bank should evaluate how much of the impact on solvency from simulated portfolio deterioration can be mitigated with actions taken by the shareholder (capital contributions, support from its parent company, asset sales, etc.) or by top management. 

The sensitivity analysis results should be presented using the following table:

	
	1st year
	2nd year
	3rd year

	Specific provisions – Corporate loans
	
	
	

	Specific provisions – Consumer loans 
	
	
	

	Specific provisions – Mortgages
	
	
	

	Nonperforming loans (NPL)
	
	
	

	Delinquent loans (DL)
	
	
	

	Restructured loans (RL)
	
	
	

	High-risk loans (NPL+DL+RL)
	
	
	

	Interest income
	
	
	

	Bad debt expenses
	
	
	

	Profit for the period
	
	
	

	Added capital requirements
	
	
	

	Credit risk and counterparty risk requirement
	
	
	

	Market risk requirement
	
	
	

	Operational risk requirement
	
	
	

	Other identified risks requirement
	
	
	

	Projected capital funds
	
	
	

	Projected common tier one capital net of adjustments
	
	
	

	Projected additional tier one capital net of adjustments
	
	
	

	Projected tier two capital net of adjustments
	
	
	

	Projected Capital Adequacy Ratio
	
	
	



2.5.   Conclusions

The bank must reevaluate (or confirm) the assumptions used in the strategic planning (business and capital strengthening projections) and its risk appetite, in view of the stress-testing and sensitivity analysis results. 

Considering that it is a three-year planning, the bank may adjust its business or capital strengthening projections at any time, through various measures that should be part of the supporting documentation for the capital planning process. Examples of measures:

· Changes in the business model
· Reduction of growth estimates in any business line
· Reformulation of strategic goals
· Strengthening of corporate governance and risk management
· Modifications to the profit capitalization policy
· Cost reduction 
· Commitment of capital contributions not considered in the original planning
· Opening of capital to new partners

[bookmark: _Hlk507933046]2.6. 	Evaluation of Compliance with Projections (Base Scenario)

The bank must explain the differences that arise from projections (in capital planning) and what is actually executed. This exercise should be done at the end of each of the three years using the following table:


	
	Projected 1st year
	Executed 1st year
	Difference 
	Remarks 

	Total assets
	
	
	
	

	Weighted assets 
	
	
	
	

	Balance of loan portfolio
	
	
	
	

	Corporate loans
	
	
	
	

	Specific provisions – Corporate loans
	
	
	
	

	Consumer loans
	
	
	
	

	Specific provisions – Consumer loans
	
	
	
	

	Mortgages
	
	
	
	

	Specific provisions – Mortgages
	
	
	
	

	Other loans 
	
	
	
	

	Specific provisions for Other loans
	
	
	
	

	Nonperforming loans
	
	
	
	

	Delinquent loans
	
	
	
	

	Restructured loans
	
	
	
	

	Total liabilities
	
	
	
	

	Deposits
	
	
	
	

	Obligations
	
	
	
	

	Capital funds
	
	
	
	

	Accrued profits
	
	
	
	

	Interest income
	
	
	
	

	Paid interest expenses
	
	
	
	

	Bad debt expenses
	
	
	
	

	Service fees minus paid fees
	
	
	
	

	Administrative expenses
	
	
	
	

	Profit for the period
	
	
	
	



2.7.	Indicators for a new submission of the future capital needs

Banks must include in this section the situations and/or indicators (total and/or percentage) of the deviations they have considered, as part of their internal policy, that have to be met in order to change or modify the Report previously submitted to the Superintendency. 

2.8.   Annexes

Annexes 1 and 2 attached hereto are part of the Report on Future Capital Needs (they do not replace the report). The attachments are aimed at supporting banks in their evaluation process. The data included in said annexes must be consistent with the data and methodologies indicated in the contents of the report. The first annex will include the information considering a base scenario while the second annex will include the information on a stress scenario.
S. LARA	SG-TRAD-202000093	MAR.-17-2020

5

image1.png
Superintendencia

e Bancos de Panams




